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USING PUBLIC PENSIONS TO BALANCE STATE
AND LOCAL BUDGETS: THE IMPACT ON
PUBLIC EMPLOYEES, RETIREES, AND TAX-
PAYERS

WEDNESDAY, NOVEMBER 24, 1991

U.S. House oF REPRESENTATIVES, SELECT COMMITTEE ON
AGING, JOINT WITH THE JOINT EconoMic COMMITTEE,
SUBCOMMITTEE ON INVESTMENT, JOBS, AND PRICES,

Washington, DC.

The committees met, pursuant to notice, at 9:38 am., in Room
B318, Rayburn House Office Building, Hon. Edward R. Roybal
{chairman of the Aging Committee) and Hon. Pete Stark (chairman
of the Subcommittee on Investment, Jobs, and Prices) presiding.

Members present: Representatives Roybal, Stark, Rinaldo,
Borski, Pallone, Swett, DeLauro, Boehlert, Fawell, James, Hough-
ton, Taylor, Nichols, Fish.

Staff present: Select Committee on Aging: Richard Veloz, Staff
Director; Valerie Batza, Assistant Staff Director; Paul Ceja, Gener-
al Counsel; Gladys Rodriguez, Professional Staff; Rigoberto Saborio,
Research Assistant; Stephanie Jones, Staff Assistant; Carolyn Grif-
fith, Research Assistant; Mary Wunderlich, Staff Assistant; Austin
Hogan, Communications Director. Joint Economic Committee:
Steve Baldwin, House; Susan Lepper, Senate; Stan Clemons; Anne
Raffaelli, Legislative Counsel, Chairman Stark’s office.

OPENING STATEMENT OF CHAIRMAN EDWARD R. ROYBAL

Chairman RoysaL. Ladies and gentlemen, we will start the hear-
ing in just a moment. I would like to first of all welcome the wit-
nesses and those who are here and interested in what this commit-
tee is doing.

The commitiee now will come to order. Ladies and gentlemen,
today’s hearing is a joint hearing. With me is Congressman Stark
who heads the Investment, Jobs, and Prices Subcommittee, of the
Joint Economic Committee, and I am the Chairman of the Select
Committee on Aging.

This hearing is to review the nationwide trend by State and local
government officials to divert the pension funds of public workers
and retirees for budget balancing purposes. The hearing will at-
tempt to determine the short and long-term economic impact to
this Nation, and we hope we can start a dlscussxon of possible Fed-
eral legislative responses.
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In my opinion, this trend is a cause of concern not only for public
workers and retirees but for all taxpayers, as all would be impact-
ed by this short-sighted policy.

The Aging Committee has had a longstanding interest in protect-
ing private pension funds from diversion by private employers, di-
versions that threatened the financial security of private employ-
ees and retirees. What State and local government officials are now
doing to public pension funds is similar to that what occurred in
the private sector. But there is one important difference. Public
sector employees and retirees do not have the Federal protections
that private employees have to preserve the financial integrity of
those pension funds and benefits. Therefore, millions of public em-
ployees and retirees—maintenance workers, cafeteria workers,
teachers, clerical workers, police officers, firemen and other work-
ers all who have dedicated a lifetime of service to the public
sector—have had their confidence in their retirement security un-
dermined by the recent actions of State and local governments.

Today’s witnesses will include State government financial offi-
cers who are themselves concerned by this trend, public pension
fund legal and economic experts, and leaders of public employees
unions. We tried to get a cross-section of the community to testify
so that we can get the information from all sides. And drawing
from this testimony, we will make recommendations, that we hope
can do some good in regard to this specific problem. I am certain
that the witnesses who testify before us today will be able to pro-
vide the information that we desperately need, and that will assist
us in developing solutions

This is a tremendous problem, ladies and gentlemen. We have
had hearings, as I have said, in the private sector, and now we are

_going to the public sector. This is happening not only in my State
of California, but my understanding is it is happening in other
States of the union. It is, therefore, necessary for the Congress of
the United States to look at the matter, to study it, to find out
what the situation is, and why these things are going on. And to do
everything possible to protect the person that makes the invest-
ment; that is, the current and future retirees. I believe that it is
their money, no one else’s and, therefore, we must do everything
we possibly can to protect the rights of the retirees’. I now recog-
nize my co-Chairman, Congressman Stark.

[The prepared statement of Chairman Roybal follows:]
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Today's hearing is to review the nationwide trend by state and
local government officials to divert the pension funds of public
workers and retirees for budget balancing purposes. The hearing
will attempt to determine the short and long-ternm economic impact
of this action, and begin a discussion of possible federal
legislative responses.

The reasons behind this trend are clear. Public employee
pension plang, which provide the retirement benefits of millions of
state, city and county government workers and retirees, have seen
an increase in assets from approximately $200 billion in 198¢, to
hearly a trillion dollars today. At the same time, state and local
governments, facing increasing budget deficit problems, due to the
federal funding cut-backs of the 1980's, the recession, and other
factors, are looking for alternative sources of revenue.

In my view, however, utilizing public pension funds for
general revenue purposes should be a cause of serious concern, not
only for public workers and retirees, but for all taxpdyers -- as
all may be impacted by this short-sighted policy.

The Aging Committee has had a longstanding interest in
protecting private pension funds from diversion by private
employers -- diversions that threatened the financial seccurity of
private employees and retirces. What state and local government
officials are now doing to public pension funds compares with what
happened in the private sector. .
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But there is one important difference -~ public sector
employees and retirees do not have the federal protections that
private employees have to preserve the financial integrity of their
pension funds and benefits.

Therefore, millions of public employees and retirees --
maintenance workers, cafeteria workers, teachers, clerical workers,
police officers, firefighters, and other government workers who

- have dedicated a lifetime of service to the public sector -- have

had their confidence in their retirement security undermined by the
recent actions of state and local governments.

State and local governments are engaging in a variety of
methods to interfere with and divert their public pension funds
including delaying or reducing contributions to the funds, changing
the actuarial assumptions that determine contribution 1levels,
taking loans or simply withdrawing money from the funds.

Regardless of the method, the result is the same -- the hard-
earned retirement funds of public workers and retirees are being
used for purposes other than that for which they were intended, and
are being put at risk.

I recognize the substantial budget difficulties that state and
local governments are currently suffering. But by looking to
public pension funds as a short-term budgetary solution, they may
only be delaying, and possibly creating even greater financial
problems over the long-term -- problems that could adversely impact
both taxpayers, and public employees and retirees, alike.

In the future, will taxpayers confront major tax increases,
and public employees cuts in their pension benefits, in order to
offset current reductions in pension funds?

In answering this question, we should not ignore the fact
that this nation has an aging population, which will result in more
retirees putting more pressure on pension systems generally.
Continuation of this policy therefore, may lead to increased
intergenerational conflicts, if, in the future, a smaller
population of younger workers is asked to finance, through
additional taxes, a growing number of retirees. .

One way to protect the future integrity, and financial
stability, of public pension funds generally, is to provide some
basic uniform fiduciary standards for the conduct of these plans.
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These standards, for example, could require what is already
federally required for private plans -- that public pension plans
be handled prudently, and in the best interest of the plan
participants and beneficiaries. In addition, uniform reporting and
disclosure requirements could insure that public employees and
retirees are made aware of the financial actfvicies of the public
pension plan.

. Today's witnesses include state govarnmant financial officers

who are themselves concerned by this trend, public pension fund
legal and economic experts, and leaders of public employee unions.
I am certain that they will be able to provide us with an
understanding of the national scope of this problem, and some
solutions for the future.
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OPENING STATEMENT OF CHAIRMAN PETE STARK

Chairman StArRk. Thank you very much, Ed. I appreciate you
and your committee’s quick call to action on this problem where I
am afraid our colleagues and ourselves were slow to wake up. We
may be in the process today of locking a barn door after the horse
has been stolen. But it is important. I don’t think that any of the
Members or any of the witnesses have trouble spotting somebody
who is purloining funds, but I do think we have some work to do to
identify exactly the magnitude of the disaster. There is no question
that public enterprise has its same budget problems as private
economy does. There is a tremendous recession abroad in the land,
and families in our districts are trying to balance their budget as
are mayors and county executives and State executives.

However, when laws were written some years back to protect
those who are unable—either because they are powerless or unso-
phisticated or such a small segment of the marketplace—to protect
their own retirement funds from outright thievery, from just in-
competence and/or from very sophisticated schemes to reduce their
justly earned pensions, we put in place some laws that would, in
fact, protect the average American from just such a scheme. We
didn’t do a good job. We left some loopholes. We anticipated that
public officials somehow would be more trustworthy than private
officials. In the other body today they are going to discuss that at
some length. I suppose it is the shame of California that we deal
with savings and loan scoundrels, that we house in our Ivan
Boesky Tennis Ranch, Mr. Milken, at government expense as he is
on a paid vacation, and that this may be the genesis of a scheme to
rob public employees of their pensions. And I am ashamed for my
State that it may have started there. In any event, the time has
come, I think, to correct it.

The governor of California not only took money to which he was
not entitled, but now he is trying to sack the bankers, the Califor-
nia Public Employees Retirement System Board, because they were
too responsive to the employees and not responsive enough to the
employer. Now, ERISA protects private pension plans from employ- .
er raids; indeed has criminal sanctions. Public employees have no
such protection as I have stated. Public employers are subject to
taxpayer and press scrutiny, and State laws were thought to pro-
hibit public employers from engaging in the type of behavior that
is banned in the private sector by ERISA.

A recent experience with the Calpers, fund shows that our belief
in this public system was ill-founded. In fact, Governor Wilson has
earned high marks by some who would mimic his budget solution
and further endanger workers across the country. Now, while the
workers and the retirees are battling this California Employees Re-
tirement System raid in the Court, we have to determine, I think,
how widespread this problem is across the country. It may be de
minimis. It could be that workers 20 to 30 years from now won't
suffer $3-$4 a month reduction in very generous pension plans.
That is a great leap of faith, I think, to suggest that that is all that
these underfunding budget schemes will do. But that may be the
fact, and we should determine those facts as best we can.
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I want to thank Congressman Roybal whosxares our interest in
this issue and is concerned. And his subcommittee’s concern is the
protection of the elderly and the retired. And we do know the
impact of the fiscal pressures felt by States on the integrity of the
pension trust funds, and we have to find out what role, if any, the
Federal government should play in protecting the security of our
public work force. I look forward to hearing the statements of our
witnesses and extend a special welcome to my constituent, Arnold
Schneider, who is the Executive Director of the American Associa-
tion of Classified School Employees. And we will hear from him
later. Mr. Chairman, I yield to any other opening statements.
R'Czla.lﬁiirman RoyBaL. All right. The Chair will now recognize Mr.

inaldo.

STATEMENT OF REPRESENTATIVE MATTHEW J. RINALDO

Mr. RinaLpo. Well, thank you, Mr. Chairman. I want to take this
opportunity to commend you and Chairman Stark for calling this
hearing to examine the impact of State and local budget decisions
on the pensions of public employees. With fiscal problems mount-
ing, public retirement trust funds have become a tempting way for
many State and local governments to balance their budgets. Since
any diversion of funding can mean sharply reduced benefits for re-
tired employees, this is clearly a serious issue that must be ad-
dressed. State and local governments have a clear, contractual obli-
gation to ensure that pension benefits will be available to State em-
ployees at retirement age. Any decisions over State pension plans
must start from that premise. Diverting funds away from retire-
ment systems may seem tempting, but it involves choosing between
today’s needs and tomorrow’s obligations. And there is no indica-
tion that tomorrow’s taxpayers will be any better prepared to sup-
port these obligations.

In some States, the public employees retirement systems have
been prudently managed and conservatively funded. And even
though State budgets have been hard hit by the recession, many
States have continued to appropriate adequate funding to ensure
that retirement systems remain secure.

Mr. Chairman, I want to commend you once again for calling
this hearing. I think it is particularly important. As I mentioned, it
is a serious issue. And I regret that, unfortunately, I have to leave
for an important markup of the Full Energy and Commerce Com-
mittee. But I want to State that I look forward to working with you
and Chairman Stark, my other colleagues on this important issue
in an effort to resolve it so that State and local employees are
treated in the manner that they should be, and their pensions are
given the protection that they deserve. I yield back the balance of
my time.

Chairman RoyraL. All right. Thank you, Mr. Rinaldo. The Chair
now recognizes Ms. DeLauro.

STATEMENT OF REPRESENTATIVE ROSA L. DeLAURO

Ms. DeLAuro. Thank you, Mr. Chairman, and I want to thank
Chairman Stark as well for conducting these hearings. These are
very tough economic times in America and particularly in my
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State of Connecticut. We have been suffering the brunt of this re-
cession for more than 2 years now, and the people of my State are
hurting. ‘

State and local governments are also struggling under this pres-
sure. Our governor announced on Monday that the State will have
a deficit in addition to what it has—another shortfall of about $175
million. He has recommended dealing with this piece of the deficit
by making additional cuts in services and by postponing the State’s
contribution of $70 million to the Teachers’ Pension Fund.

Connecticut’s plight is not unique, and today we will hear about
other States who are facing similar difficulties. Over the past
decade, the Federal Government has dramatically reduced its sup-
port to States. Fiscal pressures tempt State and local governments
to eye public pension funds as a source of budget relief. To govern-
ments desperately trying to balance a budget, these funds are very
enticing. They offer the prospect of millions of dollars of unallocat-
ed funds.

These pension funds are not open accounts, but they really are a
sacred trust. They represent the hopes and the dreams of workers
who have spent their entire lives saving for retirement. When
States dip into these pension plans, they compromise the integrity
" of the funds. A retiree who was promised benefits should receive
every penny that he or she deserves, and as States amass debt
owed to these funds, the prospect that they could default on these
obligations becomes increasingly real.

I have seen what can happen when pension funds are not proper-
ly managed. In May, former employees of Rebestos Industries in
Stratford, Connecticut, were notified that as a result of the failure
of the insurance company holding their pensions, they would re-
ceive only 70 percent of their monthly pension checks. The case is
now in Court, and I sincerely hope that full benefits will be re-
stored. But it took the convening of a Government Operations Sub-
committee and endless effort on the part of the pensioners to
ensure that these retirees receive what they deserve. I sincerely
hope that State and local employees will never have to face the loss
of their full pensions. I don’t want Congress to have to fight tooth
and claw to restore the pensions of Connecticut teachers or Califor-
nia State employees.

But at the current rate of borrowing from these pension plans,
State and local government will soon owe billions of dollars to
these plans. And when the pensions come due, many will want to
reduce individual pensions rather than pay the billions owed. This
will be a great temptation, but let this hearing serve as notice that
we will expect these promises to be kept and the full pensions to be
paid. Mr. Chairman, I congratulate you on calling these hearings
before the pension borrowing gets out of control. Your prescience
may save millions from the pain and the agony that was experi-
enced by the Rebestus retirees in my own district. Thank you very
much, Mr. Chairman.

Chairman RoyBaAL. The Chair recognizes Mr. Boehlert.
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STATEMENT OF REPRESENTATIVE SHERWOOD L. BOEHLERT

Mr. BoeHLErT. Thank you very much, Mr. Chairman. Mr. Chair-
man, I hope we all can take the pledge here this morning. As
Chairman Stark has indicated, we are somewhat delinquent in ad-
dressing this subject, but better late than never. But I will be the
most disappointed Member of this body if a year from now we are
still discussing this subject. I think it is fairly easy to ascertain the
facts, to identify the problem, and it should be fairly easy to devel-
op a solution. And so I, for one, am hopeful that all of my col-
leagues here will take the pledge along with me that we are going
to have less words and more deeds and get moving with this.
Thank you very much.

Chairman RoyvsaL. Thank you. Mr. Swett.

STATEMENT OF REPRESENTATIVE DICK SWETT

Mr. Swerr. Thank you, Mr. Chairman. I am here today to learn
more about the use of public pensions to balance State and local
budgets. The population of this country continues to grow at an un-
precedented rate, and I am sure that although pensions today are
important, they will be continually more important in the years to
come. The State of New Hampshire, my home State, is in a very
similar situation, if not worse situation, than the State of Connecti-
cut. And many of the words that Rosa DeLauro has mentioned
about her home State apply to New Hampshire. We are looking at
10 percent of our budget deficit or a $200 million deficit back home,
and it is always tempting to cherry pick out of these types of funds.
I think that it is a very responsible action that this select commit-
tee be meeting to discuss this situation.

I compliment you, Mr. Chairman, and Chairman Stark for hold-
ing a joint committee hearing on this very critical issue, and I hope
that by the time we finish with this discussion, as my distinguished
colleague, Congressman Boehlert, has said, we will have accom-
plished more than just words. We will have stemmed the flow of
irresponsible use of these funds and will have hopefully cauterized
the system so that those who have paid in to receive pensions as
they reach their sunset years will rightfully be able to collect on
those investments they made during their working years. Thank
you very much, Mr. Chairman,

Chairman RoysaL. Thank you. Mr. James.

STATEMENT OF REPRESENTATIVE CRAIG T. JAMES

Mr. JamMes. Mr. Chairman, I am going to be most interested in
hearing and reading the testimony, that I won't be able to be here
for the entire hearing. But what I think the issue will have to re-
volve around is to what extent the States have a contractual rela-
tionship with the individual employees in relationship to whether
it is the fund, or their general taxing power is pay as you go. It -
amazes me that when a State does have taxing power you would
even consider that there not be a contractual relationship between
the employee and the State where they would have a direct cause
of action like any other beneficiary of a contract. And I assume
though and I know that it some States it is not viewed that way.
They can change the benefits as the Federal Government can. And
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under Social Security, there is no contractual guarantee that you
will receive specific benefits. That unnerves me in relationship to
the Federal Government too.

The employees should know if you presumably have a retirement
plan and if Social Security is, then you should have a vested right
at a certain point to certain returns. And when you take the tax
code and you change it and say, “Okay. We are going to all of a
sudden tax your Social Security,” et cetera, that is very much a di-
minishment of your retirement plan, and we have done that here.
So let us not be holier than thou in the context that we don’t know
how it is done. We have done it on this Federal level. We have di-
minished people that should have—if you looked at Social Security
as a retirement plan, you would see that when you say all of a
sudden we are going to tax you on it, you have reduced many
people by a third—their purported retirement. A

So every State, I am sure, has a different relationship with the
fund. I can’t imagine though that if there is a State law that says
we will have a fund, et cetera, and they raid the fund, it would
seem they would have the same contractual obligation to that fund
as a private employer. At least there should be that minimal pro-
tection, but if they are representing to their employees they have a
fund, they should not be able to mess with that fund if that is the
way they fund it by statute. If they are on a pay-as-you-go plan,
well, they have the taxing power, and as long as there is contrac-
tual obligation that specifies a formula, that shouldn’t be able to be
changed in relationship to a specific employee during his employ-
ment at least for that period of time that he has vested. So you
should have a vested right at a certain point just like you would
with any contract. ’ _ . ,

Even though your employment contract varies from year to year
for the 10 years, the 15, or the 20 or the 30 that you put in, there
should be a vested right. And if it is to be tied into a specific fund,
then that fund should be managed prudently as we should man-
date by law. ..

On the other hand, for future retirement benefits for additional
years that have not yet been worked, of course you could not abro-
gate the right of the States to change their future retirement bene-
fits. But to think that you could say, “Okay. We have a fund,” and
then raid it and rip it off and leave the employee without any ben-
efits is really absurd whether it be on the Federal or the State
level. So I think we have to turn the mirror on ourself and think
likewise how we treat it and analyze what the States are doing to
see if we do need legislation in this area to at least give them the
minimal protections that you have in the private sector. You have
a problem right now with Eastern Airlines—a major problem.
What happens in the event of bankruptcy within proper funding
and proper priorities. So all of these things I think we should look
at, and I congratulate the Chairman on convening these hearings.

Chairman RoyeaL. Thank you. Mr. Houghton.

STATEMENT OF REPRESENTATIVE AMO HOUGHTON

Mr. HougHTtoN. Thank you. Chairman, I am delighted you are
having these hearings. I am all ears. The question which I think
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comes foremost to my mind is what is the enforcement of the over-
sight if we find something is wrong? If we find something is not
wrong, then everybody goes away and does their own thing. If
there is something that is wrong and we should get into it, I think
that might be clarified in the proceedings. Thank you very much.

Chairman RoyBaL. Thank you. Mr. Fish.

Mr. FisH. No comments.

Chairman RoysAL. Thank you. Mr. Nichols.

Mr. NicHors. No comment at this time. Anxious for the hearings
to begin. Thank you, Mr. Chairman.

Chairman RoysaL. Thank you very much. At this time, if there
are no objections, I would like to submit the prepared statements of
several Members for the hearing record. Hearing no objections, so
ordered.

[The prepared statements of Representatives William J. Hughes,
Jerry F. Costello, and Constance A. Morella follow:]
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STATEMENT OF

THE HONORABLE WILLIAM J. HUGHES, CHAIRMAN
S8UBCOMMITTEE ON RETIREMENT INCOME AND EMPLOYMENT

BEFORE THE JOINT HEARING OF THE SELECT COMMITTEE ON AGING
AND THE JOINT ECONOMIC COMMITTEE'S
SUBCOMMITTEE ON INVESTMENT, JOBS AND PRICES

"USING PUBLIC PENSIONS TO BALANCE STATE AND LOCAL BUDGETS:
THE IMPACT ON PUBLIC EMPLOYEES, RETIREES, AND TAXPAYERS"

WEDNESDAY, NOVEMBER 20, 1991

Throughout the 1980's, more than 2,000 companies terminated
their defined benefit pension plans and removed more than $21.5
billion in assets, thereby draining forever a part of the reserves
which were to be used to help pay promised benefits to hundreds of
thousands of retirees.

Just one year ago, .Congress attempted to limit this threat to
the retirement security of private sector employees by 1nc1uding
in the Omnibus Budget Reconciliation Act of 1990 an increase in the
excise tax on pension asset reversions from 15% to 50%.

Now we are faced with a similar and serious threat to the
security of teachers, maintenance workers, and public employees.
An increasing number of cash-strapped state and local governments
are raiding public pension funds.

This raiding of state and local pension funds is often nothing
more than an accounting gimmick designed to take promised benefits
from workers and retirees in order to pay for other government
services. Ultimately these accounting deceptions may well end up
being very costly to both the taxpayer and the retiree if budget
shortfalls and decreased revenues due to the recession continue.

Just like the massive reversions in the private sector, these
pension raids could jeopardize the ability of states and localities
to pay earned benefits to retirees in the future, while undermining
the confidence of workers that they will receive the benefits they
have been promised when they retire.

Unlike protections for plans in the private sector, however,
public plans are not covered by the federal Employee Retirement
Income Security Act (ERISA). Rather, they are subject to
requirements which vary from jurisdiction to jurisdiction. I look
forward to today's discussion of possible comprehensive protections
for public pension plans.
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Statement of Rep. William J. Hughes
Page 2

I firmly believe that this problem is also indicative of the
fact that the nation lacks a coherent retirement income policy.
Testimony before my Subcommittee on Retirement Income and
Employment reveals that, unless we begin to address these problems
now, we face a looming crisis in adequately supporting our growing
numbers of older Americans.

Less than half of today's full-time workers are covered by an
employer-sponsored pension plan. I am greatly concerned that if
these trends continue, by the year 2020 the majority of the S0
million Americans aged 65 and over will have 1little more than
Social Security as a source of retirement income.

Substantial testimony before my Subcommittee reveals that over
the past decade the burden of saving and investing for retirement
has dramatically shifted from the employer to the employee.
Consequently, in addition to the tens of millions of workers who
are not covered by a pension plan, millions more are not
participating in the types of defined contribution plans that are
now emerging. What is more, a survey we conducted jointly with the
American Society on Aging reveals that even well-educated
individuals often lack the knowledge and information needed to
effectively manage and understand their pension plans.

Americans are often correctly informed that Social Security
alone will not be enough to get by in retirement. Yet, ocur current
policies often penalize retirees who earn more than one scurce of
retirement income.

For instance, of those medium and large employers who offer
a defined benefit plan, more than three out of five retirees have
up tc half of their pensions reduced by their Social Security
benefit. In addition, many women who work and pay Social Security
taxes are finding that their benefits are no larger than if they
had never worked a day in the paid labor force because their earned
benefits are completely offset by their husband's benefits.
Finally, many teachers and government workers are subjected to a
government pension offset which completely eliminates their Social
Security spousal benefit in 50% of the cases.

Unless we correct these policies soon, a growing number of
middle class Americans who have worked all their lives will be
forced to strugygle with incomes below or near the poverty level
when they reach retirement age.

I look forward to today's testimony and commend Chairmen
Roybal and Stark for convening this important hearing.
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LOCAL BUDGETS: THE IMPACT ON PUBLIC EMPLOYEES,
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MR CHAIRMAN, I AM PLEASED TO BE HERE TODAY AS THE HOUSE SELECT
COMMITTEE ON AGING DISCUSSES THE CURRENT EFFORTS BY SOME STATE
AND LOCAL GOVERNMENTS TO DIVERT PUBLIC PENSION FUNDS FOR GENERAL
REVENUE PURPOSES, IN ORDER TO REMEDY BUDGET PROBLEMS. I LOOK
FORWARD TO HEARING THE EXPERT TESTIMONY OF OUR DISTINGUISHED
PANEL OF WITNESSES, AND I THANK THEM FOR COMING.

I AM DEEPLY CONCERNED BY WHAT SEEMS TO BE AN INCREASING TREND BY
LOCAL AND STATE GOVERNMENT OFFICIALS TO BALANCE THEIR CURRENT
BUDGETS BY DRAWING MONEY FROM OR SLASHING CONTRIBUTIONS TO THEIR
PENSION FUNDS. TEACHERS AND OTHER PUBLIC EMPLOYEES MUST BE ABLE

TO HAVE CONFIDENCE IN THEIR RETIREMENT SECURITY.

BY USING THESE PENSION FUNDS AS A SHORT-TERM SOLUTION Td CURRENT

BUDGET PROBLEMS, LOCAL GOVERNMENT OFFICIALS ARE ONLY DELAYING,
AND POSSIBLY CAUSING. MORE FINANCIAL DIFFICULTIES IN THE LONGRUN.

THIS STATIONERY PRINTED ON PAPER MADE OF RECYCLED FIBERS
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THESE DIPFICULTIES COULD VERY WELL HAVE A NEGATIVE IMPACT ON

FUTURE TAXPAYERS AND THOSE WHO DEPEND ON PUBLIC PENSISNS.

IT IS MY HOPE THAT THIS HEARING WILL BRING ABOUT A BETTER
UNDERSTANDING OF THIS PROBLEM AND FACILITATE LEGISLATIVE

SCLUTIONS TO PREVENT FUTURE PENSION RAIDS.

AGAIN, MR. CHAIRMAN, THANK YOU FOR CALLING THIS INPORTANT

HEARING.
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The Honorable Contstance A. Morella

Select Committee on Aging and The Joint

Economic Committee's Subcommittee on Investment:
"Using Public Employee.Pensions to Balance State
and Local Budgets: The Impact on Public Employees,
Retirees and Taxpayers.”™

November- 20, 1991

Thank you for scheduling this hearing and allowing us this
opportunity to review the issues related to the use of public employee
pension funds to balance state and local budgets. So often we
grapple over financial support for our seniors -- who should pay and
how much? Yet today, we are discussing funds set aside by
individuals themselves planning for their own financial security in
retirement. For this reason, it is critical that we address concerns
and discuss alternatives to assure the safety of those finances and
the welfare of our public employees.

Benefiting from sound investments in the 1980s, state and local
governments believe many of their public pension funds have ample
monies to meet retiree payments, even if present contributions are
reduced. Among other fudiciary stategies, we have seen state and
local governments raising investment-return assumptions, thus lowering
their required contributions, and borrowing directly against those

" pension funds. . As public pension funds are not subject to the
protections of ERISA, the Employee Retirement Income Security Aect, I
feel it is important to discuss measures which may be necessary to
assure sound management of these funds.

I would like to thank our distinguised panelists for coming
today to address the issues related to the use of public employee
pension funds. While not losing sight of state budgetary needs and
independence, I think we are taking an important first step in
addressing the long-term financial security of our public employees. ..
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Chairman RoyBAL. The committee will now proceed then and ask
the following witnesses to come forward. On panel number 1, Ms.
Dawn Clark Netsch, Mr. Anthony J. Solomoen, and Mr. Joe Wyatt,
Jr. Will you please take your respective seats?

Chairman STARK. I would like to ask the distinguished co-Chair
and the members of the panel if it would be agreeable with them if
we request the witnesses during the course of the proceedings to
attempt to summarize or expand on their written testimony in, ap-
proximately, 5 minutes or more because that will give us more
time to inquire of them and perhaps follow along the lines that
would be of help to the committee. Would that be satisfactory? And
if there was an objection from the panel, I would just ask the wit-
nesses in the room if they would attempt as they could to summa-
rize their prepared testimony, and we would then look forward to
inquiring of them for further information. Thank you, Mr. Chair-
man. A

Chairman RoyBaL. All right. Without objection then, the entire
written testimony will appear in the record following a summary
b{ each member of the panel. The Chair will recognize Ms. Netsch
please.

STATEMENT OF DAWN CLARK NETSCH, COMPTROLLER, STATE
OF ILLINOIS

Ms. NerscH. Chairman Roybal and Chairman Stark and mem-
bers of the committee, thank you very much for the invitation first
and the opportunity to testify on a subject that I think is of enor-
mous interest and concern to many of us in State government. I
am the elected comptroller of the State of Illinois, and before that I
was a member of the Illinois Senate for some 18 years. And in that
connection, I co-chaired the Economic and Fiscal Commission
which, for a period of time, has had general oversight over the
State pension systems. I might digress by saying that my cochair
for some time was Tom Ewing who is now a Member of Congress
from the State of Illinois, and we had a great working relationship.
I have been actively involved in the subject of pension funding
from my perspective primarily as a State legislator. I have a writ-
ten statement which I have given you copies of, and I will attempt
to summarize some of my main points.

One, just a brief note on the structure of the Illinois pension
system. We have about 560 separate local government pension sys-
tems most of them police and fire, At the State level, there are five
systems, and those are the ones that I will be particularly directing
my attention to because that is, obviously, where our jurisdiction
is. I suppose you could say that there is sort of more than one way
to skin a cat because I think our concern in Illinois is not so much
dipping into the existing pension fund or mismanaging or trying to
take over control. Our major concern is underfunding. At no point
have we put into the pension fund the employers’ share as it ought
to have been computed and contributed to those pension funds
which means that we have been effectively, if you will, stealing
from our pension funds but only by underfunding. And that can be
just as serious as any other form.
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We have one immediate question of borrowing from the pension
fund, if you will, and that may be one reason why Illinois was
asked particularly to present our situation. We have in addition to
the appropriations from the general funds that make up most of
the pension support, we have one earmarked “Dedicated Fund”
which is the source for which is unclaimed property, what we used
_ to call property that has escheated to the State of Illinois. It sits
for a short while in an unclaimed property fund. It then transfers
automatically to something that is called the pension fund, and by
statute, it then moves into the five pension systems by annual ap-
propriation.

This year for the first time the governor has directed me as the
comptroller to take $21 million out of that pension fund and give it
generally to the State’s general funds for general purposes. I regret
to say that I told the governor I didn’t want to do it and made a
terrible scene about it, but I probably had no legal authority not to
make the transfer. Happily, I was saved at the eleventh and a half
hour by a Court injunction, and that matter is currently pending
in the Illinois Supreme Court. That is the first time we have actu-
ally, I think, dipped into the existing sources of funding. But as I
indicated, what we don’t do is we don’t fund our pension system.

I think if you will look at the chart on page 2 of my statement,
you will see that all together our five State pension systems are
underfunded to the tune of about $10.5 billion. And in recent years,
the last 3 years in particular, we have been contributing the em-
ployers’ share at not any basis of actuarially determined contribu-
tion but just whatever the governor chose to suggest ought to be
put into the pension funds. We do not have an actuarial base to the
contribution that is miade by the employer, the State of Illinois, to
those pension funds. That is despite the fact that we passed a law
in 1989 that for the first time committed the State to a very sound
method of funding its pension systems. It was an actuarial-based
determining the current cost of benefits earned for the base for it
and then a 40-year amortization of the unfunded liability which
would have allowed us at the end of the 40-year period at least to
begin to catch up to the amount we should have in those pension
funds. After some years of difficulty, we did finally get that passed
and signed by the governor, and it has never been funded since
then, not one bit. So that we are no better off than we were before,
unfortunately.

Our funding ratio, I believe, is probably among the lowest of the
States in the country. I have seen one other formula that was
worked out that suggested that we are among the lowest in our
funding ratio. As you see for the five together it is 57.8 percent
which is not very good at all. The only reason why it is even at
that level is that our investments have really done very well. We
have no quarrel that we are aware of anyway with the way in
which the investments are handled, and we made good money par-
ticularly during the years of high interest rates and high returns.
And ‘apart from that, our funding ratio would be in even much
worse shape than it is right at the present time. But our trend, of
course, is all in the wrong direction, and that trend is a reduced
employer contribution, a reduced funding ratio, and, obviously,
very big trouble ahead.
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I might quickly mention one other thing. We do have in Tllinois,
and I had something to do with this also because I was also a dele-
gate to our constitutional convention, 1970, not 1870 by the way—
we do have in our State constitution a provision which I think is
still fairly unique which does provide that public pension benefits
are enforceable, contractual relationships the benefits of which
shall not be diminished or impaired. So there is some State consti-
tutional protection for our retirees. I think what it really means is,
and I will just summarize this now quickly, that we are doing one
of two things. We either are putting ourselves in a position where
future retirees are going to have to have diminished benefits, that
is, benefits that are lesser than those who are currently in the
system because they are not yet protected, or we are putting off on
future generations, and I think this we are doing in any event, a
very major financial burden.

And it is particularly true if our constitution is more of a protec-
tion than is generally available to retirees, then we are going to
have to meet the obligations at least as they become earned and
vested, and we are not funding it at a level where we are going to
be able to keep that up. And that means enormous financial impli-
cations for those who come after us, and I think that is just as seri-
ous as some of the other kinds of problems that the members of the
committee and you have mentioned.

[The prepared statement of Ms. Netsch follows:]
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OPENING STATEMENT OF DAWN CLARK NE?
Comptroller, State of Illinois’
November 20, 1991

Introduction

- Chairman Roybal, Chairman Stark-:' and
committees, I would like to thank you for the inv|
the Joint Hearing of the House Seleot Committee
Subconmittee on Investment, Jobs and Prices of f
Committee.” I have been invloved in State finang
many years and am grateful for the opportunit
Illinois budgetary problems have affected our r

Before proceeding with my specific remarks,
you some of my background in Illinois public
member of the 1970 Constitutional cConvention
State's previous Constitution, which had been in
(The 1970 constitution recognizes public pens]
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special fund in the State Treasury which receives money from.

unclaimed property- at financial institutions

as a source of

additional money for the State-funded retirement systems in an

effort to help reduce their unfunded 1iabilitlies.

Senator for 18 years, I served as the chair of

As|a State
e Senatq Revenue

Committee and I have also served, with Congressman Tom Ew:i.ng, as a
¢o-chair of the General Assembly's Economic and [Fiscal Commission,

vwhich is similar to your Congressional Budget Office.

In 1985, the

Commission was glven pension oversight responsibilities| and has

been active in both reporting on the financial

conditioh of the

State's pension systems and in preparing and reviiewing legislation

on’pension funding. As State Comptroller,

Introduction-Illinois Public Pension Systems
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State Universities Retirement System
State Employees Retirement System
Judges Retirement System

General Assenbly Retirement Systen

g Chicago)



21

Conpptrollier Netsch

page 2 .
FY 1990 FINANCIAL STATISTICSI
{(millions of dollars) i
accrued net unfunded !unhed benefic./
1iability assets liability ratio partic.
TRS 13,662 8,080 5,583 S9L 1% 147,245
SURS 6,238 3,300 2,938 52, 9% 13,098
SERS 4,538 2,795 1,743 61.6% 133,205
JRS 366 187 - 198 45/, 6% 11,425
GARS ’ 79 33 46 41, 8% -t 508
total | 24,884 14,378 10,509 57.8% 315,481

Basic Trends :

The figqures above provide a "snapshot" of|where thq systems
stoed on June 30, 1990. But locking at just thg end of oje year's
valuations can be misleading and sc it is necesgary to lodk at the
trends over time. While funded ratios can change for a viriety of
reasons, thay do giva some basic insights to the|parformante of the
fiva gtate pension systems over the past ssveral years. |Up until
FY 19888, the funded ratios for the five systems| had been [steadily
inoreasing‘ Then, in PY 1988 and again in FY 19%0, tHe funded
ratios fell and we expect that they will decline again iy FY 1981
and FY 1992, ;

The Teachers® and State Universities Retiresent Syst hs manage
their own invesatments. From 1981 through 1991, eachsars’
experienced investument returns below %.2% in two years and raturns
of 14.4% or better in four years. G&imilarly, State Univgrsities'
return on investments fell below 7.8% only once and were|16.3% or
higher in four years. The State Board of Investmentp which
manages the assets of the other three systems, had three years with
returna of 2.5% or less and four years with returns of {14.3% or
better. The problem with the five State retircment cystems is not
on the investment side. Indeed, if not for savaral yearsiof above
average investment returns, the systems would jhave been] in even
worse shaps. No, the crisies in Iliinois State pen91on systams is
in underfunding. ) :

A recent study by the Illinois Econcmic and Fiscal Cdmnissxon
attempted to allocats tha juast undar $1.5 billien growth in the
systems! unfunded liabilitiss ¢to various factors--investment
returns, salary growth, employcr contributions, plan amendments,
changes in actuarial assumptions, and miscellaneous factors-~over
the period from FY 1985 through FY 1989 for the Teachers'
Universities, and the State Employees systens. Although 1nvestment
income was $1.7 billion above the assumed rate of return, jemployer
contributions were more than $2.2 billion below what wduld have
been required under normal cost plua interest (the contribution
needed to keap ths unfunded liability from growing).
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The basic problem is that the systems areinot and have not

been funded on an actuarial basis.
the state contribution was set equal to 100% of
the assumption that both employee contributio
would be invested to provide for future benefit
went into the recession in the early 1980s, one
was the State's pension contributions.

In FY 1982, the aggregate contribution to tn
reduced to the equivalent of 62.5% of payout,
aid payments were delayed, over $60 million wa
other State funds, and $150 million was borro
markets. For FY 1983, the Governor proposed a f|
return to 100% of payout and proposed a contribut
of payout, but only 51.0% of payout was enacted.,

From FY 1973 through FY 1981,

penefit payout, on
ns and investment
*s. When Illinois
of the casualties

¢ five systems was
bne month's school
8 "borrowed" from
wed in the credit
lve-year phased-in
ion equal:to 70.0%

For FY 1984, the
.0% of payout was

Governor proposed 77.5% of payout, but only 6Q
enacted and that became Illinois "funding policy" through;FY 1987.
$1.0 billion tax
ons over the prior
> tax increase, he
ltional cuts out of
tion of over $60

For FY 1988, the Governor proposed a
increase, but no increase in pension contributi
year. When the legislature refused to pass th
cut agency budgets across the bdard and took addi
the pension contribution, for a total reduc
million. The cuts were justified by claiming that the State
"should share in the retirement systems' above average investment
returng." (Two months later the stock market| fell by over S00
points and the systems ended the year with investment returns of
2.5% or less.) The raesulting appropriation was|the equavalent of
44.0% of payout, and a "new" funding policy was implemented--at
least for one more year.

The pension oversight work done at the Economic and Fiscal
Commission while I was a co-chalr convinced me of the, need to
address the long-term funding needs of the retirement systems. The
systems were looking at essentially flat employer contributions.
In 1987, 1988, and again in 1989, I sponsored legislation that
would have changed Illinois ad hoc funding policy to one that would
be based on an actuarial funding method knowrj as 40-year 1level
percent amortization. The Governor finally consented to sign the
legislation, provided that it would have a seven-year phase-in in
order to minimize the impact on appropriations, jand Senate Bill 95
became law in the Spring of 1989. : :

'

While it would have allowed the State to address the pesnion
funding issue in a rational and systematic manrier, Senate Bill 95
has had little effect because it has been underfunded every year
since enactment. In the first year, the shortfall was $34 million,
last year, it was $104 million, and this year it is an estimated
$225 million. The FY 1990 appropriation was only increased by $30
million, despite a first year cost of $64 million. In FY 1991, the
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Governor recommended no increase in overallv contributions by
reducing the General Funds appropriation by; $30 wmillion and
increaeing distributions from the State Pensions Fund by a like
amount.

This year, under a new administration, the Gdverner reéomnended
no increass in General Funds contributions and restored the State
. Pensions Pund distribution to its FY 1990 amount--asssntially

cutting contributions by $30 million at a time W]
third year of the seven-year phase-in was $195
had been appropriated in PY 1991. Baged
sppropriation, we would estimate that penaion ap
have to increase by around $325 to $350 millio
fourth year of the phase-in and still would
ghortfalls from the priocr years.

hen the cobt of the

million sore than

on the [FY 19952

propriati&ns would
n just to meet the

not address the

State Pensions Fund i

You should be aware of the relationship between the retirement
systems and the State Pensions Pund, which Has been mentioned
- earlier. Almost all of the State's contribut!bns to the systens
are appropriated from aither the General Revenue! Fund or the Common
School Fund. Ovar tha paat five years, these bontrxbutions have
averaged about $460 million. The State Pensions Fund, hoyaver, is
not one of our main operating funds and contributes an average of
from only $10 to $15 million per year. Growth lin receipts to the
State Pensions Fund since FY 1586 -have  allowed substantial
surpluses to accumulate to the point where the FY 1991 distribution
was $42.5 million, an increase of $30 milliion from FY 1990. Even
with this large distribution, there was still e balance o: over $30
million in the fund at the end of FY 1991. !

Court Cases !

Case lawv in Illinois has. established’ that the State
Constitution’s protection of pensions applies: only to benefits,
but not to the funding that would be needed to provide for those
benafits. This past Spring, however, a new suit was filed in State
court to force the State to fund the retirement systems at the
lavels required under the provisions of Senate Bill $5. That suit
is still before the courts.

In July, the "Governor's First Emergency Budget Relief Act"
(Senate Bill 45) was signed. The bill contained a large number of
provisions aimed at deeling with the State's deteriorating
financial condition. One of the provisiona authorized the Governor
to transfer {not borrow) up to $50 million from other State funds
inte the State's main operating fund, the General Revenue Fund. As
a trustee of the State Employees Retirement System, I was concerned
about the possibility that the Governor might try to transfer woney
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from the State Pensions Fund and joined with the
sending a letter from the Borad to the Governor ¢

not take money from the State Pensions Fund.

On July 31, 1991, the Governor ordered

i
+
1
i

other trustees in
talling upon hinm to

me to transfer $21

million from the State Pensions Fund into the General Revenue Fund.

When that order became public, the plaintiffs in
funding suit filed a second suit asking that my
.. from making that transfer.
Tllinois Supreme Court and the $21 million is
Pensions Fund. I have called upon the Go
occalsions and suggested that the money be tr.

other funds so that we can pay our rapidly grow

bills. He has refused to budge "on principle.*

Summary

I was invited here today because of %

Governor's attempt to transfer $21 million from
Fund. While not a trivial issue, this suit

That suit is oux

ve

the Senate Bill'95
office be enjoined
'rently before the
¢ill in the State
rnor on numerous
ansfered from some
ing pile of unpaid

he suit pver the
the State!Pensions
is dwarfed by the

larger issues that are at stake in how the State funds its pension
systems, or, more accurately, underfunds its pgnsion systems.

My concern is for the future health of o

State retirement

systems and for the deferral of obligations to future generations.
Underappropriated pension contributions are lik unpaid credit card

bills.
not pay the bill when it is due.
plus interest. Eventually,
becomes too great.

The 1iability does not go away just bed
You still owe the unpaidibalance,

Our problems might be morq

ause you choose to

the cost of rectifying the problem

understandable if

our retirement systems provided extravagant benefits, but they do
not. We are having trouble facing our obligations for systems that

have some of the lowest benefit levels in the éountry.

The five State-funded retirement systems i

crossroads, and the choices are not very appealing.

1

i

n Illinois; are at a
Elther we

commit to increased and increasing appropriations to pay for the

benefits that we already have, or we face the ve

ty real prospect of

having to look at bringing our costs into line with what the State

is willing to pay.
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Chairman Roysar. Thank you.
" Chairman Stark. Thank you.
Chairman RoysaL. Mr. Solomon.

STATEMENT OF ANTHONY J. SOLOMON, GENERAL TREASURER
OF RHODE ISLAND; ACCOMPANIED BY JOHN SIMMONS,
DEPUTY TREASURER OF FINANCE

Mr. Soromon. Thank you very much. Thank you, Mr. Chairman,
and members of the committee for the opportunity to appear
before you today to discuss the future health of the Nation's public
pension systems. The nature of the problem you are addressing
today is immense, even in the Nation’s smallest State, and I wel-
come the opportunity to tell Rhode Island’s story. I have with me
Deputy Treasurer of Finance, John Simmons, who will be here to
answer any technical questions. :

To help you understand the nature of the problem in Rhode
Island, first let me help you understand our present situation. In
the past 3 years, faced with mounting budget deficits, former Gov-
ernor DiPrete and current Governor Sundlun have looked at the
pension system to help resolve budget deficits. And legislators,
faced with the political dilemma of higher taxes or raiding the pen-
sion fund, have chosen to go along with the raid on the pension
funds to resolve short-term budget deficits while creating long-term
problems.

Rhode Island has undergone two early retirement programs in
the last 3 years. They have also experienced a change in the
method of funding the pension system’s unfunded liability. In addi-
tion, there have been adjustments of actuarial assumptions and de-
ferred State contributions. These four programs will cost the State
of Rhode Island Employees Retirement System, and the taxpayers,
hundreds of millions of dollars over the next 25 years. These ac-
tions have reversed a process of reducing our unfunded liability to
increasing it.

In the ratio of contributions to benefits, we are losing the battle
month after month after month. In the first 10 months of this cal-
endar year, payouts have exceeded contributions by $50.2 million.
There are those who will tell you that early retirement programs
work if they go according to plan, but often they don’t. When
former Governor DiPrete offered early retirement in 1990, his ad-
ministration anticipated it would attract 400 additional retirees.
Eventually, 2,100 members of the system took advantage of the
early retirement program, and members of his administration ad-
mitted they made the program too sweet. The result was an esti-
mated $130 million cost over the next 25 years.

And that was the former governor’s second early retirement pro-
gram. The year before, 1989, 800 State employees chose early re-
tirement, again, adding millions of dollars in long-term costs. In
1989, the former governor also successfully proposed, over my ob-
jection, a change in the method used by the State to fund the un-
funded liability of the Employees Retirement System. At that time,
the State was in its 18th year of a 40-year bail plan to amortize
this liability. More importantly, within the 1989 fiscal year, the
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State was to make only its third principal payment on the liability
payment that was to extend an additional 27 years.

The change in funding, from sum of the digits to level funding,
substantially reduced the principal payments on the unfunded li-
ability and transferred the burden of payments on the current tax-
payers to future generations. The added cost, for this change alone,
adjusted for inflation, will be $90 million over the next 25 years. By
implementing this proposal, the system’s unfunded liability will be
$1.27 billion in the year 2000. That is $289 million higher or 30 per-
cent greater than under the old method. A change in the actuarial
assumption in 1990 from 7.5 to 8 percent resulted in a reduction in
contributions by $12 million alone for teachers and State employ-
ees.

The current administration deferred State contributions to the
pension system as yet another way of bailing out budget deficits.
The results are $111 million in State contributions were not or will
not be made for fiscal 1991 and fiscal 1992. If this practice were to
continue, it will devastate the pension system in Rhode Island. But
governors faced with short-term anticipated deficits continue to
look to short-term solutions at long-term expense.

Neither the General Treasurer nor representatives of the retire-
ment system are part of Rhode Island’s budget process. While we
may object to a particular proposal, it is the governor who presents
his State budget to the legislature including recommendations rela-
tive to the State’s funding of the pension system. And legislators
faced with the alternative of immediate tax increases have been
prone to acquiesce to raids upon this pension system as a more ex-
pedient political solution. But by implementing these plans, we are
increasing taxes for future generations. How will the programs be
funded tomorrow when it is our children and their children’s
burden? We are simply mortgaging their future. -

Only because of prudent investments have we been able to
remain stable. If it were not for our successful investments, the
$2.8 billion Rhode Island pension system would be losing money.
Currently, economists project a $60 million budget shortfall in
Rhode Island for fiscal 1991-92 and up to a $200 million shortfall in
fiscal '92 and ’93. While I remain steadfast in my opposition to fur-
ther raids on the pension system, I can anticipate another effort by
the executive and legislative branches to somehow use the pension
fund to help eradicate the budget deficit. The problem is not
unique to Rhode Island, and I expect it will be repeated in State
after State. I cannot underscore more the importance of your hear-
ings, the attention you bring to this problem, and the need for de-
finitive action, both locally and nationally.

Rhode Island’s pension system, and tg‘ose of every other State,
municipal and agency, exists so that its members can retire with a
sense of security and with dignity. We have seen in Rhode Island,
and nationally, that the constant use of pension systems to bail out
budget deficits has eroded the confidence of the members of the re-
tirement system. The easiest resolution I know would be for Con-
gress to adopt legislation, but I know these things can be more
complicated, and you first need to resolve the constitutional issues.

You have taken it upon yourselves to explore in depth a growing
and disturbing problem facing not only the members of these pen-
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sion systems but future taxpayers. I commend you for undertaking
this task, and I urge you to do what you can to help prevent pen-
sion funding raiding the future.

[The prepared statement of Mr. Solomon follows:]

Alfred S. Pertuse
Deypuiy Geneval Treosurer

Anthony J. Solomen
Cemeral Treosurer

Spate of Riode Jslaud and Providence Plantations

TREASURY DEPARTMENT
QITICE OF THE GENERAL TREASURER
PROVIDENCE

Testimon§ related to Public Pension Punds
by Rhode Island General Treasurer Anthony J. Sclomon
Before the House Select Committes on Aging and Subcommittee on
Investment, Jobs and Prices of the Joint Economic Committee
November -2¢, 1991

Thank you Mr. Chairman and members of both conmittees for the
opportunity to appear before you today to discuss the future health
of the nation‘'s public pension systems.

The nature of the problem you are addressing is immense, even
in the nation's smallest state. I welcome the opportunity to tell
Rhode Island's story.

Let me begin by introducing John Simmons, Rhode Island’s
deputy General Treasurer for Finance, who may be of assistance in
answering technical questions members of the committce may have.

To help you understand the nature of the problem in Rhode
Island, let me first help you understand our present situation.

In the past three years, faced with mounting budget deficits,
former Governor DiPrete and current Governor Sundlun have looked
to the pension system to help resclve budget deficits. And
legislators, faced with the political dilemma of higher taxes or
rajiding the pension fund, have chosen to go along with the raid on
the pension fund to resolve short term budget deficits, while
creating long term problems.

Rhode Island has undergone two early retirement programs in
the last three years. We have also experienced a change in the
method of funding the pension system's unfunded liability. In
addition there have been adjustments of actuarial assumptions, and
deferred. state contributions. These four programs will cost the
state of Rhode Island Employees Retirement System - and the
taxpayers - hundreds of millions of dollars over the next 25 years.

These actions have' reversed a process from reducing our
unfunded liability to increasing it.

In the ratio of contributions to benefits, we are losing the
battle, month after month after month. 1In the first 10 months of
this calendar year payouts have exceeded contributions by $50.2
million.

There are those who will tell you that early retirement
programs work - if they go exactly according to plan. But often
they don‘t. When former Governor DiPrete offered early retirement
in 1990, his administration anticipated it would attract 400
additional retirees. Eventually, 2,100 members of the system took
advantage of the early retirement program, and members of his

3
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administration admitted they made the program “too sweet." - The
result was an estimated additional $130 million cost over the next
25 years.

And that was the former governor's second early retirement
program. The year before, in 1989, 800 state employees chose early
retirement, adding millions of dollars in long term costs.

In 1989, the former governor also successfully proposed - over
my objection - a change in the method used by the State to fund the
unfunded liability of the Employees Retirement System. At that
time, the state was in its 13th year of a 40-year payment plan to
amortize this liability. More importantly, within the 1989 fiscal
year, the state was to make only its third principal payment on the
liability payment schedule that extended an additional 27 years.

The change in funding - from sum of the digits to level
funding - substantially reduced the principal payments on the
unfunded liability - and transferred the burden of payment from
current taxpayers to future generations. The added cost, for this
change alone, adjusted for inflation, will be $90 million over the
next 25 years.

By implementing this proposal, the system's unfunded liability
will be $1.27 billion in the year 2000,.5289 million higher or 30%
greater than under the old method.

A change in the actuarial assumption in 1990 from 7.5 percent
to 8 percent, while actuarially acceptable, further reduced the
state and teachers contributions by $12 million in that year alone.

The current administration deferred state contributions to
the pension system as yet another way of bailing out budget
deficits. The results are $111 million in state contributions were
not made to the pensions in fiscal 1991 and will not be made to the
pension system in fiscal 1992.

If this practice were to continue it will devastate the
pension system in Rhode Island. . .

But governors faced with short term anticipated deficits
continue to look to short term solutions at long term expense.

Neither the General Treasurer nor representatives of the
Retirement System are part of Rhode Island's budget process. While
we may object to particular proposals, it is the Governor who
presents his state budget to the legislature, including
recommendations relative to the state's funding of the. pension
system.

And legislators faced with the alternative of immediate tax
increases, have been prone to acquiesce to .raids upon the pension
system as a more expedient-political solution. But by implementing
these plans_we are increasing taxes for future generations. How
will these programs be funded tomorrow, when it ‘is our children's
and. their children's burden? We are simply mortgaging their

' future. ’ . .
.7 Jonly because of prudent. investments have we been able to
" 'remadin stable. If it were not for our successful investments, the
$2.8..billion Rhode Island pension system would be losing money.
o Currently, economists project a $60 million.budget shortfall
" in Rhode Island for.fiscal 1991-92 and up to $200 million in fiscal

2
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1882-93. wWhile I remain steadfast in my opposition to further
raids on the pension system, I can anticipate another effort by
the executive and legislative branches to somehow use the pension
© fund to help eradicate the budget deficit.

The problem is not unique to Rhode Island. I expect it will
be repeated in state after state.

I canneot underscore more the importance of your hearings, the
attention you bring to this problem, and the need for definitive
action, both locally and nationally.

Rhode Island's pension system, and those of every other state,
municipality and agency, exists so that its members can retire with
a sense of security and with dignity.

We have seen in Rhode Island - and nationally -~ that the
constant use of pension systems to bail out budget deficits has
ercded the confidence of the members of the retirement system.

The easiest resolution would be for Congress to adopt
legislation that would protaect public pension funds from continuing
to be a resource for budget bailouts. But I know these things can
be more complicated and you first need to resolve the
constitutional issues.

You have taken upon yourselves to explore in depth a growing
and disturbing problem facing not only the members of these pension
systems, but future taxpayers. I commend you for undertaking this
task and I urge you to do what you can to help prevent pension fund
raiding in the future. Thank you.
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State uf'ghqb; Jsland and Providence PBlantations
""" OFFICE OF THE GENERAL TREASURER
- STATE HOUSE
PROVIDENCE, RHODE ISLAND 02903
: (401) 272-2397 ’

Anthony J. Solomon

" General Treasurer

April 11, 1991

Honorable Bruce G. Sundlun
State House
Providence, Rhode Island 02903

Dear Gov. Sundlurn:

Comments by ydur budget director today indicated that your
-1991-1992 budget contains a request to defer some $37 million in
payments to the state Retirement System.-

As you are aware, my main function as General Treasurer and
Chairman of the state Investment Commission and Chairman of the
Retirement Board is the protection of the fiscal integrity of the
state Employees Retirement System, ’

We have both seen the erosion of the retirement fund by past
actions. It is clear that any further deferment in pension
payments will erode the Retirement System. You most recently
publicly expressed concern about similar erosions to the systenm.
This is a concern we both share. - L

Because of our ongoing concerns, I am asking our actuary to
provide us with an analysis of the impact of a- delay in payments,
and I will share that with you.immediately upon receipt.

1 ufge you to reconsider your position, and to work diligently
with your budget office and the .state legislature to find
alternative funding. . -

Sincerely,

<l::/t%:‘nﬁy‘}\fsolomon

General Treasurer

CC: Speaker Joseph DeAngelis
- Majority Leader John J. Bevilacqua

Chairman and Members House Finance Comnittee

- Chairman and Members Senate Finance. Committee
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j Blate of Rhode Jaluud and Providence Plantutions
OFFICE OF THE CGENERAL TREASURER
STATE HOUSE

. PROVIDENCE, RHODE ISLAND 02903

1) 277239
Anthony J. Solomon o) 7

Geveral Treasueer

May 24, 1991

Representative Robert S. Tucker
Chairman, House Pinance Committee
State House

Providence, Rhode Island 02503

Doar Chairman Tucker:

I have just received the actuarial report on the impact of the
proposed withholding of contributions for teachers within the state
Retirement System in fiscal 1991 and 1992.

You will see by the enclosed report that the longterm cost
will exceed $23 million, placing a further tax burden on cur future
generations.

While I understand the budgetary problems, it is clear that
your committee should look to other sources to address ocur
financial shortfalls.

We can no longer look to the state Retirement fund as the
bailout for budget problems. To do so would only be setting off
a time bomb that will result in tremendous costs to future
generations.

Sincerely,

Anthony J. Solomon
General Treasurer

€.c. House leadership
Senate leadership
Gov. Bruce G. Sundlun
Members State Retirement Board
Members State Investment Commission
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Stute of Rirode Jsland and Providencs Plantations
OFFICE OF THE GENERAL TREASURER

Slate House
Providence, Rhode Istand 02603
.. (401 277-2307

" Anthony J. Solomon
General Treasurer

. Dear'W{ct Sundlun:

Dec. 19, 1990

I have just reviewed the press accounts of Governor DiPrete's
recommended budget cuts that- include substantial changes within
the pension 'system. . I am adamantly opposed to the DiPrete
proposal, which again looks- to short term benefits at the expense
of long term costs. ’ ’

7. “Over the last two years the governor has instituted programs
that have reduced contributions to the pension system by more than
$50 million, while continuing to offer early bonus and early
retirement plans that provide greater benefits. Putting less money
in-the fund, while improving benefits, can only weaken the state's
pension system. ' ] : :

‘. “We cannot continue to use the state.pension system to bail out
budget problems. The result can only mean a dismantling of a
system upon which thousands .of current and former state workers
rely for a secure and dignified retirement.

: The governor is once again proposing to transfer the burden
from current taxpayers to- futuré generations - to our children.
.. 0on Dec. 12 John Kane, Governor DiPrete's director of
administration, asked the Retirement Board to undertake a study to
see if the asset value for actuarial calculations can be changed.
The board agreed to ask the Investment Commission and actuary to
conduct this study.

" No change can be considered without a thorough and responsible -

“evaluation of. the current and longterm impact of any change in the
way assets are valued.

I am very sympathetic to the state's budget problems. But I
am .also quite aware that we cannot use the pension system to rescue
the state 'budget. The members .of the .Retirement Board and
Investment Commission have a fiduciary responsibility to ensure the
longterm fiscal integrity of the pension systen.

sinéetely,

Anthony J. Solomon
' General Treasurer
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""7" State of Rhode Island and Providence Plantations
&»l") ) OFTICE OF THE GENERAL TREASURER '

V7 STATE HOUSE
_ PROVIDENCE, RHODE ISLAND 02903

{401} 2772397

Anthony J. Solomon

Ceneral Treasurer April 26, 1989

Rep. Robert S§. Tucker, chairman
House Finance Committee

Dear Repreéentative Tucker:

I would 1like to thank the members of the House Finance
Committee for the time extended to me here today.

Presented before you today is a proposal to modify the
financing method used by the State to fund the unfunded liability
of the Employees Retirement System. Presently, the state is in the
13th year of a 40-year payment plan to amortize this liability.
More importantly, within the 1989 fiscal year, the state will make
only its third principal payment on the liability payment schedule
that extended for an additional 27 years.

The proposal included within the Governor's Budget for 1390,
modifies the funding method to substantially reduce principal
payments on the unfunded 1liability, I would point out that
inherent in this change is the transfer of the burden from current
taxpayers to those future taxpayers - our own children. I would
ask this committee if it is equitable to defer this debt payment,
incurred during previous generations and force the payment onto
future generations. This proposal is comparable to constructing
a building in 1950 and asking taxpayers of 1990 to finance it.

I would like to take a moment to review the proposal's
‘financial facts.

First, let's review the actual and present value cost of the
proposal. As shown in detajil in exhibit A, attached to this
letter, by postponing the payment the unfunded liability, the added
actual cost to all taxpayers will be $447,173.100. Taking into
account an inflation factor of four percent, the present value
added cost is equal to $50,384.000.

Second, let's review the impact on the unfunded liability
under the proposed payment schedule. As shown in detail in Exhibit
B, in implementing the proposal the unfunded liability in 1994 will
be $1,238,561,400, which is $120,294,300 higher or 11} greater
than that under the present method. In the year 2000, the liability
amounts to $1,267,825,900, which is $289,027,100 higher or 30%
greater than under the present method, I would also point out that
under the proposed funding method, the unfunded liability actually
increases annually through the year 2000,
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Based on this analysis, I am recommending to the Committee
that the State retain its current program of funding the Employees
Retirement System,. and exclude this funding proposal from the
governor's budget for 1990. To detrimentally impact the integrity
of the Retirement System is not in the best interest of the State
especially in light of the fact that the savings associated with.
the proposal only occurs in fiscal year 1990.

I would suggest that the governor and the General Assembly
look elsewhere to find funding sources to resolve the current
budget problenm. ’

Again, I appreciate the opportunity to speak on this important
issue affecting the State of Rhode Island. -

Sincerely,

Anthoh;lJ. Solomon

General Treasurer

c.c. members of the House Finance Committee
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RHODE ISLAND BMPLOYEES® REYIREMEINT SYSTEM - STAIE

EFTECT OF CHANGING TO PERCINT OF PAYROUL FUNDING

.

h-

ACTUAL DOULARS INFLATION ADRISTED DORLARS
REDUCTION REDUCTION
OR INCREASE OR INCREASE
IN COSTS IX COSTS
110,339,000} ._ {9,941,4001. _
(10,072,000} 19,312,500 °
(9,696, 700) ~ . pep NG
9,211,700) T~ {7,874,200) N
(8,615,600} REDUCED OOSTS (7,081,400} REDXED 00STS
{7,906, 700} {6,248,800)
(7,083,300} 81,849,500 {5,382,500} 67,504,300 -
{6,143,600) (4,489,100} .
(5,085, 500) {3,573,000}
{3,907,200) 12,629,600}
(2,606,500}~ (1,693,200}
{1,181,300) {737,900}
370,500 222,600

2,051,600 "~ x,xah,aoo\

3,800, 100 S 2,145,600 RN
5,810, 700 . 3,102,400 -

7,893,900 S 4,052,500 AN
10,116,500 INCREASED C0STS 4,993,800 INCREASED (DSTS
12,481,400 5,9%1,200
14,991,400 245,663,300 6,841,900 100,564, 500
17,649,600 /7 7,745,200 yd
20,459,200 ‘ 8,632,900 e
23,423,700 s 9,503,600 e
”'wlm 1°,m.m 4
25,830,700 11,190,000
33,280,600 12,004,000, :
36,893,000 HET INGREASE 12,795,100 NET INCREASE
163,813,600 - 163,811,600 33,100, 20 13,100, 700



-0 VI - B C R Ry X e

1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
011
* 2012
L2013
2014
2015
2016

TOTALS - - - -

36

RHODE ISLAND EMPLOYEES' RETIREMENT SYSTEM - TEACHERS
EFFECT OF CHANGING TO PERCENT OF PAYROLL FUNDING

ACTHAL DOLLARS INFLATION ADJUSTED DOLLARS
REDUCTION REDUCTION
OR INCREASE OR INCREASE

IN C0STS . IN QOSTS
(17,913,700) (17,224,700
(17,443,600) "™ (16,127,600) ™~
{16,785,800) \\ (14,922,500 N
{15,939,400) : - (13,625,100)
(14,901, 700) REDUCED COSTS (12,248,100) REDUCED COSTS
(13,669,800) {10,803,400)
(12,240,500 141,520,600 {9,301,800) 116,896,900
(10,610, 700) e (7,753,100)

(8,777,000) e (6,166,600)

(6,736,1000 .- (4,550,700)

(4,484,300) -~ (2,912,90) .~

(2,018,000) (1,260,400} *

666,800 * 400,500

3,574,000 °~. 2,063,900 ™\

6,707,900 , 3,226,700 -

10,072,800 ~. 5,377,900

13,673,200 . 7,019,500 N
17,513,900 INCREASED QUSTS 8,645,300 INCREASED COSTS
21,599,700 10,252,100

25,935,700 424,878,100 11,836,700 174,180,100
0,527,300 13,396,400 , i
35,379,900 14,928,700

40,499,300 B - 16,431,600

45,891,400 . 17,903,200 #

51,562,400 19,341,900

57,518,800 , - : 20,746,400

63,755,000 NET INCREASE 22,111,300 NET INCREASE
283,357,500 28,357,500 57,283,300 57,283,300

7=
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YEAR

1390
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
209
2016

RHODE ISLAND EMPLOYEES' RETIREMENY SYSTEM - STATE

PAYHENY BY SUM OF DIGITS METHOD

TOTAL
ASSUMING - PAYHERY
UNFUNDED PAYMENT  © IN 1989 §'S AS X OF
PAYROLL LIABILITY PRINCIPAL INTEREST AT HID-YEAR (4I INFLATION) PAYROLL
400,413,000 430,562,200 3,651,600 30,029,000 14,954,000 33,609,600 8.729
418,431,600 426,910,600 4,598,100 29,784,500 35,671,900 32,980,700 - 8.525
437,261,000 422,312,500 5,543,800 29,463,700 36,320,300 32,288,600 8.306
456,937,800 416,768,600 6,489,600 29,076,900 36,900,200 31,542,400 8.076
477,500,000 410,279,100 7,435,300 28,624,100 37,411,600 30,749,600 7.035
498,987,400 402,843,000 8,381,000 28,105,400 37,854,600 29,917,000 7.586
521,441,900 354,452,800 9,326,200 27,520,700 18,229,100 29,031,000 7.3
544,906,800 385,136,100 10,272,400 26,870,000 38,535,200 . 28,157,300 T.072
569,427,500 374,853,700 13,218,100 26,153,300 s, 172,800 27,241,300 . 6.809
595,051,800 353,645,600 12,163,300 25,370,600 8,942,000 26,307,000, 6.544
621,829,100 251,481,700 13,109,500 26,522,000 39,042,700 25,361,400 6.2719
649,311,500 338,272,100 16,055,300 23,607,400 39,075,000 24,406,100 6.01)
679,053,000 324,316,500 15,001,000 22,626,800 19,038,800 23,445,700 5.749
709,610,400 309,315,900 15,946,700 21,580,200 38,934,100 22,483,500 5.487
741,542,000 293,369,200 16,892,400 20,467,600 18,761,000 21,522,600 §.227
774,912,200 276,476,800 17,838,100 19,289,100 36,519,500 20,565,900 4.971
09,783,300 258,638,600 18,783,800 18,044,600 18,209,500 19,615,200 4,718
846,223,500 239,856,000 19,229,800 16,734,100 37,831,000 18,674,400 4.421
086,303,500 220,125,200 20,675,300 - 15,357,600 37,384,100 17,744,100 4,228
924,097.300 199,450,000 21,621,000 13,915,100 36,868,700 16,826,400 3.9%0
965,681,600 177,829,000 22,966,700 12,406,700 36,284,900 15,923,000 3.71%)
1,009,137,300 195,262,300 23,512,400 10,632,300 35,632,600 15,035,400 3.50
1,054, 548,500 131,749,900 264,458,100 9,191,900 34,911,900 14,164,700 3
1.102,003,200 107,291,700 25,403,800 7,485,500 34,122,700 13,311,000 3.096
1.151,593,300 81,887,900 26,349,600 5,713,100 33,265,000 12,478,300 2.889
1.203,415,000 55,538,400 27,295,200 3,874,800 32,338,900 11,564,300 2.68]
1,257,568,200 26,264,100 28,243,100 1,970,400 31,346,500 10,371,500 2.493

TOTALS = « = = = = = = = = w = = = = = 430,562,200 523,626,900  '§95,158,700 603,940,400

-Pe
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2014
2015
2016

TOTAL
B ASSUMING ) I PAYHENT
UNFUNDED- do AT » PAYMENT IN 1989 §°S AS X OF
PAYROLL LIABILITY "PRINCIPAL INTEREST AT MID-YEAR (4X INFLATION) PAYROLL
400,413,000 430,562,200 . (6,787,500) 30,512,800 24,615,000 23,668,300 6.147
416,429,500 437,349,700 (6,276,400) 30,950,700 25,599, 600 23,668,300 6.147
433,086,700 443,626,100 (5,686,100) 31,347,400 26,623,600 23,668,300 6.147
450,410,200 449,312,200 (5,009,100) 31,696,800 - 27,688,500 23,668,300 6.147
468,426,600 456,321,300 (4,237,200) 31,992,500 28,796,000 23,668,300 6.147
487,163,600 458,558,500 (3,361,500) 32,227,000 29,947,900 23,668,300 6.147
506,650,200 461,920,100 (2,372,400)  32,392,5C0 31,145,800 23,668,300 6.147
526,916,200  464,292,500. (1,259,500) 32,480,400 32,391,600 23,668,300 6.147
547,992,800 465,552,000 (11,500) 32,481,200 33,687,300 23,668,300 6.147
569,912,600 . 465,563,500" 1,383,800 32,384,600 35,034,800 © 23,668,300 6.147
$92,709,100 464,179,700 2,939,700 32,179,500 36,436, 200 23,668,300 6.147
616,417,400 461,240,000 4,670,300 31,853,700 37,893,600 23,668,300 6.147
641,074,100 456,569,700 6,591,100 31,393,900 39,409,400 23,668,300 6.147
666,717,100 449,978,600 8,718,800 30,785,600 40,985,800 23,668,300 6.147
693,385,800 441,259,800 11,071,400 30,013,100 42,625,200 23,668,300 6.147
721,121,200 430,188,500 13,668,400 29,059, 500 44,330,200 23,668,300 6.147
749,966,000 416,520,100 16,530,800 27,906,200 46,103,400 23,668,300 6.147
779,964,700 399,989,300 19,681,400 26,533,100 47,947,500 23,668,300 6.147
811,163,300 380,308,000 23,144,700 264,918,400 49,865,400 23,668,300 6.147
843,609,800 357,163,300 26,947,300 23,038,300 51,860,100 23,668,300 6.147
877,354,200 330,216,000 31,117,700 20,867,300 53,934,500 23,668,300 6.147
912,448,400 299,098,300 35,686,900 18,377,500 56,091,800 23,668,300 6.147
948,946,300 263,411,400 40,688,200 15,538,600 58,335,500 23,668,300 6.147
986,904,100 222,723,300 46,157,500 12,318,500 60,668,900 23,668,300 6.147
1,026,380,300 176,565,700 52,133,800 8,681,300 63,095,700 23,668,300 6.167 -
1,067,435,500 124,431,900 58,658,900 4,588,800 65,619,500 23,668,300 6.147
1,110,132,900 65,773,000 65,773,000 0 68,239,500 23,666,600 6.147
TOTALS = = = = == - - 0 = = = = = = = 430,562,200 686,519,500 639,041,100

RHODE ‘ISUAND EMPLOYEES' RETIREHENT SYSTEM - Siaic

PAYP_!ENT AS PERCENT OF PAYROLL

1,158,972,300

8¢
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RHODE ISLAND EMPLOYEES® RETIREMENT SYSTEM - TEACHERS

N

PAYNENT AS P,ERCENTA‘ADE‘, PAYROLL

., TOTAL ’

. : "ASSUMING PAYNEST

UKFUNDED : PAYHENT IN 1989 §°8 AS % OF

YEAR PAYROLL LIABILITY PRINCIPAL INTEREST AT MID=YEAR (4X INFLATION} PAYROLL
1990 407,025,000 743,227,700  {}1,716,400) 52,630,500 42,489,500 40,855,700 10.439
1991 423,306,000 754,944,100  (10,034,100) 33,426,400 44,189,500 40,855,700 10.439
1992 440,238,200 765,778,200 (9,815,200) 54,111,200 45,957,100 0,855,700 10.439
3993 457,847,800 775,593,500 (8,646,600) 54,714,400 47,795,300 50,855,700 10.43%
1994 476,161,700 784,240,100 (7,314,200) 55,224,700 49,707,100 40,855,700 10.439
1995 495,208,100 791,554,300 (5,802,600) 55,629,600 51,695,400 40,055,700 10,439
1996 515,016,500 797,356,900 (4,095,300) 55,915,300 53,763,200 40,055,700 10.439
1997 35,617,100 801,452,200 (2,174,200) 56,067,000 55,913,600 43,855,200 10.43¢
1998 557,041,800  B03,626,400 (19,800) 56,068,300 58,150,300 40,855,700 10.439
1999 579,323,500 803,646,200 2,388,000 55,901,700 60,476,300 40,855,700 10.439
2000 602,496,400 801,257,400 5,074,400 55,567,700 62,895,400 40,855,700 10.439
2001 626,596,300 796,183,000 8,061,700 54,985,200 65,411,200 40,855,700 10.439
2002 651,660,100 786,121,300 11,377,400 56,193,400 68,027,700 40,835,700 10.439
2003 677,726,500 776,743,900 15,050,200 53,141,400 70,748,800 40,085,700 10.439
2004 704,835,600 761,693,700 19,131,200 51,808,100 73,578,700 50,855,700 10,439
2005 733,029,000 742,582,500 23,594,000 50,162,000 76,521,900 40,855,700 10.439
2006 762,350,200 718,588,500 28,535,100 48,171,200 79,582,700 40,855,700 10.439
2007 792,844,200 690,453,400 33,973,600 43,800,900 82,766,100 40,855,700 10.439
2008 B24,558,000 . 656,479,800 39,951,900 43,013,600 86,076,700 40,855,700 10.439
2009 857,540,300 616,527,900 46,515,800 39,768,300 89,519,800 40,855,700 10.639
2010 891,841,900 570,012,100 53,714,700 36,020,700 93,100,600 40,855,700 10.439
2011 927,515,600 516,297,400 61,602,000 31,722,900 96,824,600 40,85%,700 - 10.439
2012 964,616,200 454,695,500 70,135,100 26,322,800 100,697,600 40,855,700 10,439
2013 1,003,200,800 384,460,300 79,576,200 21,264,000 104,725,500 40,855,700 . 10.638
2014 3,063,328,900 304,784,100 89,592,300 14,985,500 106,914,500 40,055,700 10.439
2015 1,085,062,000 216,791,600 101,255,800 7,921,100 113,271,100 49,855,700 10.439
2016 1,128,466,500 113,536,000 113,536,000 0 117,793,600 a0,852,800 10.439

TOTALS = = = = = = = = o e o = o= 743,227,700 1,135,055,800 2,000,594,200 1,103,099,700

-

68
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YEAR

1990
1991
1992
1993
1994
1995
1996
. 1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016

RHODE ISLAND EMPLOYEES® RETIREMENT.SYSTEM:

- PAYMENT. BY, SUM OF DIGITS METHOD

© TOTAL '

"ASSUMING . L . 'PAYMENT

UNFUNDED . oL PAYMENT IN'1989 §°S - AS X OF

PAYROLL LIABILITY PRINCIPAL INTEREST * AT HID-YEAR (4X INFLATION) PAYROLL
407,025,000 743,227,700 6,367,500 51,852,800 60,403,600 58,080,300 14,840
425,341,100 736,860,200 7,996,500 51,408,900 61,633,100 56,983,300 14.450
444,481,500 728,863,600 9,624,100 50,851,000 62,742,800 55,778,100 14.116
464,483,100 719,239,600 11,251,600 50,179,500 . 63,734,800 54,480,700 13.722
485,384,900 707,988,000 12,879,100 49,394,500 64,608,900 53,103,800 13.311
507,227,200 . 695,108,900 14,506,600 48,496,000 65,365,200 51,659,100 12.887
530,052,400 680,602,200 16,134,200 47,483,900 66,003,700 © 50,157,400 12.452
553,904,800 664,468,100 17,761,700 46,358,200 66,524,400 48,608,800 12.010
578,830,500 646,706,400 19,389,200 45,119,000 . 66,927,300 47,022,300 11.563
604,877,900 627,317,100 21,016,800 43,766,300 67,212,400 45,406,300 11.112
632,087,400 606,300,400 22,644,300 42,300,000 67,379,700 43,768,600 10.660
660,541,800 583,656,100 24,271,800 40,720,200 67,429,200 42,116,100 10.208
690,266,100 559,384,300 ° 25,899,300 39,026,800 . 67,360,900 . 40,455,200 9.75¢9
721,328,100 53,484,900 27,526,900 37,219,900 67,174,700 38,791,700 9.31)
753,787,900 505,958,100 29,154,400 35,299,400 66,870,800 37,131,000 8.8n
787,708,300 476,803,700 30,781,900 33,265,400 66,449,100 35,477,700 8.436
823,155,200 446,021,800 32,409,400 31,117,800 65,909,500 33,836,200 8.007
860,197,200 413,612,300 34,037,000 . 28,856,700 65,252,200 32,210,300 - 7.586
898,906,100 379,575,300 35,664,500 26,482,000 64,477,000 30,603,500 7.1713
939,356,800 343,910,800 37,292,000 23,993,800 63,584,000 29,018,900 6.769
981,627,900 306,618,800 38,919,600 21,392,000 062,573,300 27,459,200 6.374
1,025,801,200. 267,699,200 40,547,100 18,676,700 61,444,700 25,926,900 5.950
1,071,962,200 227,152,200 42,174,600 © 15,847,800 60,198,300 ‘26,424,000 5.616
1,120,200,500 184,977,500 43,802,100 12,905,400 58,834,100 22,952,400 5.252
1,170,609,500 141,175,400 45,429,700 9,849,400 '~ 57,352,100 21,513,700 4.899
1,223,287,000 95,745,700 47,057,200 6,679,900 55,752,300 20,109,200 4.553
1,278,334,900 48,688,500 48,688,500 3,396,900 54,038,600 18,741,500 4.22?

TOTALS = = = - = = ¢ 0 e o o - e m ==

743,227,700

911,§;0,200 1,717,236,700 1,045,816,400

-5
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Early-pension

plan may cost
$130 million,
figures show-

By D.MORGAN MceVICAR
Juurnab-Bulietia Stat! Writer
Rhode Island's early-retirement
program, billed as a money-saver,
will begin cosiing more than it saves

in 1997 and eventugily will cost the
state and participating municipal- -
fuies $130 million, accordlng to fig-
ures provided by the sme s actuary

consuliant,
‘The program will save money for
six years, but will cost money each

* year after that untll 2016, according

{0 figures provided to the state by
James Laws, 8 senior vice president
with Martin E Segal Co. of Boston.
“Clearly in the short term il's go-
ing 10 save money because employ-
23 are going to have a drop In thelr
payroll,” sald Laws. “But it's a fair-
ty lucrative early-retirement incen-
tive program {or the employees, SO

there is a real cost there.”

The burden will fall hardest on
schoo! departments, according 10
Laws' figures. An aping teacher
corps s expected 10 take udvantage
of the state's offer in large numbers
- lrp raunlcipalities that replace

making i salaries
_wlm seachers making mimimum
salaries will see an immediate sav-
in)

8.
But the retired teachers will draw
pensions, and the new (eachers
y will eurn t salue
rles. At that polni, savings will
_ eease, The state will pay ‘part of the

extrn penslon cost the retrements

¢ereate over the long rua, bul school

departments will pay the butof it
Governor DiPrete, who proposed
the program, and the Ceneral As-
Turn to COST, Page AS

What early retirement could cost -

1992 1994 1996
SOURCE: Wuwtin €. Suqut Comouny

¢

1998 00 002 2004
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~ Cost.-

Continued from Page One
sembly, which passed It, dld not ask
for a report from the actuary.con-
sultant, But Cen. Treas. Anthony J.
Solpmon, who was concerned that
the program would be a boondags
gle, did,

The actuary (lrm's report arrived
on Solomon's desk on Junc 22,.less
than u week befare the Generul Ase
seinbly voled aa the plan. Salomon
Immedlately passed the report on to

“DiPrete, .

“1 am qulte concerned that your
current early-retirement proposal,
and the earty-retlcement plan imples

- mented last year, could cost taxpay-
ers (miltlons of dollars)* over. the
next 15 years, Solomon wrote (o Dl
Prete, *1 am adamantly opposed o -
Imptementatlon of wny plan that
will have subsfantial long-term bud..
getary Impacton the state,” . .

Solomon was unaware’ of the
$130 miltlon flgure, because the pro- .
jection he recelved (rom Laws did
not extend beyond 2005. Dut the
Journat-Builetin camputed the cost
of the program through 2016, the
year lts costs will end, based on for~

* mulas and (igures Lows provided. -

The $130 million Is n 1990 dol *

[y

lars. -

DiPrete, speaking through o press °
alde, referred questlons aboul See
.gal's projections to John Kane, di-’
rector of the Department of Admins

Istration. Repeated efforfs to speak
. u:n DiPrete directly were unsuccess-"

ful. : .
Kane sald the stote budget office
did lts own study, and that (¢ Indl-
cated: that the program's. costs
would be far fess than Segu! detere
mined,

The state's study was based on
the assumption that savings over
the next six years can be Invested,
Kane said. .

Apprised of Kane's comments, -
Laws stood by his computations.

Laws' projectlons are bascd on
severn] assumptigns, too. He as-
sumed that 1,700 people. will take’
the state up on I1s offer 10 retire and
- that municipalliles will replace re«
siring teachers with less experis °
enced teachers earalng half as much
In salary. .t

He said he did not take Into ac~-
count the state’s plan not to il
many of the positions left vacant by .
retlrement. So the state might save. -

true cost Is gaing 10 be *
based on (he number that opt (for
the plan)™ Laws sald. “We may be *
way off the mark In terms of the
figures we used. There are 50 man,
variables.” ’

The swate Retlrement Board al-
ready has explained the nrasramse

"" 10 reconslder,

maore money than Laws esthmated. .. °
“The

workers — and has appaintments
-wlith 800 more. State workers have.
untli July 28 ta retlre, and municipal
employces huve untll Aug.'3. Laws
sold the savings wlll be greater If °
more people than anticipated retire -
= but so will thecosts, ~"-ooen i
- Today Is the deadline for city and
town councils and schoal commits-
tees to decide whether to allow thelr
employees to participate In the pro-
‘gram, which offers retirement bo-
nusey 10 swfe apd mupiclpal em-. -
ployces, teuchers, police officers and
flrefighters .who are part of the
state’s retirement system, . "' o
However, many school and mus -
nicipal officlals have said they don't - -
understand, the program's Impfica-. -
tlans, And desplte predictions from
local officlals that the “long-term
costs will autwelgh the savings, :-
many communitles have voiéd: 1o
participate, Some, confused about '
the program's impact, are plngnlng

Critics of the .program soid Se
gal's estimates, clarify thelr argue,

(8. S R
. “Is it sound fiscal management?” * -
asked Dan Beprdsley, executlve dl-

. rector of the Rhode Island League of
Citles and Towns. *I don’t think (t's
flscally sound for any school come
mitice to stay In uniess they think
thelr community can afford (o ralse

2 ‘enough tax dollars to pay for this

dowa the lines .
tie sold unions have been lpbby.
‘Ing 10 convince counclls and com-

tse In actuarial matters, sald Segal's **
figures suggest thal the taxpayer *
eventually will pay for the progrim.
“Qver the long hau! t's probably .
not in our best Inlerests as taxpaye

v ers” sald Lewis. “I've been In ¢

Rhode island for 16 years, [ have a
feeling we don't plan ahead. We do " -
what looks good' for the present,
That's why it flis with Rhodo is- -
land's character that they anly gave : °
us two weeks to make up our
minds® T T e E
Salomon, who sald DiPrete did .
not consult him or the Retlrement
Board before making- his early.re- ..
Urement proposal, tashed out ag:: -
boulltgh:g&lnnmthewnlng.,' ‘..-.,.
*“1t's golng 10 cost the taxpayers,
Solomon sald. “They're going to be- .
“socked. If we've got financial probe. -
lems, ‘we've ‘got 1o address thosa ;.
problems. How much more can we* .
start putting ox’ our future geaera- -

“Just before the blll-passed we
were told about the provision that .
-citles and 1owns have 10 refuse It -
We sald Ir's unfair to citles and .
fowns. They don't have enough ,

me, L
. “When the bllls start hitting thrée -

ar fane vearn fuam ..
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Dryuiy Cenrral Treasures < *
For Finamee . - ¢

Anthony J. Sulomon o

. Ceassal Treasurar

ﬁtute of ngnhc {.ﬂs!nnb nud i!rnm ence mnntnhcns

TREASURY DEPARTMENT

omc: OF THE CINERAL TREASURER -
PROVIDENCE

January 17, 1990. -

The Honorable Eduard D. DiPrete
Governor

State of Rhode Island

State Houss

Smith Street

Providence, R. I. 02303

Dear Goverxnor DiPrate:

In the past several months, the State has experienced
substanti{al shortfalls in several major revenus classifications
within tho current 1990 budget,

While I understand that many options are being conasidered to
sddress tho situation, I am writing to emphasize the importance
of implementing major measures now ag there are lass than six
months remaining in this fiscal year.

My concern is twofold. First, the current economic climate
in the northeast suggests that a slowdown has occurrad. fThis is -
evidenced by the declining auto and vretail sales and softness
within the real estate market. Realiatically, 1t would take
months befors signs of economi¢ growth would surface under ideal
conditions., It is therefore -unlikely that trends in tha revenues

would change in tima to raise the revenues required for this
year.

My second concern 45 the impact on our bond rating should
action not be taken by tha State to recognize tha full extent of
the deficit and correct it, Ona factor that has always béen
noted by the rating sgencies has been our ability to address any
financial problems head on in a prudent fashion. This hasg been
the cne aspoct which has set us apart from othar States in the
past. I am emphasizing again, that the time has now come to
prudontly address these problems prior to any impact in our
rating. In doing so, we will be guaranteceing that the State will _
not be paying millions of dollars more in borrowing cests which
directly impact future budgets.
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Page 2
January 17, 1990

The Honorable Edward D, DiPrete .°

I.would.further note however, that any suggestion to erode -
the financial funding of the State 'pension system must not be - '
.considered. - nuring:thd'paatlyear;'A‘change'inffunding occurrad
which decelerated the .employer contributions resulting in )
substantial ‘additional cost to-the State  over the remaining -

. funding period.;;gnyzfurthertdecteaaeainﬁfunding1c°u1d cause
serious damage to.the plan. - - - ST T

1 would be pleased:to work with you or to provide 'assistance
as we move forward. . Decisions relating to modifications in .
policies should be made now in order to assure financial prudence
for this budget cycle, -~ ‘L Lt : . L

Sincerely,

Anthony J. Solomon
General Treasurer

AJS/cp
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Chairman RoyeaL. Thank you, Mr. Solomon. The Chair will rec-

ognize Mr. Wyatt. ™

STATEMENT OF JOSEPH L. WYATT, JR., PUBLIC PENSION FUND
ATTORNEY, HUFSTEDLER, KAUS & ETTINGER, LOS ANGELES,
CALIFORNIA

5 Mr. Wyarr. Thank you, Mr. Chairman. Good morning, Mr.
tark.

Chairman Stark. Good morning. It is nice to see you again.

Mr. Wyarr. Thank you. Hello to my fellow Californians and to
the others. Mr. Swett would be interested to know that in the Cali-
fornia litigation over this very matter,- New Hampshire has filed a
friend of the Court brief because they consider that what is going
on in California is just as important to them as it is to the rest of
the country. -

I am a lawyer, a partner in a Los Angeles law firm, Hufstedler,
Kaus & Ettinger, and I am here because I am a trust lawyer. I
have been one all my life; for about 40 years of practice. I teach
about it. I write about it. I practice it right now. I represent a
couple of public pension funds in California including Calpers, but
I am here as an individual today.

As the other witnesses have indicated, these funds are under
attack because they are successful. Trust law is about as conserva-
tive a body of law as there is. It contemplates that the trustees are
supposed to act for the benefit of the beneficiaries solely and exclu-
sively, that they are supposed to be prudent and husband the re-
sources. To the extent that they have been successful in husband-
ing these resources, to that very extent those resources have
become, let us say, the object of sheep’s eyes from those who need
money. As you know, well, better than I know, it is easier to use
money that has already been collected than it is to tax somebody
for money that they have in their pockets. I am not telling you
anything you don’t understand very well. :

The point, I think, is, and I bring you this comment about the
law, the law varies from State to State as to the degree of protec-
tion. In some States, the interests of pensioners vest at once upon
employment. In some States, they still adhere, and so does the Fed-
eral Government I should say, under Federal law adhere to the
outmoded idea that pensions are somehow gratuities, a gift from
the sovereign. Got that? A gift from the sovereign. That is a little
bit old sort of stuff. But that is the law in some jurisdictions which
means that the pension benefits can be diminished, withheld at
subsequent times as the government may wish.

Now, what, I think, is in the best of laws, the contractual rights
that I think one of the members spoke of, vest immediately at the
moment of employment. That is the way it is in California. There
is strong law protecting pension rights and pension funds in Cali-
fornia and many other jurisdictions. Illinois is not the only State,
for example. There are about five that have some sort of constitu-
tional provision that protects constitutionally this contractual
right. There are other jurisdictions that have by decisions protected
this contractual right. In California we even have imported trust
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law, the general duties of loyalty, prudence, care, skill, and dili-
gence, into our constitution by a special provision. T

Despite all these provisions, there is still this tendency on the
part of well-meaning, well-intentioned State chief executives—and
I reach across party lines that includes members of both principal
parties, maybe even a third one—but I don’t know about the third
one, that are faced with the troublesome necessity of meeting the
budget. And so they do so in the only way they know how. They
look for money, as Willie Sutton said, where the money is. And the
consequence of that is that the inventiveness of man mangenerical-
ly—the inventiveness of man knows no bounds. If they can’t take it
by just withholding the contribution, if they can’t take it by misap-
propriating or delaying contributions, there are other ways. Actu-
arial assumptions, as was mentioned, is one way. In California, we
are currently faced with the prospect not only of the exportation of
funds but also of the changing of the governance structure of the
program to remove the actuarial chore from the Board that used to
control it and put it in the hands of an “independent”’ actuary who
is appointed by the Governor, in effect, making the principal
debtor of the State in charge of the person who does the figuring.

And I want to tell you right now that word actuary will crop up
in your investigations as you will hear more and more. The actuary
is the Uriah Heep of the pension funds. The actuary sits in the
back room with gum bands on his arms and makes all the figures.
You give the actuary the power, and the actuary will decide how
much is going to be contributed.

So I wish to say this: as far as Federal intervention is concerned,
that is pretty much up to the Congress. I won’t tell you how to do
your job, but if you are going to do some sort of intervening, I sug-
gest this: I suggest intervention which makes uniform across the
country the fiduciary principles which govern in the best of the ju-
risdictions. I suggest that that may require you also to protect the
structure of governance as well as the structure of finance of these
public funds. ' ‘

Otherwise, you will be facing not only the concern of current re-
tirees but, as has already been said, the interests of future retirees
because we won’t know what damage has really been done until
people get older and start to take money out of funds that isn’t
there. Those are the people that you are protecting, not only the
aged, but, as -one of the committee’s name is, the aging. And the
troublesome problem is that all of us do age. And so those who are
aging today will become retirees tomorrow, and. if there isn’t
money there, that will be the danger.

The last thing I wish to say is that this fund that we are talking
about collectively is one of the last big sources of capital in the
country. You all are more familiar than I with the problems of the
savings and loan industry, the banking industry, even the insur-
ance industry. But this is a resource of capital which not only
should be husbanded for its principal purpose, but do not forget it
is a source of capital that has economic value in this country.

‘I will be pleased to answer any questions at some subsequent
time during the hearing.

{The prepared statement of Mr. Wyatt follows:]
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I am a resident of California, and a partner in the law firm of
Hufstedler, Kaus & Ettinger. I am a member of the California
and United States Supreme Court Bars, and a summary of my
qualifications and experience in connection with Public
Ratirement Systems is appended as an Appendix A to this
statement. Although I currently represent the largest state and
largest county retirement systems in California as their

fiduciary counsel, I am here today as an individual.

I.  LEGAL BACKGROUND

I should first like to set the stage with a background
describing the rights that most public employees have in their

pension funds.

Historically, courts and legislatures viewed public employee
pension benefits as gratuities, a theory which permitted
legislative modification or even elimination of retirement

benefits without regard to the employee’s interest in them.i/
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Times have changed, and many states currently considering the
matter have abandoned the gratuity approach in favor of one form
or another of a coqtract theory of public employee pension
rights, either by constitution or by case law.2/ .Those courts
consider employee benefits a part of earned compensation,
contracted for by the employee when he or she entered public
employment, and which cannot thereafter be eliminated without

subsfituting a comparable benefit.3/

The result has been that pension rights have become contractual
rights, property rights, and beneficial interests in a trust
fund. As such, they are entitled to constitutional protection
under the state and federal Contract Clauses or the Due Process
iclauses of United States and state constitutions;4/ legal
protection under the law of contracts;3/ and equitable

protection under the law of trusts.§/

This body of legal protection has not kept state and local
goverhﬁents from seeking to direct the management of public
retirement funds for purposes unrelated to providing payment of
benefiis to the participants. Sometimes the reasons for these
attempted maniéulations are altruistic, sometimes not. Examples

include:

1. Benefits to affordable housing to employee members; L/
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2. Similar benefits, but to a broader section cf the local

community:gf

3. Enhancement of local economic climate;$/
e
4.. Regulation of investments to avoid distasteful foreign

investments (e.g., South Africa);1%/

S. Payment of the costs ¢f legislative investigations;il/

and .
6. Bail-out of financially strapped public employers.12/

These efforts have generally been approved -- when they
subordinated the ultimate decisions {whether to invest the funds
in accordance with legislative direction) to the discretion of
the trustees in charge of the fund. In effect such laws leave -
it up to the trustees to decide whether to follow the legislative
direction or not -- but having always in mind the interests of

the fund and its participants.l3/

Such legislative mandates generally failed when they did not
defer to the discretion of the trustees. In such cases some

governmental actions could be and have been held to viclate the
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federal and state constitutions (contract’clauses)}l—/ the common

law of trusts;15/ and contract law.l6/

II. CURRENT SITUATION

«

Nevertheless, the lack of success of state and local governments
in these latfer caseés has not halted efforts to éivert public
pension funds to other uses. Current newspaper accounts in
current fiscal hard tiﬁes.herald the efforts of state chief
.executives and legislatures in states all over the country to
emulate the Willie Sutton Syndroﬁe -- the bank robber who robbed

banks because “that’s where the money is.”

The most significant of these instances in terms of dollars and
employees affected has occurred in California, where the
Legislature and’Governor-have used $1.93 billion of allocated
trust funds. to help temporarily balance the state budget and
local budgets -- a temporary remedy at-best, since the ongoing
recession has diminished California income prospects for the

coming year as well.

This is not just a local issue. Apart from its size and
importance to a large state, the glgipggl casell/ has attracted
the attention of administrators of fund trustees and organized
public pensioners all over the country. Friend of the court

(amicus gg;igg) briefs have been filed -- and accepted for
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f1ling by the appellate court considering the case -- by the

{0llowing organizations:

The American Asscciation of Retired Persons (AARP);
The National Council of Public Employee Retirement
Systems (NCPERS):

The Natjional Council on Teacher Retirement (NCTR):
The Colorado Public Employees Retirement Association:

The Los Angeles County Employees Retirement
Association (LACERA) Board of Retirement;

The Louisiana State Employees’ Retirement Systen;

The New Hampshire Retirement System;

The City of San Jose Police and Fire Department Plan;
The Texas Teachers’ Retirement System; and

The Utah State Retirement Office.

the issues that the parties and amjci curjae raise are numerous

ind important:

\.

Does the use of trust funds by the employer to defray

employer contributions:

1.

- violate the United States Constitution Contract
Clause ({Article I, Section 10, clause 1}, or its

state analogue (e.g,, Calif. Const. Art. I, §9)?

- violate the federal or state due process clauses --

for substantive reasons (unlawful deprivation of
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property) or procedural reasons (insufficient notice

and hearing to the interested participants)?

3. - violate the integrity of the trust fund under
california’s special constitutional provisions, which
impose trustee obligations of loyalty, care, and

prudence on the CalPERS Board?

4. -~ violate basic principles of trust law if those

principles apply to public pension fund trustees?

B. Does the transfer of all control over actuarial
determinatiohs from‘the Board of Administration to an
actuary hired by the Governor and Legislature, violate any

of the foregoing principles of constitutional or trust law?

It is plain that even the resolution of all these issues in

favor of the participants will not solve the problem. Far from
it. " So long as there is a shortage of funds in any éovernment,
those who are responsible for spending money understandably would
rather spend money that has already been collected than try to
collect more money with taxes or other levies on the populace.

These efforts may take various forms:

1. Taking trust funds without recompense;
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2, Refusing to contribute without recompense;
3. Postponing contribution for a time:;

4. biminishing contribution by adjusting the actuarial
assumptions in light of the employer’s needs rather

than thé fund’s needs: and

5. Any other yet undetermined detrimental act (leaving it
open to the imagination of heavily indebted state or
local governments) could be enforced by either a

beneficiary or a co-trustee.

To protect these trust funds from such efforts, the participants

and trustees may well need all . the help they can get.

III. IONAL T O

If the Congress is disposed to intervene, it can best do so by
imposing, as it has done with ERISA, supervening (but not
preemptive) uniform fiduciary principles upon public pension fund
trustees and all those who deal with them, including the public

employers and other contracting third parties.

It can do this by imposing fiduciary responsibilities on all

those who control, interfere with and otherwise impede the
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exercise of fiduciary responsibilities by public pension fund
trustees. The law of trusts comprehends such a situation, since
it holds liable third parties who participate in a breach of
trust. Restatement, Trusts 2d (A.L.I. 1959) §§ 185, Comment h
(duty of the holder of a power to control trustee) and 326
(third persion participating in breach of trust). Any federal
statute should enact a similar rule in order to render uniform

this responsibility throughout the country.

With an eye to the legislative effort in California to excise
the important actuarial function from further supervision by the
public pension trustees, it is not enough simply to impose
fiduciary responsibilities upoh any such individuals or entities;
they should also be required by federal law to maintain not only
the integrity of the fiscal structure, but as well the governance
structure responsible for the administration of the fund, to

which the participants have been entitled.

However, any such legislation should not be preemptive but
rather elective, complementary to any rights that public
employees or trustees currently have in their local
jurisdiction. It should not interfere with or preclude the
exercise of local rights by the participant-beneficiaries or by

the trustees seeking to protect the fund.18/
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If federal law provided an additional cumulative forum rather
than a preemptive forum, it would give either the beneficiary or
the trusteg the right to elect and would not bar them from
electing the fastest and most productive remeay that they could
find. That would put into statute the right of both beneficiary
and trustee to oppose a third party’s attempt to interfere with

the exercise of fiduciary duties by the trustee.
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Chairman RoyvsaL. Thank you. We will start the usual proce-
dure. Each Member will have 5 minutes in which to ask questions,
and in 5 minutes you can ask questions of the three panelists. I
would like to start with Mr. Wyatt since he was the last to speak,
and I would like to have further clarification of what you mean b
the term “establish uniform standards of conduct for these funds.”

Mr. Wyarr. The fiduciary principles of common law trust were
enacted into Federal law by ERISA with respect to private plans. I
am not talking now about the broad provisions with respect to pro-
hibited transactions and the like, those highly detailed and the en-
forcement provisions of ERISA. I am talking simply about the pro-
visions with respect to fiduciary responsibility, that a trustee must
be loyal, that a trustee must be prudent, that the trustee must ex-
ercise the prudence, care, and skill and diligence that someone fa-
miliar with such matters would do, the so-called prudent expert
rule. If you were to compare a collection of common trust law that
is known as the Restatement of Trusts with ERISA provisions of
fiduciary responsibility, you would find that they are strikingly
similar in their reading.

ERISA is simply an enactment of common law trust principles. 1
say to you that those principles are applied more or less in the
local jurisdictions throughout this country. The problem is that
there is an irregularity to the degree of their application—the
extent to which trust law principles are imposed and contract law
principles are imposed on the public pension fund trustees and
those who deal with them. My suggestion would be that to render
those uniform, these basic—what 1 call core—principles of trust
law, that that should be the body. If there is to be Federal legisla-
tion, that that would be one area where Federal enactment would
be appropriate.

Chairman RoysaL. Thank you. Mr. Solomon, you made a refer-
ence to the same subject, but I still want to know how does one pre-
vent a govemor of any State from dipping into those funds?

Mr. SoLomoN. Well, first of all, as you know, I am here on a fact
finding. As I said, I compliment you. What has happened in the
past, this practice has been out of the public eye. So many gover-
nors and many legislators have done this practice in the past, and
many of the media were unaware of the effects it has on the State
budgets. And what you have done, you and your committee has
now brought this out into the open for people to sort of look at, and
I am hopeful that we by coming here to Congress and telling you
not only Rhode Island’s story but also along with my fellow admin-
istrators of the pension systems and their respective States, I don’t
have an answer. If I had an answer, I would write a book and
make some real good money.

But we are here to tell you that we do have a problem: We would
like to work with you. We are here to work with you, but more and
more as the States are running into financial troubles, more and
more State governments and local governments are now looking at
pension systems as cookie jar full of goodies. In reality, it is a time
bomb because the more they raid the cookie jar, that burden is now
placed on our children, our grandchildren to come, and that is
what we have to sort of address. And I don't really have an answer
after that, and I am looking to you and to some of my fellow ad-

52-556 ¢ - 92 - 3
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ministrators. And maybe working together we can come up with a
solution.

-Chairman RoyvBAL. Thank you, sir. Ms. Netsch, you stated on
page five of your testimony, you said, “Underappropriated pension
contributions are like unpaid credit card bills.” Well, sometimes
credit card bills are not paid. Does that mean that when any gover-
nor takes from the pension fund any amount of money—in your in-
stance it was $21 million—that he doesn’t have to pay it back?

Ms. NEerscH. In that case, yes. Let me say about credit cards. I
suppose you are absolutely correct, Mr. Chairman, that sometimes
they don’t get paid at all. Sometimes there are very serious conse-
quences if they are not paid. I think our analogy was that the un-
derlying obligation does not disappear simply because you postpone

it for a while, and I think that was the point we were making pri-
marily. _

In the case of the pension fund that the governor ordered me to
transfer $21 million from, that if it happens eventually, and it is
still being battled in the Courts, but if it does happen eventually,
that money will not be returned to the pension fund. Now, admit-
tedly, $21 million when you have got $10% billion of unfunded li-
ability is not life or death, but I think it is an extremely important
prilnciple involved. And, you know, $21 million is not inconsequen-
tial. : .

Chairman RoysaL. Thank you. Mr. Stark.

Chairman Srtark. Thank you, Mr. Chairman. I guess I want to
direct this to Joe Wyatt and see if I understand the situation in
California which I think is not completely dissimilar from other
States, but seeing that that is what brought this to my attention.

First is that we previously had an independent Board that man-
aged the investments of the California pension funds, and these
were comingled. Many different municipalities and groups had dif-
ferent benefits, but the money was all sort of centrally controlled
by a Board, and the Board had its own actuary. And the extra

-earnings above some minimum base went to provide additional
benefits, what we would call cost-of-living adjustments, I suppose,
to these many beneficiaries. And the State was sent a bill each
year for a contribution to keep this fund going at its minimum in-
terest rate. In a year when maybe they made 12 or 15 percent, that
extra was up to the Board to decide whether to give additional ben-
efits or build a stronger base for the future. Is that roughly what
used to happen? - . ‘ -

Mr. Wyarr. Yes. I wonder, Mr. Congressman, if I could draw you
a picture?

Chairman Stark. All right.

Mr. Wyarr. If they will bring that board over, I will draw you a
picture. _ i .

[See exhibits 1 & 2 on facing page.]
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Chairman StARk. Thank you.

Mr. Wyarr. Ancient California proverb: “One picture worth
10,000 words.” Here is the fund. This is principal down at the
bottom of exhibit 1. Employees contribute around one-third of the -
fund. Employers contribute about two-thirds of the fund. The actu-
aries, who are guessers, guess what the interest rate—in other
words, what the earnings will be on this principal down here. They
guess about that much. The fund made more than that for a varie-
ty of reasons. They made a lot of capital gains in the ’80s for a va-
riety of reasons unnecessary to consider here. In the middle '80s,
. the COLA, the cost of living adjustment, plan was proposed under
which that portion of the excess beyond the expected interest rate,
this top square here, would go to augment those retirees whose re-
tirement income had dropped below 75 percent of a cost of living
adjustment. That really means a highway patrolman who retired
at 55 and by this time was 80, so 25 years later what he retired at
is not making it.

Chairman StARrk. Let me see if I understand. Let us just assume
for a minute that he retired 20 years ago with a $100 a month pen-
sion, and let us assume that if you adjusted that $100 a month to
,%zt(i)%y, 20 years later, to keep up with the cost of living, it should be

Mr. Wyarr. Right.

Chairman Stark. {continuing] but we only took him up to 150 or
175. In other words, it was an attempt to bring his earned pension
in line with inflation.

Mr. Wyarr. Up to 75 percent of it.

Chairman Stark. Right.

Mr. Wyartr. Not 100 percent, 75 percent.

Chairman Srark. All right. Thank you.

Mr. Wyarr. He had to be below 75 percent, but he got it. But
where they got the money was they got the money from this corner
up here, the excess earnings, not on employer contributions but on
the employee contributions only. Employer contribution money has
always gone down here to reduce the rate of subsequent employer
contribution.

Chairman StaRrk. So what you are telling me is the only money
that was given to the employee retiree in extra benefits was the
earnings on that money that the employee had deducted from his
or her paycheck?

Mr: Wyarr. Correct.

Chairman Stark. Okay.

Mr. Wyarr. In the fullness of time, on the 28th of June of this
year, a horse-racing bill was hijacked, a term which you all may
not be familiar with. I will explain it to you. It means that the
horse-racing bill suddenly turned into a retirement bill. And then,
lo and behold, this money disappeared. It came over here to pay off
employer contributions and is currently, -though under litigation,
being used to eliminate employer contributions until it runs out.
This money that was attributable to employer contributions, as
always been the case. This legislation—the old COLA—was re-
pealed, the money was appropriated, and is being used, to defer—
not only the State’s but all those local districts’—the employer con-
tributions, and that is the subject of litigation.
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Now, do not consider that our legislators and Governor were not
going to do something about this. In return for taking this money,
they have proposed a different COLA program which they assert
will be more permanent than this program and will, therefore, last
longer, be just as good. It is a promise, and I remind you of that
other great California proverb that, “A bird in the hand is worth
two in the bush.”

Is that the explanation you wanted?

Chairman STArk. Precisely. And it seems to me that further to
this a change was made in the management of these funds at two
levels; one, there are certain assumptions—as you say guesses—
that actuaries make that would determine the amount of the em-
ployer contribution. And that is more or less the guard on the
chicken coop. If it is underfunded, future retirees will not perceive
what they ought, and if it is overfunded, of course, the employer
will pay too much. They removed the actuary from the Board and
the independent structure and put them in the employ of the gov-
ernor, the employer, as I understand the change. And now there is
an attempt to remove the Board from its independent status and
also bring it under the control of the employer, the State govern-
ment. So that is kind of a second issue that I think we are facing.

Mr. Wyatr. That is a second issue, and if you were to recall from

-my comments here, I said that it seems to me that if you are focus-

ing your attention on something that is not easy to deal with, it is
dealing with what I may call change of governance structure as
well as financial structure, because there is case law in California
that deals with efforts by the State executive to reduce contribu-
tions, direct financial raid or transfer so to speak. There is in some
other jurisdictions that have dealt with this some attention to gov-
ernance structure in the context of the funding mechanism, and
you are right. The transfer of the actuary function is a part of this
law that was enacted. The change in the structure of the Board has
been abandoned “for the time being.”

Chairman Srark. Good. Well, I didn’t want my colleagues to
think that California is the only State in the country so I yield
back the balance of my time as I am sure others have their own
issues, and the other witnesses who represent other States also
have a problem that I am going to guess is not dissimilar although
may be structurally somewhat different.

Mr. Wyarr. I should only add that AARP, the National Council
for Public Employees Retirement Systems, the National Council for
Teachers Retirement Systems, and New Hampshire, Louisiana,
Utah, and Colorado have all filed friend of the Court briefs in our
California case because they do think that this matter has national
.mportance, '

Chairman Stark. Thank you, Mr. Chairman.

Chairman RoysaL. Thank you. Ms. DeLauro.

Ms. DeLauro. Thank you, Mr. Chairman. Mr. Wyatt, let me ask
you another question, to go back to an earlier question that the
Chairman asked and that is with regard to the uniform fiduciary
principles. Can you give me some specifics on what you mean by
developing a uniform code, if you will? And what would be involved
in doing something like this? At what cost to the Federal Govern-
ment, the State government, both financially and in increased pa-
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perwork, et cetera? But something about the specifics of what you
are talking about in terms of a uniform code.

Mr. Wyarr. Let us start out with the lowest possible cost which
concerns us all. No bureaucracy at the Federal level. Item number
1, if you were to enact essentially the same fiduciary principles
that are embodied in Title 1 of ERISA, namely, that any trustee
has got to be loyal, got to run it for the exclusive benefit of the
beneficiary, the so-called exclusive benefit or sole interest, rule.

Number 2, that the trustees have to act with the care, skill, dili-
gence, and prudence that somebody in like capacity and with like
goals would do. And mind you, a public pension trust is different
from a private trust in a wide variety of respects so there is some
help to having some sort of uniform language of that sort applica-
ble to the public pension trustee as well. Although it is applicable
in some States, that application is not uniform.

Number 3, a negative. Don’t enact .the extensive prohibited
transactions legislation that is a part of ERISA and requires a sub-
stantial enforcement operation in the Department of Labor.

The only additional cost of the first things that I mentioned
would be the additional costs of providing a supplemental Federal
forum for complaining trustees or beneficiaries that they could
resort to the Federal Courts, and that costs money as we well
know. But it wouldn’t cost as much as a bureaucracy in the Depart-
ment of Labor or a new agency. And it would be supplemental. It
would not be preemptive. I am delivering a new topic here, namely,
_I:i}_lat ERISA, under ERISA law, its remedies preempt local reme-

ies. :

What I am suggesting is that if you do choose to intervene, do
not preempt the local remedies. Allow, if you please, the trustees
and beneficiaries to choose whichever forum they prefer. In that
circumstance, that kind of enactment would be a minimal cost.
Now, it would not provide you with the opportunity short of some
sort of regulatory program to find out how the systems are being
run in the local areas. The reason that I omit that from my delin-
eation is this, that most of the problems of public pension funds,
public pension funds are by and large run in a goldfish bowl, are
run publicly. They have to have their meetings in public. Their re-
porting has to be out in the open. To the extent that it is not, that
may be a matter upon investigation you will find needs remedying.
But most of them are publicly run, and so you can see what goes
on in them. You don’t have a problem, such as the Congress faced
when it enacted the 1974 legislation, with people who are self-deal-
ing, who are taking money out of the fund for their own purposes.
You have got what I call other-dealing, where they are doing some-
thing with the best of intentions for the whole country or the
whole State or the whole county instead of for the beneficiaries.
But the result actuarially is the same.

Ms. DELAURo. Let me ask a question really of everyone and that
is to explore the hypothetical: the local government is so indebted
that it can’t pay the pensions of former employees. What happens
to the pensioners in that case? What recourse do they have? What
are the likely scenarios?

Ms. NETscH. I expect there will be a great deal of law developed
on that subject in the future if we don’t start turning around our
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pension systems. There is not a great deal at the present time. As I
indicated earlier, we have what purports to be constitutional pro-
tection for at least State level employees and presumably all public
employees in the Illinois constitution. And the only thing that
really has been determined so far is that it does protect already
vested earned benefits. They cannot be taken away. Now, if the
money is not there to pay them, no one has yet addressed the ques-
tion of how that particular peint is going to be resolved. And we
don’t know that yet.

I think one of the points that is important for a number of us,
we, for example, in Illinois have the prudent person rule applicable
to our five State pension systems and a pretty good investment
record. We have no real quarrels with that. I think the critical part
of it and a much more difficult part of it for Congress to address is
the underfunding. You cannot go in and mandamus a governor or
a State legislature to appropriate adequate funds to cover the pen-
sion systems. And if I might put in one little plea, one reason why
this is happening—it does not justify it—one reason why it is hap-
pening is because so many of the States are broke. We have not got
enough money to pay the kinds of obligations that we impose on
ourselves, and that in many cases you all imposed on us particular-
ly Medicaid, of course. And that is one reason why this is happen-
ing, and I think it is something that quite seriously you are going
}o hdqve to take into account as you address this question of pension

unding.

Mr. gOLOMON. I believe very much that the money is not in the
future. You are going to have to go back to the tax base and you
are going to have to tax them. That is what is going to happen.

Ms. DeLAuro. Tax them to get money that they have—

Mr. SoLoMon. Eventually the taxpayers will be paying for the
future generations. Again, we are mortgaging the future genera-
tions—their future.

Mr. Wyarr. The illustration of what Mr. Solomon just said is
what happened in New York when New York was in bad shape,
and the practical answer was they sold MAC bonds to the retire-
ment system so the retirement system took a debt obligation back.
History repeated itself this spring when Philadelphia ran into the
same trouble. Philadelphia borrowed money from the funds and
also from the banks, but, once again, they didn’t take the money.
At least they gave a paper obligation back, and the obligation was
really quite financially sound. And that will have the same effect
that Mr. Solomon said. It will spread. That obligation will be a gen-
eral obligation, and it will be imposed upon the taxpayers to repay
it.

Ms. DELAuro. Thank you.

Ms. Nersch. If I might add just one footnote, I think one of the
things that all of us have got to do, and maybe Congress can help
us to do that, is to establish the fact that pensions are an integral
cost of providing services. And they cannot be looked upon as a dis-
cretionary appropriation, a function of government whether it is
State or local or Congress for that matter. It absolutely must be
computed into the base of whatever services are being provided at
the beginning.

Chairman Stark. Sort of like health care, huh?
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Ms. NerscH. Pardon? :

Chairman Stark. Sort of like health care?

Ms. NETscH. Yes. - : : :

N{’r. Wyatr. Why don’t you raise another non-controversial sub-
ject? .

Ms. DeELauro. Thank you, Mr. Chairman.

Chairman RoyBaL. Mr. Boehlert.

Mr. BoEHLERT. Mr. Wyatt, your appearance here should go into
the Guiness Book of Records because I was taking notes as you
were talking, and you said you won'’t tell us how to do our job. In
the years that I have been here and the thousands of witnesses I
have seen before. us, you are the first one that has ever said that.

I am trying to get a good feel for the dimension of the problem. If
an outside, independent objective analysis were done of the 50
States, and within the States they have many plans as I appreciate,
‘what would that outside, independent analysis conclude in terms of
the number of these plans that are underfunded? Do you have a
feel, Mr. Solomon? ’

Mr. SoLomon. I think you will find many of them underfunded.

Mr. BoeHLERT. Could you give me a guesstimate of a percentage?

Mr. SoLomoN. Percentage? No, I can’t. But my view is my fellow
State treasurers’, and I am also the Chairman of Investment Com-
mission for the Retirement System. In most of my dealings, I
haven’t found one that has been overfunded yet in my personal
dealings with them. :

Mr. BoeHLERT. All right. Comptroller?

Ms. NetscH. This is not a total answer, but according to the Gov-
ernmental Accounting Standards Board’s standards for measuring
pension systems, a survey was done under the so-called PBO, Pen-
sion Benefit Obligation, measure just a couple of years—well, I
think within the last year. And it suggested that those that were
funded—now, this, obviously, does not include all of them because
we end up only with 32 at the bottom line—that those that were
funded at 100 percent or more under that standard were 10 from
the States responding, 90 to 99.5 percent, and on down to 60 to 64.2
percent which included, unfortunately, my State of Illinois. So a
total of 32 responded to the survey, and of those, 10 met high
standards of funding by this particular measure. That is not the
(t)ply measure that is given. That is just one answer to your ques-
ion. A :

Mr. BoeHLERT. So it is fair to say that the majority of these plans
are at risk? : :

f Ms. NerscH. Yes. I don’t think anyone would quarrel with that
act, sir. -

Mr. BoeHLERT. All right. And then when they are at risk, there
are two alternatives as we look to the future. When the time comes
for the public employee to collect the benefits they have every
right to expect, there either can be a diminution of benefits or an
increase in the taxes to pay for the benefits. Now, are there exam-
ples of any defaults on public pension plans that you know of?

Mr. SoLoMon. No. Let me say in Rhode Island some years back
we set up a 40-year plan to knock off the unfunded liability. It was
a decreasing plan, so to speak. What happened, the governor came
in and he came with a so-called level of funding which maybe helps
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out for 5 or 6 years. It reduces the State’s contributions for the first
5, 6, 7 years. But after the seventh year, the State puts in more. So
over the level of that 26 years, you still have an unfunded plan.

Mr. BoeHLERT. Right.

Mr. SoromoN. To wipe it out, it is going to cost us $30 million
more, but at the end of that, we are still on target on that plan.
But there is an additional cost now because of the change in how
we fund the plan. So many States, even though they may be under-
funded, have plans in place to knock it off over the next 30 to 40
years. And I don’t have the exact numbers, but there are many—

Mr. BoesLERT. So no defaults that you know of. Are there any
examples that you know of—flagrant examples—well, it doesn’t
‘necessarily have to be flagrant—of where employees had every
right to expect a certain benefit, employees covered under these
plans, when they retire and did not receive that benefit?

Mr. SoLomoN. I am unaware of any.

Mr. BoEHLERT. Are you?

Ms. NerscH. No. I am not aware of any specific instance.

Mr. BoeuLerT. What I am driving at, | am trying to figure out
who is at greatest risk; the public employees—

Ms. NerscH. Or the taxpayers.

Mr. BoEHLERT. [continuing] or the taxpayers at large. And what
you are telling me is that taxpayers at large better be very nerv-
ous.

Mr. SoLoMoN. You hit it right on the head. It is the taxpayers
because no matter what happens in the future if the money is not
there, in answer to your question, the taxpayers are going to have
to come in with new dollars. And I am not talking now. I am talk-
ing 20 to 30 years from now. And what I am saying, we have to
start now to sort of stop this process. I am concerned about what
happened in California. It is not happening in Rhode Island, thank
God, but I would be concerned if the governor came in and took
money out of the fund. That is trend. Believe me, that is a bad
trend to start in anyone’s State, and I think any other State that
does it you really are playing Russian roulette.

Mr. BoensLerT. That is just one more liability—a potentially very
heavy liability that the unsuspecting taxpayer has to be concerned
about. I hope the answer to this question is yes, but do you feel
comfortable that the employees covered under all of these plans
can look to the future knowing that they are going to get what the
plan says they are going to get?

- Mr. SoLomoN. Yes.

Ms. NetscH. My guess is that those who are currently there are
very likely to get whatever is written for them at the present time.
I do think that there is a very real danger if we don’t address this
question, that employees who are hired in the future are going to
be hired with a lesser benefit package; second-class employees, if
you will, if we do not address the question of adequate funding be-
cause we are not going to be able to meet all those obligations. I
think that is one other option, and I think that is a very real
danger.

Mr. Wyarr. I would add there is one example. When I, in my
drawing, noted that there was going to be a substitute program for
the COLA program that had been ended in California, the original
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program met up to 80 percent of adjusted cost of living. The substi-
tuted program goes up to only 75 percent, and I have heard from
not only that highway patrolman that I talked about but a former
official in a prior administration who is retired and an elderly man
whose income is being reduced as a consequence. And he feels it
very strongly.

Mr. BoeHLERT. Mr. Chairman, your indulgence just a little bit
more if I may pursue this. With the highway patrolman, as that
patrolman sat down with the family to prepare for the retirement
years planning on what they are going to get from various sources
to sustain an adequate standard of living, are you telling me that
he got less than he had every right to expect?

Mr. WyaTt. No. What I am telling you is when he retired at 60, I
don’t think he thought he was going to live to 85. But he knew he
was going to get a certain amount of money. He got to be about 75
or 78, and it got to the pinch. And because of the pinch around the
State, the COLA adjustment that I drew a picture of was enacted
to meet the needs of these people. Then he planned based upon
that COLA adjustment. Now, that COLA adjustment has been
changed and reduced. ,

Mr. BoeHLERT. So the ground rules are changed in the middle of
the game? o

Mr. Wyarrt. Yes, sir.

Mr. BoEHLERT. And, boy, I think anyone has every right to be in-
dignant, upset, and I could use stronger words, but thisis a public
hearing about something like that. Thank you, Mr. Chairman.

Ms. DeLauro. Would my colleague yield for 1 minute?

Mr. BOEHLERT. Sure.

Ms. DeLauro. I believe, but I don’t know all the details; in
answer to your question, Sherry, is that Bridgeport, Connecticut,
and maybe the next set of witnesses can lend some more informa-
tion, was in that situation—Bridgeport, Connecticut, as you know,

~declared bankruptcy. We found that the employees and the retirees

were faced with a situation where the funds were not available.
And as I say, I don’t know all the details, but there is one example.
And I am sure there are a lot of other Bridgeport, Connecticuts, in
the wings, looking at potential bankruptcy.

Mr. BoEHLERT. So you say you might have had in Bridgeport a
firefighter or a law enforcement official that for 25 or 30 years put
their lives on the line and then retired, and no check in the mail?

Ms. DeLAuro. That is right.

Chairman RovyBaL. Mr. Swett.

Mr. SwerT. Thank you very much, Mr. Chairman. I had a line of
questioning that I was heading down, and then Sherry came up
with, I thought, a very interesting approach which I would like to
build upon. I guess what I would like to start out by saying is I
enjoyed your California proverbs. It-seems to me that in this in-
stance there is a very well-known New Hampshire proverb that
comes to my mind and that sounds like, “The fox is guarding the
hen house,” and my question is, as we talk about who is ultimately
going to bear responsibility for this, the employee or the taxpayer,
it seems in my mind that we haven’t any mechanisms at the man-
agement level of encouraging people to keep the priorities set
straight. And we discussed that a little bit. I would appreciate it if
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you would expand upon some of the restrictions that you feel
would better take the risk off of the taxpayer and place it on the
management team, the trustee, or the management personnel who
are caring for these funds in order to emphasize in their work that
it is, in fact, the beneficiary who should take precedence.

Mr. Wyarr. You are directing that—

Mr. SwerT. I would like you to start.

Mr. Wyarr. All right. A quick answer is passing over all minor
problems like constitutional problems of regulating State govern-
ment and interfering with State activities, what I said would apply
when I talked about basic fiduciary responsibilities. It might be
possible to impose those responsibilities—and this is an extension
of what common law of trusts does right now in private trusts—
would be to extend fiduciary responsibilities to those who either
participate in what turns out to be a breach of trust by the pension
trustees where there is concerted effort by an outsider and the
trustees to do something as, for example, happened in West Virgin-
ia in a litigated case where the governor played some of the games
we have heard about, and the trustees complied with it. West Vir-
ginia's Supreme Court said, “Hey. Let us undo that,” number 1,
and, number 2, “If you keep on doing it, that is a breach of trust by
the trustees. It is also a breach of trust by the outsider.”

The second situation is where, despite the resistance by the trust-
ees, the outsider interferes or otherwise impedes the ability of the
trustees to discharge these basic core principles that I referred to.
If the same legislation imposed this common law trust principle, it
would impose upon outsiders who interfere with the operation of
the trust the same fiduciary responsibility. And let me tell you if
you don't already know it, Mr. Swett, and I don't know l);our back-
ground, but the dirtiest thing you can do to somebody before you
let the hammer fall on them in a courtrcom is to say, “You are a
fiduciary,” because your obligations go right up high as soon as
that happens. And if you impose fiduciary responsibilities not only
on the trustees but upon those who interfere with their activities,
you have, it seems to me, a strong weapon. And there is some sup-
port for that in private trust law.

Mr. SweTT. Thank you. Ms. Netsch, I am interested, and we have
heard from Rosa DeLauro that there is an example of bankruptcy
in Bridgeport, Connecticut, that, obviously, raises the question
about how these benefits will ultimately be dealt with. And you
talked about in Ilinois how there are underfunding circumstances.
At what point do we understand or can we identify that the prob-
lem is going to have to be dealt with? Certainly, a bankruptcy, it is
obvious. But as we are having declining revenues, declining fund-
ing, how can action be taken at a particular time to ensure that
bankruptcy doesn’t result?

Ms. Nerscu. Well, first of all, I think one of the things that has
to be understood is that many of the systems are headed for some-
thing approaching bankruptcy if there is not a turnaround. And let
me just give you an illustration. My understanding is for the first
time this year the State Universities Retirement System, which is
one of our five State systems, actually had to dip into its invest-
ment income, its portfolio, if you will, in order to pay the benefits.

That, obviously, is not going to last very long because as you
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reduce the amount of money that you have to invest, you are going
to reduce your investment income. And since you are not getting a
contribution from the employer that meets the requirements to
begin with, I mean, that system is, obviously, headed for difficulty.

We have some computations that show that—this will come as a
great surprise, I am sure, to Members of Congress—that the Gener-
al Assembly Retirement System, which is the legislators’ retire-
ment system which is in dreadful shape in the State of Illinois, if
nothing changes at the same level of employer contribution contin-
ues for the next few years, will possibly be bankrupt by the end of
the decade. Now, that is just where you begin to see those things.
How you get across to people to turn-that.around is, obviously,
very, very difficult. I come back to the point that I think the things
that Mr. Swett has talked about are very important for some sys-
tems. They don’t make any difference in my State and possibly also
in Rhode Island. -Our systems are not badly managed. They just
aren’t funded. And that is where the trouble comes.

Obviously, Congress can help by spotlighting this, and that, I
think, is precisely what your hearings are doing at the moment. I
doubt very much if there is anything that constitutionally you can
pass that would compel us to fund at a particular level. And that
is, obviously, what we need to do. I think that perhaps by both role
model and making a major issue of it you can try to help the States
and local governments, by the way, to understand what Congress
has to understand about its own pension systems and that is that
they are not discretionary. You cannot put aside the costs of these
systems and say, “We have got enough money this year. We will
fund it. If we don’t, we won’t,” because particularly with the tight
financial times for the States and local governments, that tempta-
tion is going to be overwhelming. And that is part of what is hap-
pening right now. :

Mr. Swerr. Thank you very much. Did you have a comment?

Mr. SoLomoN. To put your mind at ease, also Rhode Island.
Before we get into trouble actually, each year the actuary has a
review of the system and then makes a‘recommendation on the
level of funding that the State and the people who belong to the
system should be putting in, and that is right into the budget and
submitted to the budget. So we sort of head that off before you get
to that point. But the problem is increased taxes. If you don’t have
it, you have to increase your taxes. ~

Mr. SwerT. Thank you, Mr. Chairman. -

. Chairman RoyBaL. Thank you. The Chair recognizes Mr. Hough-
on.

Mr. HouGHToN. Thank you. Do you want to continue this ques-
tioning after a while?

Chairman RoyeaL. Well, we have a vote on the floor which
means that we have 15 minutes to answer that roll call. And what
lthad in mind is to go on for another 5 minutes and then go answer
it.

Mr. HougHTON. Okay. Thank you. Well, I do have just a couple
of brief questions. First of all, the impression I get is that States
have got budget problems, States are raiding the pension funds,
doing all sorts of crazy accounting maneuvers, and, therefore, you
suggest we leave the plans alone. My question is as I think I
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brought up earlier, I am not sure what we do about this even if
there is a problem. We don’t really have a great deal of jurisdic-
tion. Is it a question of violation of the IRS rules? If so, do we
revoke the plans for the tax status? Wait a minute. I am not
through yet. But then the State and the local governments are
exempt from Federal taxes so you really tax the employer. So that
is number 1.

Number 2, you know, pension planning and pension accounting
is sort of a movable process. For example, in the accounting, there
is a straight line versus a descending scale of bases. And I don't
think—maybe you think I am wrong here—there is anything
wrong if you increase gradually the amount of money put into a
pension plan as long as the percent of the pay remains flat. Cer-
tainly it makes basic sense this way.

The other things in terms of assumed or actuarial rates, New
York has gone from 8 to 8.75 percent, and I don’t know whether
you think that is right or not. I don’t think there is anything
wrong. It is a one-shot process. You do it and then it is finished.
But long bonds are going at about 7.9 percent. The long range on
the stock market appreciation is about 9.4 percent. They are about
50 percent in stocks. So, therefore, that works out to about 8%. So |
guess my point is that in making these changes there is nothing
wrong in that process because private pension funds do the same
thing. Would you like to comment?

Mr. Wyarr. Oh, I raised my hands in horror, not mock horror,
because if the pension plan were disqualified, great damage would
be visited upon the pensioners who would then have all that
income that they had to pay tax on because it was not a qualified
plan, item number 1. That was the reason for my comment on that.

Mr. SoLomoN. Also, I may add that many States have gone from
five to five and a half, to six to six and a half, to seven, seven and a
half to eight, eight and a half to nine. It isn’t usually a one-shot
deal. Generally, as things get rougher in the State, we are seeing it
more and more across the country, they start to raise this. And,
sure, in good times right now we may have double digit rates of
return, but if you lock long term, 15, 20 years down the line, there
is a possibility we may not be making double digit returns. And at
that point, what do you do?

Mr. HoucHtoN. We are not talking about double digit returns.
We are talking about a 50-year span on the stock market going up
about 9.4 percent and also the long bonds being less than 8 percent,
not too much less than 8 percent. Now, I think if you hadp?t at 5
percent, it would be very, very, very conservative. If you had it at
12, it would be crazy. But I am just taking a look at the New York
situation. Now, I don’t think that is wrong, that there is something
that has to move and adapt to the conditions out there particularly
that is put in the light of many, many years.

Ms. Nerscd. I think most of them do make those adjustments.
Most of our systems do make those adjustments. It is not an abso-
lutely locked-in-concrete figure over a period of time.

Mr. Wyarr. The question is who is going to make the adjust-
ment, whether it W%l be an adjustment made—in borrowing the
New Hampshire proverb about foxes, whether it is made by some-
one who has an interest in making the adjustment in order to
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lower the contribution rate or someone who has an independent in-
terest, and that gets back to the actuary and the independence of
the person who is making that judgment. The problem with in-
creasing the rate is that as you well know the higher the return,
the greater the risk. And prudence, which has already been men-
tioned by everyone else here, is important. And you can raise that
prospect of returns so high that it becomes too risky for this sort of
an investment.

Mr. HouGHToN. That is a generalization, but it is not pointed to
specific. Many industrial firms now have an assumed rate of 9 per-
cent.

Mr. WyaTr. And some pension funds do. There is wide variety,
and I hold no brief for keeping it any lower than necessary. I hold
a great brief for having the decision made independently.

Mr. HoucHron. All right. Thank you. Thank you, Mr. Chairman.

Chairman RoysaL. Mr. Fish.

Mr. Fisn. Can I just briefly? Mr. Wyatt, it should be evident to
you that we all have enjoyed very much your contribution today
and picking out parts of your prepared statement and asking you
to embellish.on it, and I will also. On page 8 where you say that,
“It is not enough simply to impose fiduciary responsibilities upon
any such individuals or entities; they should also be required by
Federal law to maintain not only the integrity of the fiscal struc-
tures, but as well the governance structures responsible for the ad-
ministration of the fund,” I take it that the integrity of the fiscal
structure means to be sure that present and future retirees get
what they are entitled to. The governance structure responsible—is
that the large net that you are throwing out to pick up more
peo?ple in a fiduciary capacity? Do you want to define that term for
me?

Mr. Wyarr. I think the quick answer to your question is yes. The
larger net plus the structure—when I include structure I include
not only who runs the business whether it is being run, whether
there has grown up in your particular jurisdiction, whichever it
may be, a standard of performance that is essentially independent.
There are jurisdictions where the principal creditor, namely, the
State, is in charge of the fund. And New York is an example of
that where the comptroller is a single person, and New York’s law
states that this is a 40-year custom. There is nothing wrong with it
so long as the presiding officer, the comptroller must be held to a
standard of superfairness essentially. So what I am saying is that
that may be flexible, and I do not blink at the importance, and as
well the difficulty, of making what I have a made in a generalized
statement here. But governance includes the broad net. It also in-
cludes the people who operate the fund and the independence of
them. I think that, and as I indicated in my previous answer, is
what I am most interested in achieving.

Mr. Fisn. Thank you. Finally— . )

Chairman RoyBaL. Mr. Fish, we have just 2 more minutes to
answer the roll call.

Mr. FisH. Oh, we do? We better—

Chairman RoyBAL. Yes. So let us recess, and we will be back in
about 10 minutes.

[Recess.]
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Chairman Rovsar. I would like to thank the first panel. The
members of the second panel. Dr. Olivia Mitchell, Mr. Gerald
McEntee, Mr. Richard W. Cordtz, and Mr. Arnold M. Schneider.
Ms. Mitchell, will you please start the discussion? And we are
going to try then to do what we did in the first panel and that is to
ask you to submit your written testimony which will be included in
the record followed by your summary that will take, approximate-
ly, 5 minutes. Will you please proceed, Dr. Mitchell?

STATEMENT OF OLIVIA S. MITCHELL, Ph. D, PROFESSORAOF
LABOR ECONOMICS, SCHOOL OF INDUSTRIAL AND LABOR RE-
LATIONS, CORNELL UNIVERSITY

Dr. MrrcreLL. Well, good morning, and thanks very much for in-
viting me to this hearing. I am happy to be here and happy to have
the opportunity to talk about public sector pensions and my views
on some of the needs for change in public sector pension policy. My
role, 1 think, on this committee panel is to provide counsel from
the pension research academic community to try to inform your de-
liberations regarding public sector pension policy proposals. What 1
would like to do is just share briefly my own research findings on
public sector funding patterns and what affects them.

Now, why do public pension plans require Federal regulation?
Well, in my view, there are two major problems in the public pen-
sion arena. The first is that there is tremendous lack of data, and
the second is that there are continuing pockets of problem plans,
plans that are seriously underfunded. In terms of the lack of infor-
mation, this is very widespread. Over the years it has been very
difficult to find out even how many plans there are, what kinds of
benefits they pay, what kinds of underfunding promises they have
been able to put out. We need a lot more hard data on what public
pensions look like.

The second concern I have is that public underfunding remains a
problem in the public sector. Pension finances have been increas-
ingly a political hot potato. It is partly because pension actuaries
have to use forecasts to try to determine how much money will be
put in and how much needs to be put in to meet those future prom-
ises. One of the key assumptions that has been alluded to earlier is
the rate-of-return assumption because if you think the assets are
going to make a high rate of return, you don’t need to contribute
as much. If a plan raises its rate-of-return assumption, this can
dramatically reduce required contributions. One of the problems is
that this rate-of-return assumption can be changed, has been
changed frequently particularly lately, and is used as a source of
money to cover budget shortfalls in public sector organizations.

A few recent developments have worked towards pension stand-
ardization which make the information gathering process a little
bit easier. I would emphasize efforts by the Government Account-
ing Standards Board. This is known as GASB. They have accom-
plished a great deal in this regard by requiring plans to start re-
porting standardized liability figures as well as asset figures in
terms of their current market value. A few other organizations are
also trying to gather more data on what the lay of the land looks
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like in public sector pensions, but we still don’t know a lot about
the way public plans work.

Most of these plans are operating off the books from many tax-
payers’ and many State and local administrators’ points of view.
Incomplete public plan reporting and disclosure enables many poli-
ticians to make sizable pension promises to public employees while
passing the cost of these promises on to future taxpayers.

Let me just take a moment to clarify what the pension promise
is and why fund it. From the worker’s perspective, the pension
promise represents a claim to a future income stream from retire-
ment until death in most cases. This is typically a function of when
you retire, how long you have worked, and your salary. From the
employer’s perspective, a public sector employer or any employer
who offers a future pension, that person is said to fund the plan if
he or she sets aside enough money to ensure that the eventual ben-
efits can be paid. Now, of course, as you know, in the private sector
ERISA governs what private corporations can do. Lacking this leg-
islation in the public sector, State and local employers sometimes
do not reflect the full liability of these promises in their annual
budgets. And this produces an environment where some, though
not all, public sector employers do not contribute what they should
to fund these obligations.

Now, regardless of what they actually do, I think that the eco-
nomic reality is that promised benefits represent workers’ and re-
tirees’ claims on future income streams which they do expect to re-
ceive. If a public sector plan is persistently underfunded, the day
may come when assets fall short of benefit checks. This day, I
would claim, will come due sooner than many people expect. Work-
ers covered by public sector plans are relatively close to retire-
ment. Almost three-quarters of all State employees with pensions-
are now between the ages of 40 and 45 whereas fewer than half of
these folks are in that age range in the private sector. Also people
retire earlier in the public sector so that this day of reckoning will
come sooner. We can talk later about what might happen. It may
be that State and local taxes have to be raised, and maybe the ben-
efits have to be cut. And maybe the cost-of-living indexes will have
to be readjusted.

How big a problem is public sector underfunding? With my col-
league, Bob Smith, at Cornell, we have used a recent survey collect-
ed on public sector pensions covering about 4.7 million employees
in 31 different States. We find first of all.that the average public
sector plan had assets that fell short of promised obligations by
about 15 percent even after a decade of very high performing cap-
ital markets. So things are better than they were 10 years ago but
by no means are they at 100 percent where they should be.

We also asked whether the pension plan sponsors contributed
what the actuaries determined should be contributed to the funds.
And in our data, some public sector employers did fund. However,
on a flow basis, the average was only 89 percent of what they
should be funding. So what we concluded was that flow funding
was not what it really should have been. )

Economic distress seemed to be a key reason that many public
employers were underfunding. We found, for example, that if the
employment growth rate declined in a State by 1 percent, this
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would reduce contributions by 2 percent. If the income growth rate
declined by 1 percent, contributions might go down by as much as
5 percent. So that there is sensitivity to fiscal distress in the States.
The good news after looking at what happened during the 80's is
that public employers on average seemed to be doing relatively
well. They maybe were within 15 percent of where they should
have been, but the bad news is that even after the very good, very
strong capital market of the last decade, they are not where they
should be, and there are real threats to the system looking down
the road. New and difficult challenges are being imposed by some
of the things that other members of the panel have mentioned,
namely, declines in State revenues and increases in expenditures.

In my view, the most important thing that your committee
should be asked to consider is that public sector promises should be
reported and disclosed, and funding and fiduciary standards, in my
view, should be set by the Federal Government. I think that the
U.S. Congress should work hand in hand with the Government Ac-
counting Standards Board to develop sensible and systematic stand-
ards for public sector pension plan reporting and fiduciary behav-
ior. Methods of disclosing data ought to be standardized across the
States. Reporting standards ought to be standardized. In my view,
it is a good idea to require public plans to file 5500 forms in ex-
change for tax qualification as in the private sector.

In conclusion, I thank you for your attention. I commend you for
devoting your time to this important and potentially very costly
problem, and I emphasize again I think that it is very important to
standardize and recognize the pension promises which so far have
onlyhbeen partly recognized and remain underfunded. Thanks very
much.

[The prepared statement of Dr. Mitchell follows:]
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blic Sector Pension Pelic
Executive Summary
Many challenges face public pension plans in the 1990's with unprecedented state budget
deficits and worried capital markets. If continued fiscal pressure induces public employers to
reduce their annual contributions below required levels, public pension plans will run the risk of
serious shortfalls. Underfunded public pensions are a major form of public borrowing against the

future, yet they have received linle public scrutiny until recently because data on asscts and
liabilities were difficult to obtain.

The analysis described here uses information from the late 1980's, and indicates some
good news along with some bad news. The good pews is that we find no evidence that state and
local government employers persistently manipulated actuarial and economic assunrptions for the
purpose of reducing pension fund contributions during the 1980's. Also during that period, flow
funding practices were adequate on average, though not for all plans. On the other hand, we find
that public sector plans were underfunded by more then 10% on averege, a finding which is
troubling in light of the strong capital markets experienced during the 1980's.

In order to prevent a rerm 1o the moubled plan startus of the 1970's, the Federal
government should enact legislation standardizing the reporting, disclosure and Gduciary standards
for public sector pension plans. Specifically, more end better data should be gathered and
monitored centrally on all aspects of public sector plans. Additionally, the Federal governmment
should scrutinize public sector pension funding and investment behavior more closely. Finally, the
Congress should work together with the Government Accounting Standards Board to develop
standards for public sector pension reporting and disclosure memodzﬁ)xfy. Fiduciary standards
should be set and monitored, so that public sactor pension promises will be taken more seriously
than they have been in the past. T

Testimony .
Good morning and thank you for inviting me 10 this hearing. I am happy to have the

opportunity to address this important group on the subject of public sector pension plans and
needed changes in public sector pension policy.

Almost twenty yea;s ago Congi;css undertook serious work on m‘xa%gr le’%islagon chs\igned
10 project income security for redrees in by the private ion System. ugh public plans were
at one point to be included in that bill, they were cvexxmgg;s excluded from the loyee S
Retirement Income Security Act (ERISA) in its final form. There were several su uent attempis °
to revive public pension plan regulation, culminating in recent reform cfforts once again before
you. Itis my goal today to provide counsel from the pension research community, which can
inform your deliberations regarding the problems, and offer 2 possible solution, to public sector
pension funding problems.

Over the last two years I have been engaged in & project which explores the determinants of
public employee retirement system funding. With my co-author, Professor Robert Smith at
Cornell, we have developed a model of public pension funding panems, focusing particularly on
the gap between required contributions, and actual contributions — or what we call required vexsus
gctual funding.! My intention this moming is to briefly describe recent pension funding parterns,
and to share with your my conclusions about what affects pension underfunding.

Before Igxoing into specifics, I would like to summarize my conclusions. I submit that
citizens and policymakers nationwide should be concemed sbout the challenges facing state and
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local pension funds in the United States. This is because they are under siege from all sides —
retirees wanting to protect their income streams, active workers wanting more say over fund
investment policies, and politicians charged with balancing public budgets who find the pension
fund an attractive source of money. If pensions are used to meet a variety of different goals in
addition to guaranteeing retirement income, they may not be able to meet promises made to the
millions of retirees who have served state and local governments for years. At the very least, the
health of these plans may threaten the revenue-raising potential of government bodies, if the benefit
claims rise to overwhelm pension assets. For these reasons, and because the public sector
wotkforce is aging along with the rest of the workforce, funding of public sector pension plans
will be even more of a challenge in decades to come.

To prevent returning to the troubled plan status of the 1970's, I believe that the Federal
government should enact legislation regulating the reporting, disclosure and fiduciary standards for
public plans. Specifically, more and better data should be gathered and monitored centrally on all
aspects of public sector plans includging pension funding and investment behavior much more
closely. Finally, public sector pension promises should be reported and disclosed, and fiduciary
standards should be established by the Federal government, so that public sector promises will be
taken more seriously than they have been in the past.

wmmmmnmmmm
It has been argued that two of the major problerms in the public pension arena "are the
continuing lack of data, {and] the pockets of seriously underfunded plans".2

ion: Over the years it has been extremely difficult to obtain information about
some very basic facts about the public pension universe -- even how many plans there are, what
benefits they pay, and the extent to which they advance fund benefits.

The first comprehensive study of public pension plans was a Congressionally mandated
review of public plans in 1978 (CRS 1978). No similar study has been conducted since that time,
though one forthcoming survey concludes that state and local pension plans cover around 10
million employees, hold assets of more than $720 billion, and pay benefits to over 3.5 million
retirees and their survivors; many more expect future benefits (Phillips 1991). A Federal statistical
unit should be authorized and funded to follow developments in public pensions, lest unpleasant
pension surprises fall in the lap of the Federal govemnment with no forewarning.

Pension Underfunding: Pension finances have become increasingly a front-page news item in the
last three years, and frequently a political hot potato. Part of the reason for this is that pension
actuaries use forecasts to determine how much future pension payouts will be, and the forecasts
have implications for pension contributions needed to meet the payout obligations. In computing
these forecasts, several assumptions are required, including a key one regarding the expected
future rate of retum on pension fund assets. If a plan rises its rate of return assumption, this can
dramatically reduce the amount of money that must be contributed to the plan,

A problem that arises is that the rate of retumn assumption can be changed when political
pressures target a public sector pension plan as a source of money to cover budget shortfalls.
News reports have recently claimed that more than two-thirds of al! states have adjusted their rate
of return assumption so as to reduce contributions.® For instance, the California State Pension
Fund may reduce contributions by a half-billion dollars each year, if it 1;(;)cnmued to adjust its rate
of return assumption. The city of Philadelphia borrowed more than $130 million from its pension
fund to meet payroll this spring. On the other hand there remains a question about how .
widespread this practice is: a recent survey concluded that about the same fraction of public and
private plans changed their actuarial assumptons in 1990 - 16% of the private plans and 13% of
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the public plans (Greenwich 1991). No systematic study of the entire universe of public plans has
yet been undertaken however, and all reports available w date are based on small, and probably
select, subsets of the pension universe. :

The full extent of statc and local pension financial problems is not currently known,
because there exists no centralized mechanism for compiling public plan statistics and for
evaluating them in & comparative fashion. In fact, there is srill some question about exactly how
many public plans exist, participant and retiree coverage fgures are hard to come by, and assets
ang beaefit obligation numbers arc known only in the most general sense. Unlike in the private
sector, public employees covered by pension plans have no standard reporting and disclosure
documents that they can refer to explaining their benefit entitleents, and they tend not to know
how their pension promises are funded or how pension monies are invested. In the 1990's,
obtaining public sector pension information remains & frustrating and often difficult task.

: A few recent developments have worked toward pension standardization, which makes the
information gathering effort slightly easier. Efforts by the Government Accounting Standards
Board, GASB, have accomplished a great deal in this regerd, by requiring plans to report
standardized liability figures, as well as asset figures valued in terms of their current market value.
A few other organizations are also seeking to compile more statistics than previously available on
public pension benefit promises and fund operations, but these have sill not undertaken the
massive task of compiling, standardizing, and making public the entire range of data needed on all
public sector pension plans.

These positive developments aside, it remains strikingly clear that public sector pensions
are big business, yet continue to operate almost “off the books" from many taxpayers', and state
and local administrators’ point of view.# The fundamenial problem is that incomplete public plan
reporting and disclosure enables state and local politicians to make sizeable pension promises to
public employees, while passing the cost of these promises to future taxpayers. As Munnell
(1983, p. 4) pointed out nearly a decade ago, "only federal regulation can insure that comparable
and meaningful information on the nation's nurmerous state and local pension plans will be reported
10 a central agency on a regular basis”, More and better data should be gathered and monitored
centrally on all aspects of public sector plans. Additionally, the govemment should
scrutinize public sector pension behavior much more closely, and work to standardize repoerting
and fiduciary standards across public plans in a manner accessible to taxpayers, employees and
their representatives.

J J J )

THE EMPLOYEE'S PERSPECTIVE
From the employee's perspective, the pension promise represents & claim to a future

income stream payable after leaving his or her employer. In the public sector, the most common
type if plan is a defined benefit pension, where an employer will specify the redrement benefit
formula as varying with the worker's retirement age, final average salary, and years of service,
For instance, 8 comrnon defined benefit annuity promise from retirement until death might equal
two percent of final pay per year of service. In each year of employment, the covered worker

- recetves wage and salary compensation in each year of active employment, and in addition accrues
a claim to a pension benefit wmx will be paid out after retirement.

THE EMPLOYER'S PERSPECTIVE - ’ L
The employer who offers a future pension is said to fund the defined benefit promise if he
or she sets aside cnough money to ensure that the the promised benefit stream can be paid after the
worker retires. In the private sector, Congress has since 1974 required private sector plans to
advance fund these promises under the Employee Retirement Income Security Act, ERISA. Asl
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. mentioned earlier, the public sector equivalent of this bill (an earlier version was dubbed PERISA)
has not yet been enacted.

Lacking this legislation in the public sector, state and local employers sometimes do not
reflect the full liability of promised pensions in their annual budgets. This produces an
environment where some government-sector employers fully fund the benefits their workers are
accumnulating, but others donot. A pension plan becomes underfunded when employer
contributions fall below the level required to meet accruing benefit obligations.

PAY NOW OR PAY LATER

Regardless of what public employers reflect on their balance sheet, the economic reality is that
pmxmsed benefits represent workers' and retirees’ claim on a future income stream which they expect to
receive. If a public sector plan is persistently underfunded, the day is likely to come when plan assets fall
short of benefit checks.

While this has not happened in any large plans to date, this time may arrive sooner than an:
would wish. The demographic bulge of an aging workforce, confronted with the fiscal squeeze of statc
budget deficits, portends a day of reckoning. This day may be hastened by the poor, showing of the capital
and housing market along with recent tremors in the banking and insurance industries.

If an underfunded plan runs out of money, what then? The altemnatives are not appealing. State
and local taxes could be raised, pay and benefits for current and prospective government retirees could be
cut, or both. Alternatively, or perhaps in addition, cost-of-living indexes on benefits could be deferred
(which, it must be admitted, is another way of cutting benefits). Another option, perhaps, is that angry
public sector employees could descend on Washington and demand a pension insurance fund to bail out
the ailing public plans, in a move reminiscent of Studebaker retirees’ which got the ERISA ball rolling in
the private sector almost thirty years ago.

Requiring state and local pension plans to fund more fully before the day of reckoning comes has
centain virtues. First, requiring full funding requires employers offering a pension promise to reco,
the eventual costs of doing so, and avoids the inherent inequity of passing along an unfunded debt to
future generations. Second, requiring full funding of the pension promise would alert unionized
employees to the fact that bargaining over benefits requires setting monies aside to ensure their payment.
‘Third, requiring full pension funding will make clear to residents of each state and locality the size of the
debt they are taking on, when selecting a neighborhood to live in.

These debts will come due in the very near futurc Workcrs covered by public sector plans are
relatively close to retirement. Almost three-quarters of employees with pensions are now between
, whereas fewer than half of pnvmc sectm covered employees are in this age range
(Greenwich 1990). To complicate matters further, more than
one-third of public sector employees are expected to retire before age 60, whereas in the private sector
fewer than 8% will. What this means is that the demands on the public sector pension will come sooner
than many realize.

How will these challenges be met? ln some cases, property tax rates will certainly have to
rise -- and perhaps rise a great deal. A recent study by Wilshire Associates (1990) found that six
public systems were in such bad shape that assets were insufficient to meet benefit payments for
current retirees: these included the West Virginia, Oklahoma, Maine and Washington DC teachers'
pension plans, and the state employees’ plans in Maine dnd Massachusetts. There will be some
plans that go broke, or nearly so, even if advance funding is required for promises made as of
today. However, the problem at least may be capped if sensible reporting and fiduciary standards
are instituted soon.
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HOW BIG A PROBLEM IS PUBLIC SECTOR PENSION UNDERFUNDING?

In the past it has been virally impossible to determine the extent and scriousness of public
sector plan underfunding. This is because, until recently, accounting practice has not required state
and local govermnments to report a Liability figure which could be compared 10 assets within a plan,
and which further could not be readily compared across plans (Testin, and Testin and Snell,
various years; Turner and Beller, 1989) -

.. This changed in 1987 when the Government Accounting Standards Board first required
public pension plans to begin reporting liability figures using a standardized actuarial computation
called the "projected bencfit cost method.” Here pension plans are required to repor peasion
bencfit obligations using a standardized computaton formula which can then be ared across
plans. Similarly, plans are now required to report their assets using a standard set oi definitions,
50 that analysts for the first time can hope to determine whether adequate provision has been made
for retiree benefit payments 3

Using & newly compiled dataset on state and local pension fund financing practices, my
colleague and 1 have derived several different funding measures which I will summarize for you
g 8 S10CK . WE 5K Whtl { ¥ %
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contribution amount falls short of the required amount, flow underfunding results. Naturally, if
flow underfunding persists year in and year out, stock underfunding will resuit.

EVIDENCE

We were fortunate to have at our disposal a 1989 compilation of public sector pension
financial data published by the National Association of Staic Retirement Administrators (NASRA)
and the National Council on Teacher Retirement (NCTR). To this we added other information
including measures of fiscal pressures affecting cach swate, indicators of each state's political
environment, and a measure of aliemative pay levels for public sector workers. Also we included
the fraction of the active pension-covered employees who were unionized in each plan by
contacting cach of the pension plan sponsors in the survey. There were 42 pension plans for
which complete data were available, covering 4.7 million employees in 31 states, and were of three
types: teacher-only pension systems (33 percent), hybrid plans combining state, local and teachers
(38 percent), and plans with only statc and local workers (29 percent).

STOCK FUNDING

Qur finding on stock funding patierns was that the average public sector plan in the sample
had $4.9 billion in assets, and a projected pension benefit obligadon of $5.9 billion. Assets were
valued at market in this analysis.

If we compute the average stock funding ratio in the sample, we find that is is 84% . That
average plan in qur data at the end of th 980's had assets tha port of sronised
bencfits by 16%, even after a decade of very high-performing capital markets. {If average asscts
are compared to average liabilities the average stock funding ratiois 91%.]

FLOW FUNDING . » .
Extensive analysis of flow funding practices suggest several interesting conclusions.
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required pension obligations, acting as though flow pension funding requirements were optional.

- This was something of a problem during the 1980’s, though probably less of a problem than
during the 1970's. On a flow basis, average actual contributions amounted to only 89% of required
,g«cmtz:_lbutions annually. Also funding was poorest among plans with the most generous pension

. benefits.
+There was also some evidence of habit persistence: that is, public sector groups' current and past
fumling practices were positively correlated. Pla orly i a A

1 nrealisti 3 which substantially reduced th

size of their projected liabilities. For instance, plans assumned a large difference between the

rate of return they expected to camn on pension assets, and the assumed rate of wage growth. The

mtcr this spread is between retums and pay growth, the less an employer will have to contribute,
se equal.

For the public sector plans in our dataset, the mean wage growth assumption was 5.6%,
with an investment return assumption of 7.6%. This spread of 2% utilized during the 1980's is
comfortably close to both historic and recent real interest rates in the United States. Therefore on
zgage, was no evidence of flagrant disrega jomic a ing norms i

dld WETC COLICCICA, WIICH W OC WX 2 .
benefit payouts depend on the pension assets being there, imespective of political pressures that
may be brought to bear on actuaries choosing investment return assumptions. Initial evidence on
this point is provided in a study of public plans just released by Greenwich Associates (1991).
That study reported that public plans used an investment assumption of 7.8% in 1988, rising to
8.0% in 1990, increasing the spread between investment returns and wage growth from 1.9% to
2.2%. This suggests that actuarial assumptions in state and local pension plans have changed in
the 1990's 50 as to lower public employers’ contribution levels.®

*LConom X L 2K ] (; N o

pressure is measured in three ways in my research: as a curtailment in income growth rates, a
decline in employment growth, or an increase in unemployment rates. My results indicate thata 1-
percentage point decline in a state's employment growth is linked to a 2% drop in annual per
worker pension plan contributions -- holding fixed required contributions (see Table 1). A 1-
percentage point drop in a state's income growth rate is associated with a 5% drop in contributions.
Finally a 1-percentage point increase in a state's unemployment rate appears to be associated with a
1.6% decline in contributions. . :

+Other things equal, greater unjonization is associated with lower levels of actual pension funding.
The net negative effect is probably due to the upward pressure on salaries associated with collective
bargaining, to which employers respond by lowering pension contributions.

IHE OUTLOOK

Underfunded public pensions are a major form of public borrowing against the future, yet
they receive little public scrutiny.Our analysis of recent data from the late 1980's suggests some
good news and some bad news. The good news is that public employers appeared not tobe
persistently manipulating actuarial and economic assumptions for the purpose of reducing pension
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fund contributions. Also during the 1980's flow funding practices d adequate on average,
though not complete.

Howevcr, the bad news was that public sector plan funding ratios were underfunded
upwards of 10% on average, which is troubling in light of strong capital markets during the decade
of the 1980's. Our results also suggest that fiscal pressures indnee public sectar cmployers to
reduce their annual contributions below required levels. The curent recession could therefore be
expected 1o impose even more difficult challenges on public pension plans.

In order to prevent a retum 1o the troubled plan status of the 1970's, policymakers should
enact legislation regulating the reporting, disclosure and fiduciary standards for public plans,
Specifically I submit that:

1. More and betier data must be gathered on all aspects of public sector plans.
Some states have several hundred plans, others have a few; some are funded well, and some are
abysmally funded. This study was able to analyze only 42 plans — covering just under half the
total number of public sector employces with pension plans. A federal statistical unit should be
authorized and funded to follow developments in public pensions, lest enother state-created
financial problem drops in the lap of the Federal government with no forewaming.

2. Public sector pension funding and investment behavior should be scrutinized
with much more care. =

More and benter data should be gathered and monitored centrally on all aspects of public sector
plans. Additionally, the Federal government should scrutinize public sector pension funding and
investment behavior much more closely.

3. Public sector pension promises should be reported and disclosed, funding and
fiduciary standards should be met, and, in general, promises be taken more
seriously. :

The U.S. Congress should work hand in hand with the Government Accounting Standards Board
to develop sensible and systemaric standards for public sector pension plan reporting and fiduciary
behavior. Reporting standards, methods of disclosing data regarding plan assets and tiabilities,
fiduciary standards, and funding methodology should be made comparable across public plans in &
manner accessible to taxpayers, employees and their representative policymakers. Related to this
point is the liability states and localides have accrued, but have not pre-funded, for retirees’ health
in’suﬁncc benefits. In any consideration of recognizing public sector promises, this should rank as
a high priority.

In conclusion, I thank you for your atiention at this hearing, commend you for focusing on
this important and potentally very costly problem, and strongly encourage you to require further
standardization and recognition of promises made to public sector employees, which have only
partly been recognized and pre-funded.

Testimony by Dr. Olivia §, Mitchell, Comell University « November 20. 1991



8
Table 1
Predicted Effects of Fiscal Distress
on Public Sector Pension Fund Contributions
— ) Public p contributi will change as fi
If this changes: Actual Contributions Actual/Required Contrib
Employment Growth Rate -2.3% -2.0%
declines by 1 percentage point
Income Growth Rate -5.4 -4.8
declines by 1 percentage point
Unemployment Rate -1.6 -1.5
rises by 1 percentage point
Note: Estimated responses are equal to the partiat d ive of actual ibutions with respect to each of the
explamwryvmmblxsmed.assummglhmmefouowmgfamrsmhdd quired contributions, stock
funding ratios, average pay, unionization, salary and pay growth benefit p tages, al ive wages,

and a set of political variables described in Mitchell and Smith (1991)
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Gustman and Michell (fortheoming 1991),
2Munnell (1983, p. 2).
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SThe categories included in the pension benefit obligation (PBO) measure of liabilities are (soe
Allen et al, 1988; and Zom, 19&;;?

(1) benefits pledged to currenty retired employecs,

(2) benefits to vested terminated employees, based on past service, .

(3) benefits 10 vested active employecs, based on currently accumulated service,

(4) prospective benefits payable 1o active employees not yet bested, and
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10

(5) benefit increases to be eamed by current workers resulting from future salary increases.
In Mitchell and Smith (1991) we use the reported PBO measures, and also recompute the PBO
figures-using alternative salary growth rates, investment rates of return, turnover and mortality
atterns, and retirement ages. Results are similar to those discussed here.

It should be noted that public funds still use a lower investment rate asumption than do corporate
funds =- 8% versus 8.7% in private plans according to the Greenwich figures for 1990 -- but this is
inderstandeable as it reflects different investment portfolios between public and private pension
plans.

Testimony by Dr. Olivia S. Mitchell, Comell University « November 20, 1991
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Chairman RovBaL. Thank you, Dr. Mitchell. The Chair recog-
nizes Mr. McEntee.

STATEMENT OF GERALD W. McENTEE, INTERNATIONAL PRESI-
DENT, AMERICAN FEDERATION OF STATE, COUNTY AND MU-
NICIPAL EMPLOYEES, AFL-CIO '

Mr. McEnTrE. McEntee. Thank you. Thank you, Mr. Chairman. I
am not an actuary, nor do I have a lot of statistics to quote from,
but I am the president of a union of 1.3 million members that work
in the public sector that are concerned with this problem and that
feel the impact of this problem almost every day, particularly now.
Our union appreciates the opportunity to share with you our views
on the fiscal crisis that has gripped our cities and States and coun-
ties. The impact of this crisis on public pension funds and the need
for Federal legislation to ensure that minimum reporting, disclo-
sure, and fiduciary standards are met by State and local govern-
ment retirement systems.

Mr. Chairman, State and local governments are in the worst fi-
nancial condition since the Great Depression. A decade of Federal
cutbacks, skyrocketing health care, and correction costs pushed
budgets permanently out of balance. Now, the national recession
has delivered the knockout punch. Federal aid to States and local
governments has dropped dramatically over the last decade. As a
result, deficits at the local level have soared. Vital services have
been cut. Public employees who deliver these services have been
laid off and taxes have risen. Without a doubt, this State and local
fiscal crisis has had a devastating impact on public pension funds.
We have seen numerous attempts, some successful, to ease budget
deficits by changing actuarial assumptions, by delaying contribu-
tions and by reducing benefits and more.

‘T would like to discuss three cases; the States of California, New
York, and West Virginia. But in retrospect as I sat here and lis-
tened to the previous testimony, I think the California case has al-
ready been discussed and delivered so I will not go into detail. But
suffice to say that the governor of that State proposed actions that
we believe are a blatant power grab that reaches into the pockets
of every employee, retiree, and their family to yank out their re-
tirement savings. It is inexcusable, and in the private sector such
actions would not be possible.

Another example of action-threatening pension rights has oc-
curred in New York State and is the subject of pending litigation.
A lawsuit, in fact, was filed by Local 1000 of AFSCME to reverse
the State’s decision to change the actuarial funding method. We
are opposed to the change because it would have the effect of re-
ducing the State’s current pension contributions. This suit is still
in discovery. This case, also like California, represents a diversion
of public funds to non-pension purposes. It will also hurt pensioners
and set a bad precedent. If New York and California can get away
with such power grabs, any State in the country can do it.

In West Virginia beginning with the 1985-86 Fiscal Year, the
governor’s annual budget request included less money for the State
retirement fund than was recommended by the system’s actuary
and requested by its trustees. This worsened to the point that the
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governor’s budget request for FY 88 did not include anythlng for
the Statewide pension system, nothing at all.

A public employee retirement association, as well as AFSCME,
finally sued the governor. The West Virginia Supreme Court held
that the governor had the duty to include the actuarially-deter-
mined funding requirement in the budget, and the legislature had
the duty to appropriate the funds. These are just a few of the many
examples of the increasing attempts by State and local govern-
ments to assert control over public pension funds and to use them
for purposes other than that for which they were intended.

To correct these problems, and someone said earlier that in
terms of Mr. Wyatt when he testified, that he was the only one in
so many recent years that didn’t come up here and ask or tell the
Congress what to do. We don’t want to see that create a precedent
so we do have some suggestions in terms of the way you can fix
this problem. To correct these problems, we firmly believe that
Congress must pass Federal legislation which would, number one,
protect the interests of participants and beneficiaries in public em-
ployee retirement systems. Number two, require disclosure and re-
porting to plan participants and their beneficiaries, employers, em-
ployee organizations, and the general public of financial and other
information about such plans.

Number 3, provide a Federally guaranteed program to promote
and protect the investments of non-profit, institutional investors in
certain economically targeted investments, such as affordable hous-
ing, protection and improvement of the environment. Number 4,
expand the Pension Benefit Guarantee Corporation insurance pro-
gram to include public pension plans. And, number 5, enact fiduci-
ary and reporting standards for public pension plans similar to the
requirements of private plans mandated under the Employee Re-
tirement Income Security Act of 1974. Since the enactment of
ERISA 17 years ago, such standards have been required of the pri-
vate sector, but public pension plans have been left out.

Mr. Chairman, we believe that these requirements are minimum
Federal protections that are needed and should be considered by
Congress. The examples I have outlined illustrate the need for
greater oversight and scrutiny over the deferred wages, and let me
stress that, over the deferred wages of public sector employees. We
think that this hearing represents a good start in this area, and we
were extremely pleased to be invited to present this testimony.
Thank you, Mr. Chairman. Thank you, Mr. Co-Chairman.

[The prepared statement of Mr. McEntee follows:]
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Mr. Chairman and members of the committees, I am Gerald W. McEntee,
International President of the 1.3 million member American Federation of State,
County and Municipal Employees. Our union represents state and local
government workers, university and health care workers. I appreciate the
opportunity to share with you our views on the fiscal crisis that has gripped our
cities, states and counties, the impact of this crisis on public pension funds, and.the
need for federal legislation to insure that minimum reporting, disclosure and
fiduciary standards are met by state and local government retirement systems.

State and Local Fiscal Crisis

Mr. Chairman, state and local governments are in the worst financial
-condition since the Great Depression. A decade of federal cutbacks, skyrocketing
health care and corrections costs pushed budgets permanently out of balance. Now
the national recession has delivered the knock-out punch. However, this fiscal
crisis was not caused by the recession alone. It has very deep roots. Few, if any,
states or localities can themselves find a permanent solution. Help has to come
from Washington.

A decade ago the federal government adopted a new philosophy. It would
no longer help provide the public services that people need and use every day.
And it would no longer invest in the infrastructure and human resources so vital to
our economy. In 1980, federal funds provided 20 cents out of every dollar spent
in New York City. By 1990, only 9 cents out of every dollar came from Washington.
If anything, the need for public service is greater today than in 1980. People are
sicker when they show up at the hospital door, children have greater needs in
schools, crime is running rampant throughout our communities, bridges and
streets are in disrepair, and sewage systems are strained to the limit.

To pay for the services citizens demand, states and localities have increased
their share of taxes that support such services from 36% in 1981 to 42% today. In
dollar terms, that means people are paying $67 billion more state and local taxes
this year than they would if the federal government still paid its share. Five years
ago, another set of pressures began to accelerate: health care costs began
increasing astronomically. So did corrections and education costs. These
pressures blew gaps in state and local budgets that could not be filled.

On top of these problems, the recession has been devastating to state and
local governments. For fiscal year 1991-92, states faced a $43 billion deficit. The
combined state and local deficit exceeds $50 billion. To balance their budgets
states raised taxes by some $16 billion. The remaining $27 billion gap was closed
by cutting spending below inflation and service needs, by laying-off and furloughing
employees, or by passing costs down to local government. Less than four months
into the new fiscal year, the signs of budget stress are already beginning to
reappear in Maryland, Montana, New York, New Jersey, and Connecticut. There
are more to come.
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Impact on Pension Funds

Without a doubt the state and local fiscal crisis has had a2 devastating and
immediate impact on public pension funds. We have seen numerous attempts,
some successful, to ease budget deficits by changing actuarial assumptons, by
delaying contributions, by reducing benefirs and more. A New York Times front
page story on July 21, 1991 reported that at least 18 states have delayed or reduced
payments to their pension plans in the last two years, or are considering doing so.

1 would like to discuss three situations; the States of California, New York
and West Virginia to illustrate the problems which threaten our public sector
retirees.

As part of California Governor Pete Wilson's budget overhaul plan this year,
he proposed structural reform of the $63 billion public retirement system,
CALPERS, as a way to seize control of the fund. The agrecment Wilson reached
with legisiative leaders from both parties is part of a comprehensive plan to solve
the state’s $14.6 billion deficit. It contains numerous components, including new
taxes to raise revenues and reform of the state retirement system.

‘The proposal not only restructures the 13 member independent Board of
Administrators intoc a smaller, more political group controlled by the Governor, but
also decreases benefits under the plan. The state would rccapture $1.6 billion of
the retirement fund’s investment profits for deficit reduction. It would also change
the retirement formula to reduce future cost-of-living adjustments for retirees and
base their benefits on 2 new formula.

In my opinion Governor Wilson's actions are a blatant power grab that
reaches into the pockets of every employee, retiree, and their family to yank out
their retirement savings. It is inexcusable and in the private sector, such actions
would not be possible.

Another example of action threatening pension rights has occurred in New
York State and is the subject of pending litigation. A lawsuit, in fact, was filed by
the Civil Service Employees Association Local 1000 of AFSCME to reverse the state’s
decision to change from the "aggregate” to the “projected unit credit” actuarial
funding method. We are opposed to the accounting change because it would have
the affect of reducing the state’s current pension contributions. This suit is sdil in
discovery but may be heard in a few more months. This case, also like California,
represents a diversion of public funds to non-pension purposes. It will also burt
pensioners and set a bad precedent. If New York and California can get away with

such power grabs any state in the country can t0o. s\

RO _BRE N an a4
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In West Virginia, beginning with the 1985-86 fiscal year (FY 86), the
governor’s annual budget request included less money for the state retirement fund
than was recommended by the system’s actuary and requested by its trustees. This
worsened to the point that the governor’s budget request for FY 88 did not include
anything for thé statewide pension system.

At the same time that the Governor was requesting too little or no money,
the legislature was directing various state agencies to withhold all or part of their
pension appropriations to be used for general fund purposes. For example, during
FY 88, the governor requested zero pension money. The legislature appropriated
more than $7.5 million anyway, but then "transferred and expired” that
appropriation in February 1988, so that it could be used for general governmental
purposes.

"A public employee retirement association finally sued the governor and also
the state legislature. The West Virginia Supreme Court, held that the governor had
the duty to include the actuarially determined funding requirement in the budget,
and the legislature had the duty to appropriate the funds and not to divert them to
other purposes.

These are just a few of the many examples of the increasing attempts by state
and local governments to assert control over public pension funds and to use them
for purposes other than that for which they were intended. Given the current fiscal
crisis it comes as no surprise that state and local governments have turned to the
nearly $800 billion in pension assets. This is nothing new. It has been going on
for years. But, what is sometimes forgotten is that these monies represent deferred
wages and future financial security of millions of public employees. And,
furthermore, these monies belong to the participants, and must be used for their
exclusive benefit. Within this framework, investments that contribute to the
economic health and vitality of state and local governments and their citizens, and
meet other policy objectives should be considered by the trustees.

In addition, we believe that pension funds should not be used to finance
unproductive merger and takeover activities, or investments which result in the loss
of jobs or undermine the local community. Too many times pension funds have
been used for these questionable purposes and it has to stop.

A Call for Federal Protection -

o We ﬁrmly believe that Congress must pass Federal legislation which would:
(1) prol:ect the interests of participants and beneficiaries in public employee
retirement systems; (2) require disclosure and reporting to plan participants and
their beneficiaries, employers, employee organizations and the general public of
financial and other information about such plans; (3) provide a federally
guaranteed program to promote and protect the investments of non-profit,
institutional investors in certain economically targeted investments, such as
affordable housing, protection and improvement of the environment; (4) expand

3
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the Pension Benefit Guarantce Corporation (PBGC) insurance program to include
public pension plans; and (5) enact fiduciary and reporting standards for public
pension plans similar to the requirements of private plans mandated under the
Employee Retirement Income Security Act of 1974 (ERISA). Further, such
legislation should include a provision for joint trusteeship with equal
representation for plan participants.

Mr. Chairman, these five points are consistent with the resolution adopted,
October 4, 1991 by the Public Employee Department, AFL-CIO on Investment and
Control of Public Pension Assets.

The federal government has a responsibility, at 2 minimum, for insuring that
minimum reporting, disclosurc and fiduciary standards are met by state and local
government retirement systems. Since the enactment of ERISA 17 years ago, such
standards have been required of the private sector, public pension plans have been
teft out. The Pension Task Force Report on Public Employee Retirement Systems
issued a report in May 1978, delineating serious deficiencies in public plans - in
the areas of funding, reporting and disclosure, and fiduclary practices. While some
improvements have been made at the state level, they have been piece-meal and
they have not prevented the pension crisis that we are discussing at this hearing.

Some state pension plans still have large unfunded liabilitles. Not all plans
set employer contributions on an actuarial basis, or even conduct actuarial
valuations on an annual basis. But, most troubling, nothing prevents ralds on such
funds to alleviate budgetary crises. In addition, current reporting and disclosure
practices of state and local pension plans are totally inadequate. Many plans fail to
provide the most basic information on the financial condition of the plan on a
routine basis. Some participants are unable to get such information even when
they request it.

Mr. Chairman, these requirements are minimum federal protections that are
needed and should be considered by Congress. The cxamples I have outlined
illustrate the need for greater oversight and scrutiny over the deferred wages of
public sector employees.

The hearing you are holding today is a good beginning and on behalf of our
members I thank you. But legislation is needed. We are eager to work with you
and your staff to develop and enact meaningful pension protections for public
workers.

Mr. Chairman, that completes my testimony. I would be happy to answer
any questions you and the other members of the committee may have.

Thank you again for the opportunity to testify.

b
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Chairman RoyBaL. Thank you. Mr. Cordtz.

STATEMENT OF RICHARD W. CORDTZ, SECRETARY-TREASURER,
SERVICE EMPLOYEES INTERNATIONAL UNION, AFL-CIO, CLC

Mr. Corprz. Yes. Thank you, Mr. Chairman. I am Richard
Cordtz, Secretary-Treasurer of the Service Employees International
Union, AFL-CIO. SEIU appreciates this opportunity to testify on
the control and the use of public pension funds by State and local
governments. With your consent, I would like to enter our full
statement in the record. :

SEIU represents more than 975,000 members working for a vari-
ety of public and private employers. Our members have negotiated
pension plans with their employers at all levels of government
across the country. SEIU strongly supports Federal protections for
all pension plans whether the plan participants are public or pri-
vate employees. .

The stakes in this struggle to protect retirement savings are
high. The assets of the State and local government pension plans
exceed $800 billion at this time. This $800 billion was accumulated
by employees who deferred wages in exchange for future financial
security. Our public sector members feel that their retirement sav-
ings are threatened. In at least 18 jurisdictions including New
York, Illinois, California, Maine, and Texas, public employers have
attempted to raid public pensions in a misguided attempt to bal-
ance their budgets.

Earlier this year in California, Governor Wilson sought to divert
$1.6 billion in assets from the $63 billion Calpers’ fund to ease the
budget crisis. He also created a multi-tier benefit system that will
leave future retirees much worse off than under the present
system. Furthermore, Governor Wilson sought the power to ap-
point the fund’s actuary in order to control contribution levels.

SEIU is fighting these attacks through litigation and a State
ballot initiative that would, among other things, reverse Governor
"Wilson’s benefit cutbacks. Unfortunately, California is not the ex-
ception to the rule. In State after State, governors have changed
funding formulas to reduce their contributions as part of the
budget crisis.

In Connecticut, SEIU members have filed a grievance to block a
reduction in the State’s pension contribution as part of a solution
to the $2.8 billion deficit. The governor is reducing contributions to
the pension fund by $520 million over the next 3 years. At SEIU
we believe that examples such as these indicate an urgent need to
extend broad Federal protections that are available in the private
sector to public sector pension plans.

Specifically, certain provisions of the tax code, ERISA, and our
labor laws provide uniquely powerful safeguards for pensions.
These protections should be extended to the public sector. These
provisions are the exclusive benefit rule, reporting requirements,
and employee representation in plan governance. Each of these
provisions has proven effective and workable in the private sector.
They significantly reduce the risk of arbitrary or unilateral alter-
ations in pension plans. These legal protections are discussed in
detail in my written testimony.
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I would like to focus my oral comments on the representation
issue. Federal requirements for participant representation and plan
governance must be instituted. It is crucial that plan participants
be assured that their interests are represented in decisions over
contributions and investments. There is no consistent form of gov-
ernance of State and local plans. States have boards of trustees
ranging in size from 1 to 17 members. In one case, as you heard my
colleague talk about New York State, only one party will control
over the fund investment, and that is the State comptroller. About
one-third of the States do not include any members explicitly desig-
nated to represent participants.

We urge Congress to institute representation rights such as are
accorded to the participants in private sector multiemployer pen-
sion plans to public sector workers. It is crucial that boards of
trustees be composed equally of members appointed by the employ-
er and representatives of the participants in the pension plan. The
pressure on public funds is likely to intensify in coming years, and
unless we repair the fiscal foundations of Federal-State relations,
governments will continue to be forced into making impossible
choices among cutting essential services, raising taxes in a reces-
sion, or reneging on a pension promise to their employees. The Fed-
eral Government must fully shoulder its responsibility for national
priorities like health care reform and rebuilding the infrastructure.

In closing, I would like to comment and commend these commit-
tees for continuing to examine the problems affecting the State and
local pension funds. Please, please support an extension of rights
long held by the private sector to the participants in the publxc
sector pension plans. Thank you.

[The prepared statement of Mr. Cordtz follows:]
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Representative Roybal, Representative Stark, members of the Committees. Iam Richard W.
Cordtz, Secretary-Treasurer of the Service Employees International Union, AFL CIO. The
Service Employees International Union appreciates this opportunity to testify on the control
and use of public pension funds by state and locel governments,

The Service Employees International Union represents more than 975,000 members working
for a variety of public and private employers. SEIU members have negotiated pension and
other deferred compensation plans with their public sector employers at ail levels of
government across the country. SEIU strongly supports federal protections for all pension
.. plans whether the plan participants are public or private employees.

The stakes in this struggle to protect retirement savings are high. Pubic pension funds have
grown eight fold since 1975 and are a tempting source of funds for state and local governments.
The assets of state and local government pension plans exceed $800 billion at this time. This
$800 billion was accumnulated by employses who deferred wages in exchange for future financial
security. . ’

TOTAL ASSETS OF PUBLIC PENSION PLANS

Of Stote ond Locel Governments

ke of Dolars

Our public sector members feel that their retirement savings are threatened. Their pension
assets have been put on the table in recession driven budget negotiations. In at least 18
jurisdictions, including New York, Hllinois, California, Maine, and Texas, public employers
have attempted to adjust contributions, change governance, or divert assets of pension plans.
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Earlier this year in California, Governor Wilson sought $1.6 billion in assets from the $63
billion in the CalPERS fund to ease the budget crisis. Healso created a multi-tier benefit system
that will leave future retirees much worse off than under the present system. Under Governor
Wilson’s plan, two accounts that accrue "surplus” investment earnings to provide low income
retirees with cost of living adjustments would be eliminated. Furthermore, Governor Wilson
sought the power to appoint the fund’s actuary in order to control contribution levels.

SEIU is fighting these attacks through litigation, and a state ballot initiative that would
constitutionalize the governance structure of CALPERS in addition to tevemng Governor
Wilson’s benefit cutbacks.

In Connecticut, SEIU members have filed a grievance to block a reduction in the state’s
pension contribution as part of a solution to the $2.8 billion deficit. The Governor is reducing
contributions to the pension fund by $520 million over the next three years by withholding $210

" million this year, followed by $160 million next year and $150 million the year after. The
Liability for the omitted contributions will be amortized over a 40 year period.

In Texas, the state comptroller proposed a major restructuring of that state’s public pension
funds, including repeal of the current law stipulating the range of permissible state pension
contributions. Although only portions of that proposal were adopted, the legislature did
establish a new investment committee composed of top level elected officials to assume the
actuarial functions and generally oversee funding issues now handled by individual state
pension fund boards.

At SEIU, we believe that examples such as these indicate an urgent need to extend protections

available in the private sector to public sector pension plans. Private sector pension plans have

long been carefully protected by federal laws and regulation including the Internal Revenue

Code (IRC), the Employee Retirement Income Security Act (ERISA), and the National Labor

Relations Act (NLRA). These statutes ensure that the-employees whose labor builds the
pension fund and are entitled to benefits under it actually receive the benefits; that it is a trust

fund, and that, if necessary, participants and beneficiaries can go into court and obtain the

benefits to which they are entitled. The federal protections for private sector plans are long-

standing, clear, and workable.

Turge Congress to extend similar protections to the participants in public sector pension plans.
In each of the examples mentioned before, decisions were made that deeply affected the plan’s
participants and beneficiaries. Yet, each time the government pension plan wasput in play, the
plan’s participants were at risk because they lack several of the most basic protections available

- _to private sector employees.
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While SETU supports broad federal protections for participanis in public sector pension plans
certain provisions of the IRC, ERISA, and the NLRA are uniquely powerful safeguards.
These provisions are the exclusive benefit rule, reporting and disclosure requirements, and
requirements for representation in plan governance. Each of these provisions hag proven

. effective and workable in the private sector. They significantly reduce the risk of arbitrary or
unilateral alterations in pension plans,

First, we need ensure that pension assets are used for the exclusive banefit of plan participants
and beneficiaries. Theexclusive benefit rule is 2 longstanding concept in equity and commen
. law. Under the rule, a trustee bears an unwavering duty of complete loyalty to the beneficiary
" of the trust, to the exclusion of the interests of all other parties. The exclusive benefit rule
grants significant discretion to trustees in the manner of discharging the "unwavering duty”.

Theexclusive benefit rule underpins the federal laws that protect private sector pension plans.
For example, the Internal Revenue Code states that a qualified pension plan must make
impossible "for any part of the corpus or income to be. . . used for, or diverted to , purposes
other than for the exclusive benefit of his employees or their beneficiaries .. .". 26 U. 8. C. Sec.
401(a)(2). The Employee Retirement Income Security Act of 1976 (ERISA) states that a trustee
must “discharge his duties ... solely in the interest of the participants and beneficiaries .. .". 29
U. S. C. Sec. 1104(a)(1). The National Labor Relations Act states that the assets of union
welfare funds be administered “for the sole and exclusive benefit of the employees . . . and their
families and dependents .. ." 29 U. 8. C. Sec. 186(c)(5).

Yet, these three federal laws do not effectively extend the benefits of the exclusive benefit nule
to participants in state and local government pension plans. The Internal Revenue Code
applies to government plans, but the only remedy for violation is revocation of the plan’s tax
exemption. As a result, the only IRC penalty for a public plan that violated the exclusive
benefit rule would be to tax the employees covered by the plan on their pension benefits. Such
a penalty is little help to a public sector employee.

Both ERISA and NLRA have categorical exclusions for state and local governments.
Therefore, state and local government employees can not turn to protections available to
private sector employees under either statute. We need to act to extend coverage of the
exclusive benefit rule in these statutes to public sector employees.

The Public Employee Division of the AFL CIO recently passed a resolution in suppon of the
exclusive benefit rule.
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RESOLVED: That the AFL CIO reaffirms its position that the
assets of public pension funds represent the deferred wages and
future economic security of plan participants, belong to the
participants, and must be used for the exclusive benefit of
participants. Within this framework, plan investments that
contribute to the economic health and vitality of state and local
governments and their citizens, and meet other policy objectives,
should be considered by trustees.

. Extension of the rule to government plans would clarify the responsibility assumed by a
pension plan fiduciary. Trustees and other fiduciaries have a responsibility to act to protect
their pension plan from unilateral or arbitrary actions by the employer. A fiduciary of a state
or local government plan could take economic conditions into account together with all the
other facts and circumstances in establishing the terms, including the interest rate, for
contributions to the pension plan. The fiduciary would not be able to claim "that, although he
had conflicting interests, he served his masters equally well or that his primary loyalty was not
weakened by the pull of the secondary.” Woods v. City National Bank & Trust Co., 312 U.S.
262, 269. In addition, federalization of the rule would set uniform national standards under
a widely applied statute. While many states have some common law protections for trusts,
their standards for application vary widely.

Second, federal protections need to set out reporting and disclosure requirements for state and
local government pension plans. Under ERISA, private sector plan administrators are required
to furnish summary plan description and certain financial statements to participants and
beneficiaries. 29 U.S.C. Sec. 1021(a) In addition, plan administrators are required to file plan
descriptions, modifications and changes, and annual reports with the U.S. Secretary of Labor.

ERISA benefits for reporting and-disclosure should be extended .to government plans. If
extended, our members would receive information ‘about their plan benefits, conditions for
receiving the benefits, assets and liabilities, and the administrator of the plan. This crucial
information would assist our membersin planning their retirement, and clearing up difficulties
with their pension as necessary.

Third, federal requirements for participant representation in plan governance must be
instituted. There is no consistent form of governance of state and local plans. States have
boards of trustees ranging in sized from 1 to 17 members. (see Public Pension Plans: the Issues
Raised over Control of Plan Assets, Congressional Research Service Serial No. 101 P, May
1990) The boards include elected, appointed, and ex officio members. In some cases,

4
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requirements exist guaranteeing representation by plan participants. Yet, in one case, New
York State, the only party with contro} over fund investment is the State Comptroller. The
majority of States include representatives of plan participants, but about one third do not
include any members explicitly designated to represent participants.

Trustees generally hold two key responsibilities: supervision of compliance with the terms of
the pension agreement between the sponsoring public employer and the employees, and broad
power over investment policy. As was mentioned earlier, public employers are exerting wide
spread pressure to cutback on-contributions to pension plans. In California, Connscticut,

.. Texas, the employers all attempted to severely restrict their contributions to their retirement

systems. In California and Texas, the public employer seize control of the contribution level
byreplacing the actuary who determines necessary contributions, orchanging thecontribution
formula.

Nationally, this pressure on contributions has resulted in massive underfunding of public
pension plans. Out of every four dollars of pension liability incurred by today’s public
employers, one dollar is left as a bill to future generations for unfunded pension liabilities. A
recent survey showed that public pension plans, overall, have assets sufficient to cover about
75 percent of their liabilities. Public Pension Funds’ Investment Practices. National Conference
of State Legislatures. February 1990. Investment policy has also been similarly flawed. Public
pension assets were a key source of funding for the explosive growth of leveraged buyouts
during the 1980’s.

1t is crucial that plan participants be assured that their interests are represented in decisions
over contributions and investments. We urge Congress to institute represeatation rights such
are accorded to participants in private sector multi employer pension plans to public sector
workers. It is crucial that boards of trustees be composed equally of members appointed by
the employer, and representatives of the participants in the pension plan.

The pressure on public funds is likely to intensify in coming years. Unless we repair the fiscal
foundations of federal-state relations, governments will continue to be forced into making
impossible choices among cutting essential services, raising taxes in a recession, or reneging on
a pension promise to their employees. We must reverse this decline in federal aid to states and
localities. Thefederal government must fully shoulderitsresponsibilities for national priorities
like health care reform and rebuilding the infrastructure.

Inclosing, I would like to commend these Committees for continuing to examine the problems

affecting state and local pension funds. Congress hasexamined these problems before without
acting. Since government plans wereexcluded from ERISA in 1974, legislation wasintroduced

5
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in several sessions of Congress. These bills did not pass despite continuing evidence of danger
to the participants in state and local pension plans. Let us work toward crafting a solution to
the budget problems of the nineties that does not endanger our public servants retirement
savings. Please support an extension of rights long held by the private sector to participants
in public sector pension plans.
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Chairman RoyBaL. Thank you. The Chair recognizes Mr. Schnei-
der. :

STATEMENT OF ARNOLD M. SCHNEIDER, EXECUTIVE DIRECTOR,
AMERICAN ASSOCIATION OF CLASSIFIED SCHOOL EMPLOYEES

Mr. Scunemer. Thank you. Mr. Chairman, my name is Arnie
.Schneider, and I am the Executive Director of the American Asso-
ciation of Classified School Employees. In behalf of the one-quarter
of a million people we represent, I appreciate the opportunity to
testify before your committees today on the abuse of retirement
savings trust funds of public employees.

Classified school employees are the backbone of our public school
system, and without them no school could function. Our members
include custodians, school food workers, bus drivers, maintenance
and security personnel, secretaries, clerical workers, teacher aides,
library technicians, and the others who ensure that the essential
services that keep our schools running are performed each and
every day.

Although the services performed by classified school employees
are necessary for schools to function, many of these workers are
amongst the lowest paid public employees in our country. Because
retirement benefits are based upon pay during active employment,
our pension checks are among the lowest of retired public workers.
Nationwide, the average pension for retired public sector workers
is, approximately, $7,400. But for retired school employees it is
much less.

In the South, our affiliate, the Alabama Association of Classified
School Employees, reports that retired school bus drivers and food
service workers get less than $6,000 per vear after 30 years of serv-
ice. In the West, our affiliate, the Oregon School Employees Asso-
ciation, reports that retired bus drivers and food service workers
receive annual pensions of, approximately, $5,600 after 30 years of
service.

If low income retirees and pensioners lose their pensions, they
can not easily go back to work. That is why we are so threatened
by politicians who are stealing money from our pension plans or
shortchanging them to such an extent that there may not be
enough money in them for tomorrow’s retirees. ‘

Mr. Chairman, there may be witnesses who will come before this
committee and say, “Why worry? These public pension funds are
rolling in money. There is $720 billion in some 2,400 public employ- -
ee pension funds. What is the problem?” Well, the answer is that a
failure to properly fund these retirement savings plans by employ-
ers now or their raiding of these funds will result tomorrow in situ-
ations that our people in Oklahoma are currently facing today.

We represent the Education Support Personnel of Oklahoma.
They are participants in the Oklahoma Teachers’ Retirement
System. The Oklahoma system, with $2 billion in assets, needs an-
other $3 billion to properly fund their plan today. Right now, this
underfunding is resulting in a negative cash flow, meaning retire-
ment benefits are being paid out at a rate faster than contributions
and earnings are being paid into the system. By the year 2015,
assets will be exhausted. The plan will be insolvent. It will be on a
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pay-as-you-go basis requiring $800 million a year in cash from tax-
payers to pay retirement benefits for some 43,000 retired workers.
We are witnessing the disintegration of retirement savings trust
funds through diversion and expropriation.

It is not the same as the savings and loan crisis. It is worse. For
the most part, personal savings lost in the collapse of thrift institu-
tions were replaced by Federal insurance programs. There is no
such program to make whole the retirement savings of public em-
ployees. They are not covered by the Pension Benefit Guaranty
Corporation.

There are three primary issues. First, public employers are not
meeting their obligations to properly fund their workers’ pension
plans. Oklahoma provides a prime example of this. Secondly, they
are using these retirement savings trust funds as slush funds to fi-
nance public debt and government operations. Governor Pete Wil-
son’s raid of the California Public Employment Retirement System
is but one example of this. Governor Mario Cuomo has proposed
-using public employee pension funds to finance public works. In
West Virginia, almost $100 million was diverted to maintain high-
ways. Elsewhere, public officials are encouraging and threatening
to legally mandate retirement savings.to underwrite local business-
es, from failing savings and loans in Kansas to a car dealership for
a Rockefeller in Arkansas, even a sorority -house expansion. And,
thirdly, there is certainly the potential for great abuse by the trust-
ees.

Across this land there are State constitutional and statutory pro-
tections for public employee plan beneficiaries. But the very public
officials who have taken oaths to uphold the constitutions and stat-
utes are violating them. Are there Federal protections? No. Public
workers are not covered by the Employee Retirement Income Secu-
rity Act, ERISA. The American Association of Classified School
Employees urges that Congress consider adopting- ERISA-like pro-
tections for 12 million active public employees and 4 million retir-
ees currently.

Mr. Chairman, the balance of my testimony contains examples of
the issues and problems I have raised. I ask that my entire testimo-

-ny along with exhibits be made part of the record of this hearing,
and thank you very much for the opportunity to be here.
« [The prepared statement of Mr. Schneider follows:]
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Mr. Chairman, my name is Arnold M. Schneider, and | am Executive Director
of the American Association of Classified School Employees (AACSE). In behalf of
the quarter of a million people we represent, | appreciate the opportunity to testify
before your Committees today on the abuse of retirement savings trust funds of
public employees. )

Classified school employees are the backbone of our public school system,
and without them, no school could function. Our members inciude custodians,
school food workers, bus drivers, maintenance and security personnel, secretaries,
clerical workers, teacher aides, library technicians and others who ensure that the
essential services that keep our schools running are performed each day.

Although the services performed by classified school employees are neces-
sary for schools to function, many of these workers are among the lowest paid
public employees. Because retirement benefits are based upon pay during active
employment, our pension checks are among the lowest of retired public workers.
Nationwide, the average pension for retired public sector workers is $7,400. But
for retired school employees it is much less:

[ In the South, our affiliate, the Alabama Association of Classified
Schoot Employees, reports that retired bus drivers and food service
workers get less than $6,000 a year after 30 years of work.

o In the West, our affiliate, the Oregon School Employees Association,
reports that retired bus drivers and food service workers receive
annual pensions of about $5,600 after 30 years of work.

If low income retirees lose their pensions, they cannot easily go back to
work. That is why we are so threatened by politicians who are stealing money
from our pension plans or shortchanging them to such an extent that there may
not be enough money in them for tomorrow’s retirees.

Mr. Chairman, there may be witnesses who will come before you and say,
"Why the worry? These public empioyee pension funds are rolling in money.
There is $720 billion in some 2,400 public employee pension plans.”

The answer is that a failure to properly fund these retirement savings plans
by employers or their raiding of these funds will result tomorrow in situations
nationwide that our members in Okiahoma face today.

We represent the ‘members of the Education Support Personnel of Oklahoma
who are participants in the Oklahoma Teachers’ Retirement System.

The Oklahoma system, with $2 billion in assets, needs another $3 billion to
be properly funded, today. Right now, this underfunding is resuiting in a negative
cash flow -- meaning retirement benefits are being paid out at a rate faster than
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contributions and earnings are being paid into the system. By the year 2015,
assets will be exhausted. The plan will be insolvent. It will be on a pay-as-you-go
basis, raquiring $800 million a year in cash from taxpayers 10 pay ratirement
benefits to 43,000 retired workers.

We are witnessing the disintegration of retirement savings trust funds
through diversion and expropriation.

It is not the same as the savings and loan crisis - it is worse. For the most
part, personal savings lost in the collapse of thrift institutions were replaced by a
Federal insurance program. There is no such program to make whole the retire-
ment savings of public employees. They are not covered by the Pension Benefit
Guaranty Corporation. )

There are three primary issues:

1. Public employers are not meeting their obligations to properly fund
their workers’ pension pians. Okiahoma provides an example of this.

2. They are using these retirement savings trust funds as slush funds to
finance public debt and government operations. Governor Pete
Wilson’s raid of the California Public Employees’ Retirement System is
but one example of this.

Governor Mario Cuomo has proposed using public empioyee pension
funds to finance public works projects. In West Virging, almost $100
million was diverted to maintain highways.

Elsewhere, public officials are encourging and threatening to legally
mandate ratirament savings to underwrite local businesses — from
failing savings and loans in Kansas to a car dealership for a Rockefeller
in Arkansas - even a sorority housa expansion.

3. There is potential abuse by Trustees.

Across this land, there are State constitutional and statutory protections for
public employee plan beneficiaries. But the very public officials who have taken.
oaths to uphold their constitutions and statutes are violating them,

Are there Federal protections? No. Public workers are not covered by the
Employee Retirement Income Security Act — ERISA, The American Association of
Classified School Employees urges that Congress consider adopting ERISA-like
protections for 12 million active public employees and 4 million retirees.
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it was similar abuses in the privafe sector that resulted in the enactment of
ERISA in 1974. If public employers were subject to the same standards as their
private sector counterparts under ERISA,; some elected officials today would be in
jail. :

OREGON

Mr. Chairman, | noted that one area of concern is potential abuse by
trustees. An example can be found in the Oregon Public Employees Retirement
System which became the shill for the leveraged buyout crap games run by
Kohiberg, Kravis, Roberts (KKR) in the 1880's.

- KKR developed schemes in which front money was put together to buy
companies — with the bulk of the financing for the deals coming from junk bonds. _
For the leveraged buyout of RJR Nabisco, KKR’s seed money came from the State
pension plans of Oregan, Washington, New York, Wisconsin, lllinois, lowa,
Massachusetts, Montana, Michigan and Utah. Some 55 percent of $5.6 billion

-raised to do the RJR Nabisco deal came from these State trust funds.

| offer for the record of this hearing an article that appeared in The New ~
York Times Magazine of May 5, 1991 (Exhibit 1) by Sarah Bartlett. It is entitled
"Gambling with the Big Boys" and it is taken from Ms. Bartlett’s book entitled The
Money Machine. Ms. Bartlett details the following: ’

o KKR made palitical contributions to some elected officials who sat on
the boards of these State plans and made decisions to contribute
hundreds of millions of dollars from worker retirement trust funds to
KKR.

° An Oregon pension fund fiduciary who fronted for KKR and encour-
aged other State plans to invest asked KKR to allow him to make
personal investments in their deals. KKR refused until he: left the
State’s service. .

These may not be examples of illegal conduct. However, rewarding fiducia-
ries for their investment decisions and contributions by investment advisors to
politicians on trust fund boards are, at least, sleazy.

But what is especially troubling is the use of worker retirement trust funds in
investments that tore apart corporations and resuited in thousands of other
workers losing their jobs. Furthermore, LBOs were speculative investments. ‘Why
were trust funds making such investments? There is at least one reason.
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Public employae pension fiduciaries are frequently elected officials. Thay
had political reasons for investing in LBOs. These investments were risky but they
offered the prospect of greater returns. The greater the investment income the
less the pubiic employer is required to contribute to the pension plans. That can
mean less reliance on tax receipts to fund the pension obligations.

Politicians and pension plan staffs in Oregon, Washington and other States
used the rewards from high risk investments to offset empioyer payments to the
retirement trust funds. They bet the farm, you might say.

OKLAHOMA

Gther public employers are not meeting thair obligations to properly fund
their public employee pension plans. One of the States with which we are con-
carned is Oklahoma, where our affiliate is known as Educational Support Personnel
of Oklahoma. These workers and retirees are beneficiaries of the Teachers’
Retirement System of Qkiahoma, which reported in its February, 1991 newsletter
for members that:

...[Thera will ba] a steady dacline in the financial condi-
tion of the Teachers’ Retiramant Systam, unless signifi-
cant changes are made in the level of funding provided to
the system.

...Not only will the numbaer of activa and retired members
Increase, but the annual benefit payments paid to ratirad
TRS members will grow from less than $300 million
today te mare than $1.1 billion by the year 2013. The
assets of Teachers” Retirement will continue to increase
for approximately the next 15 years, then they will de-
cline sharply as increased benefit payments require the
use of a larger partion of assats to meet annual obliga-
tions.

By the year 2015, assets will be exhausted, total liabill-
ties will ba aver $12 bhilifon, and tha System’s only
source of income will be member and amployer contribu-
tions. At that point the System will be on a ‘pay-as-you-
go~ basis and the State will have to provide $800 million
& year to pay banafits to approximately 43,000 ratirees.

While officials of the Oklahoma plan and the legisiature are not sitting idly by

watching the situaton deteriorate, they are, nevertheless, confronted with a
difficuit problem. The specific concern of the Amarican Associstion of Classified

4
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School Employees is that the current active members of our affiliate, Educational
Support Personnel of Oklahoma, may face their retirement years with a bankrupt
pension fund. There is $2 billion in the fund and it needs $3 billion more, today, to
be adequately funded. Mr. Chairman, | offer for the record of this hearing the
February, 1991 issue of Trends (Exhibit 2), a publication of the Teachers’ Retire-
ment System of Oklahoma which contains a report of this situation.

OTHER STATES

There are other examples. Among them is Maine. Earlier this year, the
Maine Governor signed into law a measure that defers $13.5 miillion in contribu-
tions to a teacher retirement fund until the beginning of the next fiscal year.
However, the legislation does not specifically require payment of the deferred
funds next year, and the $13.5 million may become part of the plan’s unfunded
liability. The Governor’s budget for the next two fiscal years calls for a savings of
$60 million annually by not paying the unfunded liability of the pension pians
covering both teachers and State employees.

And in Alabama, members of our affiliated Alabama Association of Classified
School Employees joined in a protest that stalled a plan this year by the State
Legislature to reduce the State’s $150 million budget shortfall by scaling back
contributions to the State pension fund. However, public employee advocates are
concerned that this victory will be short-lived. :

More and more, public employers view retirement savings trust funds as
slush funds to be used to offset government program costs, to shore up failing
businesses in the State or to provide capital for risky enterprises. Public officials
have diverted funds to highway maintenance; trust funds have been invested to
sustain failing savings and loans; and these funds are being targeted by Governors
as sources of capital to entice business into their States. For example:

L] The Kansas Public Employees’ Retirement System was used to pro-
vide funds to prop up failing in-State thrift institutions.

e . The Maryland public employees’ retirement fund is the subject of
current pressure from the Governor to help fund new high-tech ven-
tures in the State.

[ In West Virginia in 1989, a court-ordered audit revealed that the
- State’s Public Employees” Retirement System had been shortchanged
at least $86 million by the State Legislature. The ruling sustained
- allegations by a State employee union that the money had been
diverted to finance highway maintenance projects and other govern-
ment expenses: The audit also uncovered-that the State Department

5
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of Human Resources had made no contributions to the fund in three
years.

. In 1985, Governor Bill Clinton of Arkansas proposed and the legisla-
ture approved a law recommending that the Arkansas public employee
pension plans invest between five and ten percent of their assets in
home State ventures. As a result, the Arkansas Teacher Retirement
System made a $5 million loan to a hotel with a 23 percent occupan-
cy rate; loaned $300,000 to expand a sorority house; and loaned
$7.3 million 1o Winthrop Paul Rockefeiler for a car dealership.

o Last summer in Hlinois, the State Supreme Court temporarily barred
the State from using $21 million in state pension assets 1o heip
balance the budget.

® In New York City, Elizabeth Holtzman, the Comptroller, has proposed
using city pension funds to finance pay raises for teachers and to hire
aqditional police officers.

NEW YORK

in 1990, New York State virtually eliminated its contributions to the State
pension fund as part of a $984 million set of pension changes. These pension-
related changes accounted for approximately half of the savings needed to elimi-
nate the State budget deficit, including $385 million based on optimistic intarest
rate assumptions.

The rationale for this action is contained in "The Report of the (New York]}
Governor’s Task Force on Pension Fund Investment” in 1282. In a June 21, 1989
press release, Governor Cuomo adopted the recommendations of his task force,
which proposed using public as well as private pension trust assets to fund
government programs. At a press conference, he referred to the $2 trillion in
public and private pension plans by saying:

In this $tata, wa have great debt, a great demand. We
need wealth, and there it Is: nationwide, $2 trillion
worth of it.

Thasa funds, both public and private, receive engrmous
tax breaks. We all, therefore, have a right to be heard on
the subject of how they use Qur monay.

We have hundréds of billfions of dollars and we can’t find
money to build jails.... We have hundreds of billions of

8
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dollars and we can‘t find money to build roads and
bridges.

I mean, you can’t make a deal? You can‘t sit down and
say this is interesting.... We‘re interested in using the
pension fund.

Mr. Chairman, | offer for the record of this hearing a copy of the Governor’s
task force report (Exhibit 3); his June 21, 1989 press release along with excerpts
of his transcribed remarks at the press conference (Exhibit 4); and a response to
the Governor’s task force report by the Retired Public Employees Association, Inc.
{Exhibit 5}.

In addition, | would like to submit for the record of this hearing a commen-
tary on Governor Cuomo’s proposal (Exhibit 6) prepared by Joseph Wyatt, fiducia- ~
ry counsel for the California Public Employees’ Retirement System. Mr. Wyatt
says, in effect, that the Governor’s proposal runs squarely against laws pertaining
to trusts.

There are other examples of underfunding or directed investments that
would violate ERISA. However, | would like to explore in some detail case studies
of abuses in Texas and California.

TEXAS

Just a few months ago, the Texas State Comptroller proposed placing the
actuarial functions of the State’s two largest pension funds under the control of
the Governor, Lieutenant Governor and Comptroiler (within a new entity to be
known as the State Pension Funding Committee) instead of the independent boards
that currently oversee the funds.

A public plan’s-actuary makes the critically important assumptions regarding
investment income and benefit costs to the trust fund. The annual contributions to
the fund by State and other public employers are calculated on the basis of these
assumptions. With the actuary under the control of the employer, there is no
accountability to the plan, Board or the beneficiaries.

Thus, the actuary is free to make politically motivated assumptions regarding
plan earnings, and thereby, give credence to reduced contributions into the fund by
the State and local public employers.

Although the proposals to establish a new State Pension Funding Committee
and takeover the actuary were not successful, a recent special session of the
Texas legislature did approve reducing funding to the two retiree plans by the

7
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requested $142 million over a two year period. We expect that Texas politicians
will make another run at the retirement savings trust funds in the future.

in behalf of our affiliate, the Texas Association of Public School Empigyees,
we do not want this to happen. Public school amployees in Texas are members
and beneficiaries of the Teacher Retirement System of Texas, one of the primary
targets of the Texas Compuroiler. We agree with the Board of Trustees’ July 10,
1981 position paper {Exhibit 7) which expresses opposition to this and other
proposals which said:

Tha state constitution places management of the pension
trust fund in the hands of a board of trustess. Trustees
have the fiduciary responsibifity of loyalty and care in
exercising that management for which they are persanal-
ly liable....Any attempt to transfer this fiduciary duty
would ba of dubicus cansttutionality and contrary to es-
tabiished pension trust law principias.

The Board said that the proposed State Pension Funding Committee would,
in effect, constitute contral of the plan by the empioyer. Such control by private
sector employers is prohibited under ERISA and the Board said that it aiso may be
prohibited by the Internal Revenue Code: .

The recommended change raisas serious tax qualification
questions under Section 401(a) of the Internal Ravenue
Code because the fund would no longer be administered
in the exclusive interest of the participants and bene-
freiaries.

A second element of the proposed takeover of the worker trust fund has to
do with control of the operational budget. Currently, the Teacher Retirement
System of Texas obtains its operationai budget from the earnings of the plan, not
from state general funds. The Texas Comptroller wants to make the operational
budget of the plan a part of the appropriations process. Of this, the Board of
Trustees said:

Pension systems are unfke other state agancies in that
they are under the direction of a board of trustees en-
trusted with exclusive obligations of loyalty to and care
of the trust fund. The trusteas bear 3 parsonal liability
for the integrity of the fund and are legally charged with
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operating the agency solely in the interest of the benefi-
ciaries for the exclusive purpose of providing promised
benefits to participants and defraying reasonable ex-
penses.

.... Trustees have the authority and fiduciary duty to make
the necessary expenditures from the fund to carry out
the purpose of the trust. Constitutionally, trustees are
made responsible for administering the pension systems.

. These funds are not state funds; rather, they are private
funds under the control of the trustees who are respon-
sible to elected officials but who are primarily account-
able to the members and annuitants.

Placing the budget under the control of the appropriations
process supplants control of the funds by trustees, who
bear fiduciary responsibility for their disposal, with a
potentially politicized process.

The Texas legislature’s cynicism in these matters is reflected by its effort to
gag the trustees. In diverting funds from the pension plan this year, the legislature
. passed a law that provided:

None of the funds hereby appropriated, or dedicated by
constitutional provision, may be extended for lobbying on
behalf of the Teacher Retirement System or the constitu-
ency which it serves. Such prohibition shall include, but
is not limited to, correspondence or mailings and tele-
phone solicitation encouraging members and other inter-
ested individuals to lobby the Legislature or general public
in its behalf.

CALIFORNIA

While ihe Texas Teachers are threatened with the loss of control over their
own budget, plans in California never have had such control.

Take the California Public Employees’ Retirement System (CalPERS), which
' serves 750,000 active employees of the State, the State universities and 2,300
local government entities such as school districts, as well as 250,000 retirees and
survivars. Many thousand active members and beneficiaries of CalPERS are
+ members of our affiliate, the California School Employees Association.
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Through most of the 1980Q's, the workioad of CalPERS increased, but the
size of the staff has not expanded at a rate to meet tha challenge. For example, in
the 1986-87 fiscal year, 765 CalPERS employees provided servicas to less than
800,000 persons in the pian. By the last fiscal year, only 44 more employees had
been added to provide services to 150,000 more persons.

Notwithstanding the fact that the cost to administer CalPERS comes from its
earnings and not from the taxpayers or the State general fund, the Legislature and
the Governor controt its budget.

Over the years, the Legislature would authorize and appropriate funds for
added staff and the Governor would sometimes even sign such legislation. Too
cften, the Governor's Department of Finance would override the law and not allow
CalPERS to hire added personnel to meet its ever ingreasing workload. )

As a result, people - particularly the disabled and senior citizens — pay the
price in the form of cruel delays.

Some 40 percent of all applicants for disability and 35 percent of all industri-
al disability applicants are off the payroll for at least six months befare they receive
their first retirement checks - all because of the caprice of the Department of
Finance bureaucrats who will not allow CalPERS to hire a few employees.

For one woman at least, the delays pushed her onto the welfare rolls.
Beginning in May, 1930, she has engaged in a fruitiess series of efforts to get
through to CalPERS. In September, 1991, she wrote:

{1 am losing everything | own. | am selfing what faw
household possessions | have to pay utilities and housse
payments, and | am stifl 2-4 months behind in these.

Another retired public worker writes on September 25, 1991:

In early Agril | applied for retirement to be seffective Au-
gust 1. Since that tima | have spent considerable time
and monsy In long distance phone calls to complats the
terms....1 have been told variously that my file was mis-
Placed, that forms need to be processed, and that my
settlement would be speaded through.... Most racently
when | called | was told that it would take another three
weaks....] was further delivered a short sermon: Thers
arg retireas who have wafted longer than ! have and in
direr straits {How did sha know what | was living on
thase last two months} so 1 had better prepara to wait.

10
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The shortstaffing of CalPERS is also resulting in the plan being defrauded. -
Actual retirement benefits - the pensions - that retirees receive are based upon a
formula that involves their pay and length of service.

From time to time, some public employers, particularly small ones, such as
fire districts, will inflate their payroll records so that a favored retiring fire chief, for
example, can get a bigger pension.

One such example involves a fire chief who is receiving a pensioﬁ of more
than $70,000 a year, which is several times his actual salary when he warked for
a small fire district in the Sacramento area.

There are today only eight payroll auditors charged with reviewing the
payrolis of 2,300 employers of 750,000 persons, increasing at a rate of 18
-percent per year. These few auditors can conduct only limited, cursory reviews.
And their duties grow each month with 1,600 new retirees. CalPERS estimates
that losses in the many millions could be recovered with the addition of only six
auditors. Although the Legistature appropriated the funds for these auditors and
the Governor signed the law providing for them, the Governor’s Department of
Finance will not grant final approval.

This severe control by the State is impairing the exercise by the Board and
its staff of their fiduciary duties to administer the plan for the exclusive benefit of
active workers and retirees. CaIPERS‘ is daing the best it can but it needs help.

Last summer, the Governor took steps to assert even greater control over
CalPERS.

He sought without success to sack the current Board of Trustees and stack
it with his own puppets. Currently, a 13-member Board oversees the operations
and investments of CalPERS. This board consists of 6 members elected by active
and retired employee groups, 4 members appointed by the Governor, 1 chosen by
the State Legislature and, finally, the elected State Treasurer and Controller.

Pete Wilson said that the Board was not accountable to the taxpayers. The
record provides evidence of a different story. In 1966, for each dollar of revenue
paid into CalPERS: 34 cents came from employees; 39 cents from employers; and
27 cents from investment income. Today, for each dollar of revenue paid into the
plan: 11 cents comes from employees; 18 cents comes from employers, and 71
cents comes from investment income.

The earnings on CalPERS investments, which have not included junk bonds

or leveraged buyouts, have actually reduced the employer contributions to the
plan. Indeed, in the past 5 years, employer contributions have been reduced by

1
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$2.1 billion because of CalPERS investmant performance. In the past 10 years,
the State employer’s rate, alone, has been decreased 38.5 percent.

With the help of the Legisiature, the Governor last summer eliminated two
supplemental accounts containing $1.6 billion. The earnings from thess accounts
ware used to restore the purchasing power of pensions paid to the cidest and
poorest retirees, Wilson did not actually remove the money from the trust fund.
As the State employer, he claimed thesae funds as credits against future employer
payments into the plan.

In addition to several other complex changes made in benefit structure
formulas, the Governor was also successful in stripping from the CalPERS Board
the authority 1o choose its own actuary, and instead, placing that responsibility in
the Office of the Governor.

Seme pension experts beliave that an actuary controliad by the Governor will
result in nearly $500 million in reduced contributions to retirement systems in the
naxt year.

In California, public employees are not taking this usurpation lying down.
Led by the California School Employees Asseciation, public employees have filed
suit against the Governor to prevent his expropriation of CalPERS funds, to nullify
the changes made to the retiree benefit structure and to return the authority to
appoint an actuary to the CalPERS Board where it rightfully belongs.

Mr. Chairman, | have provided examples of proposed and actual raids by
States led by Democrats and Republicans alike. Certainly, there appears 1o be
bipartisan disregard for these trust funds.

Under State Constitutions and statutes across the nation, public employee
retirement funds are to be used exclusively for retirement, disability, death and
survivors’ benefits and for the administration of the pension plans. Nevertheless,
elected officials sworn to uphold their constiutions and laws are simply ignoring
them.

RECOMMENDATIONS
in State after State, public employae retirement trust funds are under attack.

There is no Federal law to which we can turn to protect ocurseives, Thers are no
ERISA-like protections.

12
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The American Association of Classified School Employees recommends that

the Congress consider adopting legisiation to protect worker retirement trust funds
from the raids of Governors and other public employers. We recommend that the
legislation include the following:

1.

Fidugiary and prudence standards.
There should be uniform, national standards of conduct for fiduciaries,
specifying that their obligations as trustees are to make decisions for the
exclusive benefit of active participants, retirees and their beneficiaries. Fur-
thermore, the legislation should contain a "prudent person” rule. Both of
these standards are contained in ERISA.

niform re ing requirements.
While plans can use generally acceptable accounting standards, it is impor-
tant for warkers {(who do not have the skills of financial analysts) to be able
to compare and contrast the investment performance of their plan to other
plans. Therefore, there should. be uniform reporting requirements to enable
"consumers” to judge the investment performance of their pension pian.

Exclusive benefit ruje.
The plan shouid be administered for the exclusive benefit of active partici-
pants and retirees. This principle is basic to ERISA.

ri f plan tr over plan administration.
Decisions with regard to plan administration, including expenditures for
administration, should rest solely with the Board and not be subject to the
approval of employers. However, plans should be subject to employer audit
and oversight.

Penalties. :

Personal civil and criminal penalties should be imposed for breaches by fidu-
ciaries, including actuaries, as well as any person who impairs or impedes
fiduciaries in their implementation of the exclusive benefit rule, such as'a
representative of a public employer -- Governor, County Chief Administrative
Officer, School Board Member or Administrator, or City Finance Officer.

Enforcemen h the Federal

° Any employer, active employee, retiree, beneficiary, or organization of such

persons should have standing in Federal court to obtain enforcement.

#H#
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Chairman RoyBaL. Thank you, Mr. Schneider. Your entire writ-
ten testimony will appear in the record. I would like to start the
questioning off by asking Dr. Mitchell a question with regard to
the fact that there is no centralized reporting requirement in place
at the present time. Now, my question to you is how would you
structure a national system to collect uniform statistics on public
pension plans? :

Dr. MrrcHELL. I think that a good place to start would be to look
at some of the reporting requirements in ERISA. I understand that
there are a number of other issues where ERISA application be-
comes much more troublesome. But with particular regard to the
reporting, I think, for example, asking tax qualified public plans to
fill out and send in 5500 forms which are the standard reporting
forms that private sector plans have to send in would be greatly
beneficial because this indicates what amount of assets the plans
have, what types of liabilities they have, the numbers of retirees,
the actuarial assumptions that are required in estimating liabilities
and contributions. This would be a good place to start.

Chairman RoysaL. All right.

Dr. MitcHeLL. We have now seen the Department of Labor get to
the point where they have computerized the submission and tally-
ing of 5500 data in the private sector. I don’t think it would be ter-
ribly expensive to also move that over to the public sector.

Chairman RoyeaL. I am going to ask each one of you later on a
question that was asked of me as we went out to cast a vote, which
was, “what are we going to do about all of this?”’ Well, we are
going to ask for your recommendations. You have given us some
recommendations already in writing, but perhaps there is more
that you might want to add verbally. And I will come back to each
one of you on that one question. But for the time being, I would
like to ask Mr. McEntee to summarize the bad fiscal conditions
that one finds the States in. It seems to me that most of these
States are looking for revenue from somewhere, and that they are
almost bankrupt, so they are taking or dipping into these pension
plans. Is that the condition generally?

Mr. McEnTEE. Well, you asked me to sum it up. Let me sum up
the condition of the finances of State governments in a very gener-
al way. With the rare exception of maybe Hawaii and two others,
the situation at this time in our country is disgraceful. It is dis-
graceful for a whole variety of reasons, including Federal programs
put back to the States and not enough funding, the recession, the
burgeoning correctional and inmate problem, the whole variety of
other reasons that States find themselves in, just a disgraceful
fiscal condition, that we are in at the local level.

As you heard earlier, what they are doing is dipping into these
pension funds, to these dollars. When I heard the private sector
mentioned earlier today and that they are allowed to do certain
things, particular employers, well, I think it is important to keep
in mind that most of the pension systems in the private sector are
non-contributory. Most of the pension systems in the public sector
are contributory. In other words, in the private sector they are
making unilateral decisions by employers to dip into these funds,
and in the public sector usually one-third or thereabout of those
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funds are employee contributions to those funds. So it is not the
same. :

Another point I would like to make in regard to that is, and
someone once said if we don’t learn from history, we bear to repeat
it. All you have to do in terms of what is happening now is go back
to the Depression, back to a similar time that we now have in our
country back to the 193(0’s, and we found public employers doing
exactly the same thing. They did not make their contributions to
pension systems all across the country. :

I remember a particular Philadelphia case from that time. Phila-
delphia found itself with difficulty financially and then did not
make adequate contributions to the pension system. As a result
- they tried to decrease benefits. Then it was found, and someone
mentioned this morning it will be our children and grandchildren
that pay the price for this at some point in time, that Philadelphia
by virtue of a Court case, brought by this union, that Philadelphia
had to bring their contribution up to an actuarial base that made
some sense. As a result, they had to raise taxes. Many of the
States, cities, local governments, and school districts find them-
selves in exactly the same place today, and that is exactly what is
happening. ‘

Another point I would like to make because there was such refer-
ence to States here, is that we have great problems in States, but
in most States at least we have competent administrative person-
nel that are involved in running and overseeing the pension sys-
tems. We have thousands of local governments where the pension
system is run by possibly the country clerk or the personnel direc-
tor who has no expertise at all in terms of the system. So it is not
just a State problem, but it is magnified by thousands of local gov-
ernment not even having the minimum expertise that now is in-
volved in the State. :

Chairman RovBaL. Thank you. I would like to actually go back
again to the same question. We are told quite often that—and this
argument is sometimes raised against the need for Federal stand-
ards governing State and local public pension plans—we don’t need
any more laws, that we have State laws that are sufficient. What is
your opinion of that, Mr. Cordtz?

Mr. Corprz. Well, I feel, as all of us who have already testified,
that it is vitally important that now existing Federal laws, ERISA,
et cetera, that are on the books could be made applicable to the
public sector. And certainly the thing that we have to sell to the
Congress is the fact that there should be not only provisions made
that this would happen but that there be funding for the enforce-
ment of it. We have many laws on the books today covering various
facets of employment, but especially the one we are addressing
today on pensions that there is no provision.

Mr. McEntee just referred to actually millions of people in small
communities, counties, States, cities where there is a lack of man-
agement of these funds. The accountability or the total amount as
estimated in my earlier remarks of $800 billion is what we know.
There are probably half again that amount of money that we don’t
know about, and there is no accountability. And those poor people
in the public sector are not able to have any insurance to the fact
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that they will never be given a pension plan when they are entitled
to same.

Chairman RoyBaL. Mr. Schneider, do you agree with that?

Mr. ScHNEIDER. Mr. Chairman, what we believe is that there is a
need for legislation. We believe that legislation is necessary to
create fiduciary and prudence standards such as in ERISA. We be-
lieve there should be uniform requirements for reporting. There
certainly should be an exclusive benefit rule, and we also feel that
there should be penalties imposed on fiduciaries. who are in viola-
tion of the standards set up. We do feel, however, that the jurisdic-
tion should provide people such as employees, retirees, employee
organizations with standing to sue in Federal Court to obtain en-
forcement of these provisions.

Chairman RovsaL. Then you would extend that to permit suing
in Federal Court?

Mr. ScHNEIDER. Yes, sir. We would ask for a standing to sue on
the Federal statutes.

Chairman RovBaL. Because that is something new that has been
brought up before this committee which I think makes some sense.

Mr. ScHNEIDER. Yes, sir.

Chairman RoysaL. Mr. Stark.

Chairman StaArk. Thank you, Mr. Chairman. Arnie, I want to
just follow that along because it is one of the things that troubles
me, and it is my inability to understand the legal system herein,
and I think Mr. Wyatt referred to it earlier. I am in somewhat of a
quandary as to what we should do. I am not unmindful that we
coluld cause more problems than we could solve with capricious leg-
islation. .

And I think it is key, and I would ask all the witnesses, and I
think the Chair would be willing to keep the record open, to submit
to us after the hearing any specific recommendations that you
might have for what type of Federal legislation would help to solve
the problem. And as I say, I warn you all that with 50 different
States and 50 different sets of laws, that is not going to be techni-
cally an easy—something easy to account it. I do like, Arnie, your
suggestion of giving the people standing to sue.

Until a few weeks ago, I had a great deal of confidence in the
Federal Courts, and often they can act more expeditiously than we
can, and they often will take a judicious approach. So that I am
amazed at the results that can come out of Court, and I think that
that may be a quicker and more effective way for a variety of State
plans to get equity. But, again, I am not sure how we would ap-
proach that. Not being a lawyer, I would imagine we would get in-
volved with the Judiciary Committee, but I don’t know. And I
would look to the people that had interest in the hearings today to
submit to us because I think you have heard from all of the wit-
nesses today on both sides of the aisle that there is a broad con-
cern. And I would think that legislation of this nature that would
give standing to sue, for example, which would have little Federal
budget impact. We are looking around for things to do that don't
cost money. That is a welcome sort of a project in this town these
days. So to the extent you could provide us with some suggestions,
1 would appreciate it.
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But, secondly, I would like to try something, Arnie, with you.
And the reason I want this is we are going to, probably as a result
of these hearings and your prepared testimony, begin to look at
some of the aggregate problems. And I hope we can get a copy of
Joe’s chart which shows the California problem in a graphic sense.
So we will Have some great economic data here as to what is hap-
pening in a variety of States. But let us go back now just for a
moment to help us in explaining this to our colleagues to the 30-
year school district employee who you said comes out of the system
with $5,600 a year in a pension. Would it be fair to assume that
that person at whatever level of salary they had been would qual-
ify for anywhere near the maximum Social Security benefits? Let
us assume that California had been doing the right thing in paying
in the Social Security all these years, but in a sense would they be
anywhere near a thousand bucks a month in Social Security pay-
ments today? Maybe one of your colleagues there who is shaking
his head might have an idea. I don’t know. 600 bucks? I am trying
to_ .

Mr. ScHNEIDER. I am advised it is closer to five.

Chairman Stark. All right. So another $6,000 in Social Security.
So we are talking about someone who is looking at slightly under
$1,000 a month in an aggregate pension. Let us back up if we can
think back to where that person was. The person who entered the
system in 1980—this same employee—what would their aggregate
pension starting in 1980 and aggregate Social Security have been
about then? Just make a guess.

Mr. ScHNEIDER. It is beyond my area of expertise I must confess,
but we are going to get some information.

Chairman Stark. But I think you are going to get some expertise
handed to you. _

Mr. ScHNEIDER. We have about $300 to start.

Chairman Stark. On a pension?

‘Mr. SCHNEIDER. Yes.

. Chairman STARK. A month?
. Mr. SCHNEIDER. Per month.

Chairman Stargk. All right.

Mr. ScHNEIDER. And Social Security about $500 per month.

Chairman STARK. On Social Security?

Mr. SCHNEIDER. Yes. '

Chairman StaArk. All right. Now, if the system had worked the
way it is supposed to work in California, you had somebody retiring
in 1980 with their Social Security is, obviously, indexed and might
be a good bit higher today. Where would the $300 pension be for
that person today 10 or 11 years later that started at 300 if the
:}i?gem was supposed to work before the governor dipped into the

1117 '

Mr. ScuNEIDER. Well, what would happen there is that the cost-
of-living provisions that Mr. Wyatt showed us this morning that
used to be there would have come into give, approximately, 80 per-
cent of what they have lost to cost of living.

. Chairman StArk. Do you want to guess what that would have
raised that 300 to today?

Mr. ScuNEIDER. Oh, about 500.
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Chairman Stark. So almost or a little higher actually than the
person starting today?

Mr. ScHNEIDER. Yes.

Chairman Stark. All right. So what we are talking about is the
munificent sum of 200 bucks for somebody arguably who even if
their Social Security through the COLAs had gone to a thousand is
still living at not two times the poverty level of the State of Califor-
nia. Now, let us assume for a minute that they were wise and they
own their own home. Even that to put it into the context of an-
other problem that Chairman Roybal and I face all the time is this
person who retired in 1970 might have $15,000 a year in retirement
income out of which if they own their own home free and clear,
they would be paying taxes. Even at Prop-13 levels they would be
paying insurance, utilities, and whatever else. Can you tell me how
you advise your members if the average nursing home cost in Cali-
fornia just for rock bottom is 2,500 bucks a month—how do these
pecple manage to qualify? They are too rich for Medicale. What do
you tell them? How do they make this thousand bucks a month
pay a $2,000 a month—and that is if you can find a decent nursing
home at that in California—what do you tell your members to do?

Mr. ScuNEIDER. Mr. Stark, what happens is the people are living
at near or below poverty level, that they just cannot make ends
meet, and it is almost an impossible situation for them.

Chairman Stagk. So this is not Ivan Boesky?

Mr. ScuNEIDER. No.

Chairman Srark. This is not Donald Trump.

Mr. ScuNeiDER. No. We are talking about the lowest paid work-
ers. We are talking about the little people, and we heard a lot of
testimony this morning about who would pay for it 30 years from
now, et cetera. Well, I am going out every day and meeting people,
workers in the schools who—they don’t know about the. fiduciary
standards. They don’t know about actuaries. They know that they
are scared. And what they read in the paper scares them.

Chairman Stark. Well, let me just get a scenario of the people in
the State who are being denied services and paying for this. We
have increased the tuition in our State universities. As far as you
know that is correct? ‘

Mr. Scuneiper. That is correct. I have a son there. :

Chairman Stark. We have frozen the wages of most school em-
ployees. As far as I know that is correct. We are denying the ex-
pansion of highways and rebuilding earthquake damaged facilities.
We are not going to allow the new retirees an increase in their
pensions. So I guess what I am trying to paint a picture, what is
your average non-certificated school employee make in our area, in
m{] dilstrict where you live? What do we pay a cafeteria worker or a
school— :

Mr. Scuneiper. I am going to take a guess. If we put in every-
body, the average is probably going to be, and this is ballpark, in
the $7,000 to $8,000 range—in that vicinity.

Chairman Stagrk. A year?

Mr. Scuneiber. Yes, because remember we are talking about
people who are also working less than 40 hours a week.

Chairman Stark. Okay. So we have some of the richest people in
California whose wages are frozen, whose chance at a cost-of-living

52-556 0 - 92 - 5



124

increase is being eliminated, and it is kind of tough to live in our
area on $7,000 a year. I can’t help but just make an aside here, the
only suggestion we are getting from the White House is-that we
lower the capital gains tax. Now, if you can get me from that kind
of an economic suggestion to how I could deal with this person who
is making 7,000 bucks. a year, I would like you to, but please do it
later in writing because my eyes would glaze over.

_All I am trying to do, and see if I am right, is that we are dealing
here with some of the least adequately paid people. And even if
you take some, I suppose, of our highest paid jobs in California
other than executive jobs in the State service might very well be
our highway patrol of whom we are very proud. It is probably a
good job. It probably pays well. It probably has a high burnout
rate. ?But these are not munificent pensions. Is that a fair state-
ment? ’

Mr. ScHNEIDER. That is absolutely—

Chairman Stark. And the only hope has been that we have been
lucky and we have invested the money in California well so not
that we have been able to pay people more than they anticipated,
but we have just been able to almost keep up with inflation by
using the extra money that the governor now is taking to cover the
deficit. Is that a fair— ’ |

Mr. ScHNEIDER. That is a fair statement.

Chairman Stagrk. I think that it is incumbent on all of you, if
you can, to give us more examples because this stuff is pretty com-
plicated for those of us who don’t deal in these sophisticated num-
bers very often. Albeit, we risk the chance of it being called anec-
dotal, it is still important; I mean, for each of you who come from
other parts of the country to make sure that the Members of Con-
gress who represent you get a sense of who the folks are in their
districts who are impacted on these problems because I am sure
each State will be different. I happen to have a very parochial in-
terest in what is going on in my home State right now, but as we
have heard today, it is going on. And the temptation for other
States—I mean, this is a kind of viral idea that could spread much
more rapidly than I think any of you at the witness table would
like to see.

I just want to conclude by first of all thanking you for calling
this to our attention because it isn’t something—I am sure a lot of
your members haven’t figured out how they are being impacted,
and they won’t figure it out, unfortunately, till they have been re-
tired for 10 or 15 years in California, and also they figure out they
are a whole lot poorer than they thought they were. And then they
are the least able to correct that. They are the most fragile, the
least able to go back into the workplace and even if times picked
up and supplement their ravings. We need anecdotes in terms of
how this impacts people in Texas and in Mississippi and in Penn-
sylvania, in Oregon, in New York State because whatever we can
figure out to do to assist you, I am afraid we are going to need
enough votes to have a veto-proof vote. And we will look forward to
your help in that regard.

Mr. McENTEE. Could I just add one statement to that?

Chairman Stark. You sure can.
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Mr. McENTEE. The economic scenario that you present, as devas-
tating as it is in California, and we will be glad to provide you with
some data if you wish, is worse .in so many other places because
- there are no automatic cost-of-living adjustments in the majority of
pension plans across the United States for the public sector. What
happens in many States and local governments is that you have to
go back to that city council or you have to go back to that State
general assembly, and -they have to pass a separate bill maybe
every 2 years or maybe every 4 years to give some kind of cost-of-
living increase to these people. As a result, we have people out on
pension for a number of years so far behind the rise in inflation
that it is almost incredible that they survive.

If I could make one other point. Someone asked earlier about
people being affected and whether or not they can actually lose
pensions. AFSCME represents the city employees in Bridgeport,
and as the Congresswoman earlier this morning mentioned Bridge-
‘port. In Bridgeport, as you probably do know, the mayor filed for
bankruptcy. We were involved in the Court proceeding, and thus
far we have won the case, and they have not been declared bank-
rupt. What is important in that regard is this is all uncharted ter-
ritory in terms of the law. There are no bankruptcy protections for
the workers in city government and in State governments as there
are in the private sector.

And one of the questions when you say, well, maybe your own
members don’t question this or don’t know about it or maybe they
are not as concerned as they should be, well, our people in Bridge-
port were very concerned because in the laws of Connecticut they
are not insured investors. They are not on that list of protected in-
dividuals. So theoretically had they been able to go into bankrupt-
¢y, we have no idea what would have happened to the pension of
somebody who has 24 or 25 years in as a city employee. ,

Now, once again, it would end up in the Courts. Maybe you have

confidence in the Courts, but our confidence is lower than yours.
And maybe they get 15 cents on a dollar, Maybe they get a quarter
on a dollar. And these are the kinds of things we worry about.
There are people in Bridgeport who have already given up $4,000
in terms of wages and their fringe benefit packets just to keep that
city alive. And now there was a strong possibility that pensions
they had accrued, years of service, and a social contract between
the city and those workers could be broken by virtue of bankrupt-
cy.
Chairman Stark. Well, as you say, it is a scary proposition, and I
hope that we can find a way. As I say, right now I think our dilem-
ma is what type of legislation can—I mean, there is a certain pres-
sure. There is a certain amount of just calling attention to this and
hoping that you can embarrass enough State governments to do
the right thing. But beyond that, it seems to me—

Mr. McENTEE. We have tried that. We have tried to embarrass
them, and it doesn’t work.

Chairman Starx. And sometimes that is pretty tough, isn’t it?

Mr. McENTEE. Yes.

Chairman Stark. So we will try, and as I say, the admonition is I
don’t want to end up, you know, causing more problems than we
can solve. So we do look forward to the expertise that has been dis-
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played here this morning to help us figure out what legislation
would be most useful in solving this problem. Mr. Chairman, I
thank you for your indulgence.

Chairman RoyBaL. Thank you. Mr. Schneider, do you have any-
thing to add to all of this?

Mr. ScHNEIDER. Yes. I did want to follow up very quickly on one
point that Congressman Stark made. Mr. Stark, you talked about
the members of our association as probably not even being aware
of what is happening. But certainly as you know, in California the
people became aware because organizations such as ours and
people such as yourselves, the Congressmen of this committee,
have made them aware. There are other places where they are not
aware, and attempts to make them aware have been met with
some great cynicism.

I have a copy of a newsletter published by the Teacher Retire-
ment System in Texas dated July 15th, 1991, where the Teacher
Retirement System responded to raids and an attempt to usurp the
trustees’ authority to be able to manage the fund themselves and a
power grab such as we saw originally in California. And the re-
sponse by the legislature in Texas was to add a section to their
funding bill that said, “none of the funds hereby appropriated or
dedicated by constitutional provision may be extended for lobbying
on behalf of teacher retirement systems or the constituency which
it serves.”

That is not the best part. “Such prohibition shall include but is
not limited to correspondence or mailings and telephone solicita-
tion encouraging members and other interested individuals to
lobby the legislature or general public in their behalf.”” That is
what we call a muzzle where I come from. And it is very, very dis-
turbing. And part of our recommendation is to remedy that by put-
ting the operating budget and the administration of the plan in the
hands of the board of trustees of the plan.

Chairman StaRk. I wouldn’t worry about that. We have had. that
restriction in the defense budgets for years saying that defense con-
tractors can’t spend any of the Federal dollar to lobby Congress,
and if you believe that hasn’t happened, you got another guess
coming. So ignore that one, and figure that a cause will be heard in
spite of what the Texas legislature may try and do.

Mr. Corprz. Mr. Chairman, if I may have just a moment?

Chairman RovyBaL. Yes, Mr. Cordtz. ’

Mr. Corprz. Without taking more of the committee’s time, I have
a publication here, and when you asked for further information, it
happens to be the myths of State employee pensions. And that is
produced by the California State Employees’ Association. We
happen to represent a large number of those people. But there it
tells in detail and the problems of the individuals who are now on
pension over various spans of time; 12 years, 35 years, different
jobs and circumstances, husbands or wives who have become ill
and had to leave. And we would like to share that and whatever
other information. _

Chairman Stark. Yes. As I say, if we could take parts of that
newspaper leaving out the ads placed by Republican candidates for
re-election and put it in the record, I would ask the Chair for unan-
-1mous consent.
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Chairman RoysaL. All right. Without objection. That will be the
order. Yes, Dr. Mitchell.

See Appendix, p. 180, for supplemental material submitted by
Mr. Cordtz.]

Dr. MrrcHeLL. ] wondered if I could just support and, in fact, add
to some of my colleagues up here. I think that individual represent-
atives from certain States or certain groups give their picture.
What is still missing is an overview of what the whole system looks
like. And part of that problem comes about because we don’t have
full information on what the public sector arena looks like.

A recent survey peointed out that 6 out of 82 State plans and
teacher plans surveyed don’t even have enough assets to pay their
current retirees, and that 40 out of 82 State and teacher plans in-
cluding the District of Columbia have insufficient .assets to meet
their projected benefit obligations. So this isn't just one or two. -

Chairman Stark. Would those plans have a claim? Would they
have a claim on the current entity? I guess it depends on if the
plan was a contractual plan with a city or a county, the county
doesn’t have enough reserves, would many.of those plans have a
claim against the body that was the original—

Dr. MircHeLL. Well, the one that is in the worst shape apparent-
ly is the West Virginia Teachers Retirement System which has 14
percent of assets needed. It is the one that is going to go broke
first. This is not a question—
¢ Chairman Stark. Claims in West Virginia against the govern-

ment there.

- < Dr..MircHeLL. Well, no. Oh,-are you asking a claim vis-a-vis the
Federal Government? Is that your—

Chairman STArRk. No. I mean, would the- workers—let us say
they work for the fire department in West Virginia. Would they
have a claim against the city or the county that the fire depart-
ment—

- Dr. MrrcHELL. Many States give constitutional rights to their em-

. ployees. Others don’t. But I think it also redounds to the issue of a
'social contract. When you are. promised a pension, most people
expect that within reason ‘they will get pretty much what they
have been promised. And this is case where the day is upon us
fairly soon.

Chairman Stark. Well, we did that, or the Courts did that re-
cently in retirees’ medical benefits. And they determined to the
dismay of many of our large corporations that where people have
been led to expect them even though it was contractual before they
- began to pay them, the companies had an obligation to continue
‘this. And I fail to see that sort of thing continue.

Dr.-MircueLL. Well, this is true under ERISA for the private
- sector, but I am glad you mentioned this because I think that is the

‘next- looming .problem, that States and public sector employers
have not prefunded their health benefits for retirees either.
- Chairman RoysaL. Well, Dr. Mitchell, you State in one of your
recommendations that the General Accounting Office undertake a
study of public pension plans to establish their current status and
- to establish a profile of the types of practices followed by public
sector employers. Now, before the Congress does anything, do you
recommend that we actually ask the GAO to conduct such a study?
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Dr. MrrcHELL. I think it would be a wonderful idea. The last seri-
ous study that was done was back in the late 70’s. No one has
taken a broad view of what public sector pensions look like, and I

would heartily support that.

Chairman RoyBAL. And who did the study in the 70’s?

Dr. MircHELL. | beg your pardon?

Chairman RoveaL. Who did the study in the 70’s?

Dr. MiTcHELL. Let us see. Ray Schmidt who is here can speak to
this. I believe he had a large hand in it. It was a congressional re- -
search service as far as I know.

Chairman RoyBaL. But studies have been made, have they not?

Dr. MiTcHELL. No—

Chairman RoyBaL. But they are not— .

Dr. MiTcHELL. [continuing] nationwide study of public sector
plans as thorough has been done. There are a few organizations
that have collected 80 plans here, 100 plans there. But no one has a
thorough understanding of all the several hundreds, if not thou-:
sands, of plans.

Chairman RoyeaL. I am asking these questions because I think it
is most important that we get started in the right direction. It is
~ the intention of the committee to make recommendatlons regard-
ing legislation on this subject matter. But before that is done, I
think we have to get all the information we possibly can. Now, we
are going to take the recommendations that you have made and
use them in making a final determination. However, as we go
through the recommendations made by each one of you, I find that
they are very similar. You use a little different language perhaps,
but they are all similar.,

For an example, and this is the only example I am going to give,
Mr. Cordtz says first we need to ensure that pension assets are
used for the exclusive benefit of plan participants and benefici-
aries. But Mr. Schneider says it another way. He says these plans
should be administered for the exclusive benefit of active partici-
pants and retirees. And he goes on to say this principle is basic to
ERISA. 1t is the same thing. And as we go through each one of
these recommendations, we find that the only difference is the way
they are written. Which leads me to believe that these recommen-
dations that are being made are coming from a cross-section of
your community, in this case labor and various other organizations,
and that it is a consensus view. We on -the commlttee therefore,
must look at this and see what can be done.

Now, before we adjourn, I would like to ask that if you on your
way home start thinking of anything that you think you should
have said, any information that you might be thinking about at the
time, please do not hesitate to put it in writing and send it to the
committee. This happens on many occasions.

Mr. McENTEE. I just thought of something.

Chairman RoyBaL. Very good. Go right ahead. I would like to
thank each and every one of you for your attendance, for your par-
ticipation, and for your willingness to be questioned on this subject
‘matter. I think we have established more or less what the problem
really is, that there is a need for some kind of reform. Somebody
has got to look after the interests of the people who are seeking a
pension. And I think at this time it is the Congress that is going to
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have to move a little bit. I thank each and every one of you. The

hearing is adjourned.
[Whereupon, at 12:33 p.m., the hearmg was adjourned.]
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Reith Geige, 1201 16k Street. N
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Don Cameron. v Disvin

December 3, 1991

The Honorable Edward R. Roybal
Chairman

Select Committee on Aging

300 New Jersey Avenue, S.E.
Room 712

Washington, D.C. 20515

Dear Chairman Roybal:

The National Education Asscciation is deeply concerned about the lack
of federal standards for state and local public employee retirement
systems. We commend you for bringing attention to this critical
issue in the joint hearing with the Subcommittee on Investment, Jobs
and Prices of. the Joint Economic Committee on November 20.

Establishing standards for state and 1local employee retirement
systems would advance several interlocking national goals, including
advancing the drive for educational excellence, protecting the
retirement security of millions of Americans, and enhancing economic
growth. .

Enclosed is an NEA statement that we would like to have included in
the record of the hearing. Thank you for your attention to this .
matter.

Sincerely,

Liclona (ke

Debra DeLec
Director of Government Relations

DD:mp
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LEGISLATIVE INFORMATION

Statement of the National Education Association
on Federal Standards for Public Employee Retirement Systems
submitted to a Joint Hearing of the
Select committee on Aging and the
Joint Economic Committee
subcommitfee on Investment, Jobs and Prices
of the U.S8. House of Representatives
November 20, 1991

Members of the Committee:

The National Education Association represents more than
two million education employees in the nation’s public
elementary, secondary, vocational, and postsecondary
education institutions. We apbreciate this opportunity to
speak on an issue 6f critical concern fo our members: the
need to establish federal standards governing public
employee retirement systéms.

Pension benefits of education employees are a basic
right, earned for many years of service to the community and
the nation. NEA membefs have been active at the local,
state, and national levels to assure that education
employees can look forward to a safe, stable, and adequate

income that will last throughout their retirement years.
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And yet, today maﬁy educators are duly concerned that
their retirement may be threatened. Far too many public
officials are willing to place the retirement security of
public education employees at risk for short-term, political
gains. Moreover, naticnal and regional econonmic conditions
make raids on public employee retirement trust funds ever
more attractive. Consequently, the livelihood of millions
of public school employees is ever more at risk.

NEA strongly supports federal legisiation, comparable
to the Employment Retirement Income Security Act (ERISA)
enacted in 1974, that would set standards for valuating
public employee retirement systems, .clarify fudiciary
responsibilities for reasonableness and prudence governing
investment decisions, require the establishment of
autonomous boards -- majorities of which are elected by and
from the membership, and enforce such standards. Federal
legislation must not superdrfr substantially eguivalent or
superior state or local statutes governing retirement

Asystems.

Federal legislation covering public employee retirement
systems would advance several interlocking national goals.
First, since retirement benefits -- including pension and
health care coverage -- are an integral part of the
compensation necessary to attract and retain gqualified
persons to education professions, federal protections would
help advance the National Education Goals adoéted by the

nation’s governors and endorsed by President Bush. sqcond,
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secure, stable retirement systems that provide state and
local employees adequate income and health care coverage far
into the future would lessen the need for individuals to
resort to federally funded social programs. Third, public
employee retirement systems are an important engine driving
the nation’s economy. Prudent investment of the more than
$700 billion presently held by public employee retirement
would promote stability and growth and help advance our
nation’s economic goals.

The enactment of ERISA standards for the private sector
came at a time of great economic uncertainty for many
American businesses. Staggering oil prices, oppressive
inflation, -and other conditions propelled many compan%es to
take -- at times -- desperate action that put the retirement
security of millions of American workers at risk. The
economic conditions for states and municipalities is not
identical, but no one  questions that the circumstances have
forced policymakers to make extremely difficult choices, and
many stéte and local budget analysts feel that they have run
out of options.

General economic conditions have led to a reduction in
state and local revenues available to meet operating
expenses -- to say nothing of providing resources to invest
in deteriorating. infrastructures. For éXample, state
general fund revenues rose by $9.7 billion or 3.6 percent
between fiscal year 1990 and fiscal year 1991, but some $9.5

billion of the increase represented revenue increases,
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principally increase in sales taxes. Between FY91 and FY92,
state general fund revenues rose by $24.8 billion or 9.0
percent, with $16.5 billion of the increase coming from
revenue increases, including new taxes.

Even with new taxes, most state and local governments
expect they will make mid-year reductions in spending, as
they have repeatedly in recent years. Some 27 states had
revenue shortfalls in 1991, and some 31 states enacted
revenue increases in FY92. .

The economic straitjacket in which policymakers find
themselves makes the $700 million in public employee trust
funds an attractive target. 1In the past year, at least 18
states took steps to delay, defer, or cancel scheduled
payments to public retirement trusts. These short-term
savings can wreak long-term problems for future retirees and
for taxpayers at large. Not only do delays and
cancellations deprive the funds of necessary resources to
maintain a stable valuation, but even a short delay deprives
the trust funds of investment income, necessitating larger
payments out of state and lecal general funds as retirement
benefits come due.

Note well, benefits earned by public employees must be
paid. Reductions in contributions to pension systems merely
shift the burden to future beneficiaries and/or future
taxpayers who must make up the difference, and such

reductions can be very expensive.' For example, some 58

s B = 2 S P e
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percent of the income to all.state employee retirement
systems in 1986-87 came from earnings on investments,i

Even more alarming is the prospect that local and. state
governments will borrow from reﬁirement trusts. Earlier
this year, California withdrew $1.6 billion from two funds
cdntro;ied by the puplic pension system in an effort to
address a $14.3 billion state shortfall.

Moreover, many state budget writers have been_adjusting
actuarial projections with inflated numbers for investment
income or unrealistic projections of future behefit.payments

to give the appearance that contributions need not be made
to retirement trusts. Again, such short;sighted tactics
place an inordinate burden on future taxpayers, and place
oﬁr memberé and‘other public emplbyees at sefious risk;

In addition, absent prudent investmént standards, state
and local governments have the potential for tremendous
abuse in the cause of "economic development." Using public -
employee retirement funds to spur growth by itself is-nbt
bad, but participanté in public employee retirement systems
are qoncerned that such investments are reasonable.
Moreover, participants in public retirement systemé are wary
of using trust funds to advance other public policy goals
when those goals are put above the intereét of participants.

Budget-writiﬁg giﬁmicks, loose control over retirement -
boards, and inadequate standards for valuating plans and
guiding investments have had a ver& real impact on the

security of public employee retirement systems as of today.
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‘Many- state and local governments are already operating such
trusts at or below the margins consistent with prudence and
reasonableness. A

A 1989 NEA survey revealed that the typical public
employee trust was less than 70 percent funded for accrued
liabilities, an unfunded liability of some $230 billion as
of 1988. A comparable study of private pension plans showed
that, as of 1985, some 90 percent were 75 percent funded,
and more than half have funding ratios of 125 percent or
more.

The NEA survey revealed a stark difference in the
stability of trust funds limited to participation of
education employees compared to funds for other public
employees. More than half of the 38 plans limited to
education employees had asset/benefit ratios below the
national average (18.7 to 1), and five of the 38 plans had
ratios of 10 to 1 or below. By compariscn, fewer than one-
fourth of 32 plans covering educators and other public
employees had funding ratios less than 18.7 percent. 1In
fact, the average for such general plans was 24 percent, and
fewer than half fell below that standard.

Projections are that the valuation of public employee
plans will get worse before it gets better. The more states
delay or cancel or borrow public employee trust funds, the
less stable such funds become, the less investment income
they earn, and the less able they are to provide adequate

retirement protection to participants. These circumstances
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threaten the level of benefits, but they a1s§ lessen the
ability of such retirement systems to provide adequate cost
of living increase or to maintain or expand post-retirement
health care benefits. For example, only about one-fifth of
teachers and about one-third of public employees are in
retirément plans that provide éutomatic adjustments that
fully reflect inflation. Plans without automatic inflation
adjustments sometimes provide ad hoc increasés, but such ad
hoc increases generally are provided based on available
funds. With so many plans operating at the mafgins, cost-
bf-living increases are virtually out of the question.

The marginally of pubiic employee retirement plans also
threatens access to post-retirement health care benefits.
Education employees are less likely than private employees
to have access to post-retirement health care benefits, 5ut
even these ére'ﬁhreatened. For examéle, in 1988 Chicégo
attempted to perminaté.health care benefits before agreeing,’
as a settlement to litigation, to share the costs of future
benefits with'the_trust:fundsvand beneficiaries. |
Increasingly, public employers can be expected to explore a’
reduction in post-retirement health care as a cost-cutting
obtion. -

In short, most active education employees cannot
reasonably expect retirement benefits as adequate as those
provided a decade or two decades ago. Ironically, this
comes at a time when the Americaq public is demanding higher

standards for excellence in education and asking why our
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society cannot attract to the teaching profession pecple
frém the highest levels of academic achievement.

The federal government can and must play a role in
advancing excellence in education, protecting the security
of public employees, and assuring a stable economy. We
commend these Committees for helping bring attention to the
vital issues related to public employee retirement systems.
And we call on the Congress to take immediate steps to
enhance the security of refirement systems, assure fudiciary
responsibility of retirement trust governing boards, set
standards for valuation and other actuarial projections, and
establish strict enforcement procedures to assure adherence
to high standards. We pledge to assist in this effort in
any way possible.

Thank you.
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STATEMENT OF THE NATIONAL COUNCIL ON TEACHER RETIREMENT
SUBMITTED IN CONNECTION WITH A HEARING BY :
THE HOUSE SELECT COMMITTEE ON AGING AND
THE JOINT ECONOMIC COMMITTEE
ON THE USE OF PUBLIC EMPLOYEE PENSION FUNDS
BY STATE AND LOCAL GOVERNMENTS
NOVEMBER 20, 1991

We'appreciaté thé'opportunity'to stbmif a written
statement iﬁ conneétion with today's hearing. The National
cduncil on Teacher Retirement (NCTR) is a national association of
61 public pensién funds. NCTR members serve neafly 9 million
active and retired teachers and ofher‘public employees. As such,
NCTR has a tremgndéus interest in protecting public pension funds
assets from incursions by state and/or local governments.

In this stateﬁent we will make a number of observations
about the current fiscal problems of many of the staﬁes,.the
efforts ofAsome_of them to aileviate their fiscal problemslby
reducing the funding of public pension funds, and the bossible
legislative and policy solutions to these problems. We should
state at the outset that, absent federal financial guarantees of
state éension systems, NCTR is unalterably opposed to federal
regulation. - ’

4 Maﬁy of od; states are experiencing é budget crisis,
caused in large parf by the federal government's abandonment of
its role as the financier of certain services and .its transfer of
that role to the states. The states arg now mandated to continue
these services, but without any federal assistance. The Nafional

1
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Conference of State Legislatures (NCSL} estimates that during the
last six years, Congress has enacted over 50 major laws that
impose federal program mandates on the statés. NCSL, as well as
the Office of Management and Budget (OMB), have caléulated that
mandates passed during the last Congress alone will cost the
states $15 billion over five years. The cost of mandates for
just seven bills expected to pass during the current Congress is
$1.6 billion, according to NCSL. The State of Maryland estimates
that nearly 25% of its annual budget of $6.5 billion is spent
complying with such federal mandates. The State of Tennessee has
determined that it will socon be paying over $225 million a year
on mandates. And the growth of mandates is not expected to slow.

With overall economic performance weakened, state
revenues are insufficient to pay for these federal mandates.
Many states are being forced to reduce spending, raise new
revenues, or both to offset this shortfall. They have no choice
out to take these actions because, unlike the federal government,
states must balance their budgets.

As part of their across~the-board spending reductions,
1 number of states have taken initiatives that reduce their
sontributions to public pension plans. This has led to
suggestions that federal legislation should be considered that
jould protect public plans from erosion of their assets. It
hould be noted that federal regulation of public funds has been

lebated for almost fifteen years, through a series of legislative
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proposals. ¥  In each case, when Congress was exposed to the
comprehensive and effective regulgtion of public retirement
systems at the statq level, it rejected such proposals. That
wisdom is equally applicable today.

"As you know, state pension plans are financed by a
combination of employee contributions, employer contributions,
and the earnings derived from investment of the funds. The
states, through their legislatures, appropriate the funds that
comprise employer contributions.? The amount pf the
contribution that the legislature must make in any given year
depends on many factors, including the interest rate earned on
the fund's assets, the plan's unfunded liability, the actuarial
cost methods used, employees' salary increases, employee
withdrawals from the fund, retiree mortality, and age of
retirement. For example, in regard to the interest rate facfor,
if the pension fund is earning a high rate of return on its
assets, it may require a smaller contribution. Conversely, if
the rate of return is low, a larger contributiop will~prpbab1y
required. .
States can lower their contribution rates by altering

.the foregoing factors. For example, through changes in its

v H.R. 4928, H.R. 4929, and S. 2106, the Public Employee
Retirement Income Security Act of 1981; H.R. 5143 and H.R. 5144
the Public Employee Pension Plan Reporting and Accountability A
of 1984; and H.R. 3126 and H.R. 3127, the Public Employee Pensi
Plan Reporting and Accountability Act of 198S.

& For local government pension plans, the city council makes
the necessary contributions.
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actuarial cost method, the New York State Employees' Retirement
System decreased the state's annual contribution from $429

;million to $0 from April 1990 through March 1991. The

" Connecticut State Employees Retirement System changed its
actuarial cost method and saved $40 million this year. Its
sister system, the Connecticut Teachers Retirement System, saved
$32 million this year through a modification in its funding
technique.

Some states have taken more questionable measures to
reduce their contributions. The most dramatic of these, and the
one that spurred today's hearing, was the initiative proposed by
‘california Governor Pete Wilson and adopted by the state
legislature, which transferred a $1.6 billion reserve fund of the
California Public Employees Retirement System (CALPERS) to the
state and granted the governor control of the fund's actuarial
functions. Governor Wilson's action is properly under challenge
in state court because it impairs the integrity of the fund. ¥

If precedent is instructive, the California court will
overrule or modify the Governor's actions just as it did in

previous challenges to that state's pension funds. ¥

¥  claypool v. Wilson, No. 3 Civ. €011580, filed in the Court
of Appeal of the State of California, Third Appellate District on
August 1, 1991. NCTR, the National Conference on Public Employee
Retirement Systems (NCPERS), seven individual public funds, and
the American Association of Retired Persons (AARP)} have filed
amicus briefs in the case.

Y  valdeg v. Cory, 139 Cal.App.3d 773, 189 Cal.Rptr. 212 (Cal.
App. 34 Dist. 1983) and California Tea Asso o ,
155 Cal.App.3d 494, 202 Cal.Rptr. 611 (Cal. App. 34 Dist. 1984).

4
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California, like virtually all other states, has strong laws
protecting the legitimate interests of public pension plan
participants. The fact that the Governor in times of fiscal
distress attempts to ride rough-shod over these laws does not
mean thag they are inadequate -- or that a federal law would be
‘more effective. Further, should the Governor somehow prevail,
the political process, reflected in gubernatorial and legislativ
elections or through voter referenda, offers greater likelihood
of corrective action than does federal litigation.

The recent election in Maine illustrates the political
process at work. The voters there overwhelmingly approved a
constitutional amendment that declares funds appropriated to the
Maine State Retirement System to be assets of the system and
prohibits the funds from being diverted to another purpose. In
approving the amendment, the voters expressed their concern that
state government should not interfere with the sound operation of
the retirement system.

Proponents of. federal regul;tion are using the Governor
Wilson example and the budgetary problems of the states as the
pretext for a federal regulatory scheme. They are essentially
saying, "the existing state regulatory schemes afe inadequate if
the Governor's trying to ignore them. What is needed is a
federal fiduciary duty, enforced by the federal courts. Only
this -will deter the governors and legislatures from budget

reductions that negatively impact the funds." This panacea is



1456

being offered while, at the same time, the Congress is increasing
the fiscal burden on the states.

As we understand it, this year's proposal for public
pension plan regulation will include reporting and disclosure
requirements as well as a federal fiduciary duty standard
patterned on the ERISA standard, all of which are enforceable by
a cause of action in federal court. The federal cause of action
will be open to any employer, employee, retiree, or beneficiary
as well as to organizations of employees and retirees.¥

Other provisions include giving the governing board,
rather than the employers, sole responsibility for decisions
about plan administration,; although the plan would nonetheless be
subject to employer audit and oversigﬁt. A penalties provision
would impose personal civil penalties for breach of a fiduciary
duty or interference with the performance of such a duty.

The basic argument against federal regulation in both
its current and its previous form is that there is no problem of
a -national dimension in the administration and operation of state
and local pension plans. For the most part, state plans are
operating effectively, in part due to the comprehensive and
- effective statutory systems of regulation that the state

legislatures have‘crgated and are fine-tuning annually to better

¥ . Although this is not NCTR's primary concern, the taxpayers

will be less than enthusiastic to burden already overworked
federal courts with lawsuits complaining of inadequate reporting

and disclosure, particularly in view of the fact that state laws

?nd‘state courts are more than adequately addressing these
ssues.
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meet the needs of public plan participants, beneficiaries, and
taxpayers. State and local pension plans have been around for a
long time and these levels of government are experienced in
dealing with them.

Not only are public plans well regulated, for the most
part, but they also perform well. Public plan coverage of
employees is extensive; roughly 90% of all public employees are
covered, and most of thoee covered belong to state-administered
systems. Further, public plans generally provide more adequate
benefit levels and a broader range of benefits than do their
private sector counterparts. -

In their long history; not one of the state plans has
ever defaulted or terminated. Nor is there. any evidence to
suggest that terminations will occur in the foreseeable future.
If anything, the well funded situation of many of the plans is
Clearly a bane to them, because their assets look increasingly
tempting to :state and locel governments starved for revenue.

. In shorﬁ,'federal legislation is a solution in seafch
of a problem.. There is no serious, documentead problem with the
regulation or administration of. state and local pension plans.

The administration of- some public plans could be improved, but

Congress simply hasn't made a case for federal regulation.

Even if the proponents of federal legislation were able
| to demonstrate more effectively the need for federal 1ntervention
of public pension -plans, it is seriously questionable whether

this is an appropriate area for Uncle Sam: Prlnciples,of

'
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deralism make it clear that Congress should not interfere with
aditional functions of state and local government, particularly
e manner in which these governments compensate their employees.
is principle has particular force where, as here, Congress is
fering no benefits to accompany the burdens it proposes and
11 in no way be accountable to the public being served.
gqulatory responsibility should be assigned to the level of
vernment that assumes fiscal responsibility for the plans.

It is important to note what federal requlation fails
~do: it does not provide plan termination insurance, create a
nsion Benefit Guaranty Corporation, or otherwise insure the
scal soundness of public plans (as ERISA attempted to do for
ivate pension plans). Nor does the reguiation offer to cure
cblems such as minimum vesting or accrual of benefit standards
s did ERISA), because such protections already exist in sﬁate
w.

What would federal regulation do for public employees
d their pension plans? Among other things, it would give the
cretary of Labor broad authority, which invites an ever-
creasing federal role in the operations of state and local
nsion plans. In addition, it would create a federal cause of.
tion in an area that is already well defined. by state law.-

What would these proposals offer the public pension
an community? The heart of the proposals are their
tablishment of reporting, disclosure, and fiduciary standards

r public plans. In many respects these standards are laudable.
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_The problem is that .similar standards ére already embodied in
state law and all the proposals add is an undesirable uniform:
which in many cases will be less effective in protecting the

.interests of plan participants than -are the present practices

the states.
NCTR's publication, 1 s ans: Sta
" -Reqgulatory Framework, demonstrates beydnd question that the

complex of laws. and traditions that govern pension plans in tl
states .exceed the requirements of ény federal regulatory
proposal.. Imposing a new federal scheme will not provide gre:
protection; .it. will simply cost the plans and their participar
-million of dollars-in administrative costs.

.The NCTR report points out that state pension élans
created- by state law, and in some cases by the state
» . constitution. - These stafutes are, in effect, “the plan."” The
trustees and. employees of state pension funds are subject to
the laws and regulations that govern .the conduct of public
officials in the state. .And.all state pension systems are
« ~subject to multiplg layers of vigorous supervisioh.

The types of protections include regular -audits and
-actuarial reviews. 1In addition, many funds are monitored by
state level pension review commissions, which are responsible
reviewing the overall performance of the funds.

The state statutes that establish the pension systen
include detailed requirements for their operations. ‘Besides t

specific statutes, pension systems are subject to a broad rang

9
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of other statutes, including government "sunshine®™ laws ér 6pen
records laws that require the pension board proceedings and
records be made available to the public (except for members®
personal records and certain sensitive investment documents);
state freedom of information laws that insure access to board
records in a slightly different fashion:; state administrative
procedure laws that require pension boards, like other
governmental and gquasi-governmental entities, to promulgate and
adhere to sound procedural regulations; and state codes of ethics
or conflict of interest laws that prohibit both the trustees and
the employees of state boards and commissions from engaging in
self-dealing.

In short, the context in which state pension plans
operate is totally different from that in which private plans
operate. Not only are all the records and proceedings of public
plans open to the public, but they are required by law to submit
a variety of detailed reports divulging virtually all of the .
systems' operating characteristics to legislative and other
oversight bodies (whosé reports are also open to the public).
here is virtually nothing that an interested party cannot learn
about the operations of a state pension plan. This same
orinciple applies to funding methods. State and local pension
>lans are backed by the government, which is a permanent
institution that has a strong moral, contractual, and, in some

sases, constitutional commitment to back its pension liabilities.

10
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The states' fiduciary duty standards deserve special
mention. These standards #re designed to protect the
participants by insuring proper investment of the fund's assets
While not all state statutes in the early 1980's mirrored the
‘ERISA model of fiduciary duty, 45 states now have standards tha
aré either identical or similar to that standard (see NCTR's 19
survey entitled Fiduciary Duties Applicable to Public Retiremer
Systems).¥ The other_five states have strong self-dealing laws
that punish fiduciaries for illegal activities. The hiéh rate
states usiﬁg ERISA or 3RISA-like standards strongly suggests tl
a duplicative federal fiduciary standard (and a federal cause
aétion) is unnecessary.

The fedéral cause of action won't increase the amount
of money available for pension benefits. The legislative
proposals offefed to date do not include égx federal financial
commitments. They offef onlf requlatory interference.
Regulation of the public funds should take place at the state
level where retirees, eﬁployees, and taxpayers have meaningful
input about how the pension funds should be operated. Thomas
Jefferson said it best when he commented: "Were we directed f
wWashington when to sow and when to reap, we should soon want f
bread.™ This lesson applies here as the federal government ca

only muddle a system that already works. The long success of °

&  NCTR is providing copies of both its studies to the
Committee for its record of this hearing.

11
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funds is due to the states and the states should continue their
role in overseeing them.

One final note: there are serious concerns as to
whether the federal government is competent to requlate state and
local pension funds. The House Ways and Means Oversight
Subcommittee issued a report recently showing that the books of
the Pension Benefit Guaranty Corporation are in such disorder
that they cannot be audited.l’ Questions have also arisen about
the vigilance of the Department of Labor in light of the
Executive Life Insurance Corporation default, which has
jeopardized the future benefits of many private sector retirees.
These developments suggest that a federal "rescue®" of the public
pension systems is a chimera.

In sum, the current problems between the states and
their pension funds do not justify federal intervention. State
law provides broad safeguards to protect the funds and the
benefits of retirees. The political process also ensures that
state, not federal officials, will be more responsive to state
employee and retiree concerns. Under the concept of federalism,
Congress should not interfere with traditional functions of state
and local government, including employee compensation, of which
pension benefits are a part. Uncle Sam is not providing any

benefits, like federal funding guarantees, to accompany the

¥ Report of the Subcommittee of Oversight on the Pension
Benefit Guaranty Corporation's Program to Identify, Collect, and
Account for Premium Payments, Committee on Ways and Means, U.S.
Houze of Representatives, November 7, 1991 '

12
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_prbpoéed bufdens.J Finally, the federal government's competence
to regulate public plans is open to debate given its current
record of regulating private funds.

For further information, contact Sarah Reilly or Cindi

Moore, NCTR Washington Counsel, at 202-429-8122.

13
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PUBLIC PENSION PLANS: THE STATE REGULATORY FRAMEWORK

This report, prepared by the National Council on
Teacher Retirement (NCTR),' presents the results of a
S0-state survey of the laws defining the reporting, dis-
closure and investment standards that govern public
empioyee retirement systems. In addition to reviewing
these laws, the report describes the legisiative and ex-
ecutive oversight of public reti

The only real problem in the state pension fund com-
nnity, and one (ha! affhcts a small percentage of that
c The' of this
problem is ques!xomb!e, since many of the states guar-
antee their pension funds® and the remainder, aithough
not guarantors in law, are politically bound to stand be-
hmd their retirants. In addition, the experts disagree as

per funding levels for public plans, a5 compared
private plans. In any event, where state retirement

by state law.
The data for the report was collected by question-
naires sent to state plan admini: TS,

q
raire results were supplemented by legal research to
identify or verify state code citations and by follow-up
telephene cails to clarify local practices.

Although the organizational focus of NCIR. the re-
port’s sponsor, is on teacher retirement systems, the re-
search and resultant conclusions are relevant to state
employee retirement systems generally. Roughly 24 of
the states surveyed have a single consolidated retire-
ment system for ail state empioyees. And, in the remain-
ing 26 states, where teachers and education personnel
have separate retirement systems, the standard defining
the reporting, disclosure and investment standards for
these systems are essentially the same as the standards
that apply to other state employee retirement systems.
In 22 states (some with consolidated plans, others not), a
single agency has been designated to perform the invest-
ment function for all retirement systems.

To put the condusions of the report in context, it is

to look first at the general condition of state
retirement systems. It is undisputed that these systems
generaﬂy perform at a higher level than do their nvate
ederal government counterparis. More pul
pioympampatemmmphnsﬁmdoym
4%

(90%

the ERISA-relevant wor( force). State retirement sys-
tems offer more diverse benefits and higher benefit lev-
els than do private plans. And, recent U.S. Census
analyses that public plans are better funded than
either &:va!e pension plans or federal retirement plans.
past five years, public plans “have increased
thnr assets and strengthened their funding . . . even
though the tion has risen | 2
, state administered pension plans, which indude
roughly 90% of all covaecfe ublic employees, are well
and no state plan ever defaulted in pen-

sion payments.

* mh;muh:papmdﬂ

retirement systems,

mmdmwm.uuwbdmmw
The totad asvets of NCTR' 45 state systecs re roughly $160 billion
and the plans include over five sdlliun active partidpants.
?  From EBRI (Empluyre Bermfit Resewrch Institute) News Release
“New Five-Year Census Shows Fewer but Sctter-Funded State and Lo-
i Pension Systems.” See alto 1962 Census of Governments: Em-

Retirement Systems of State and Local

(6} 1).

are underfunded, that fact has been fully dis
dosed to the members and the public at large and is
generally the subject of intense policy debate

One reason for the sound health of state pension sys-
tems has been the extracrdinary level of state legislative
activity reforming public plan administration and over-
sight. As this report demonstrates, more than 23 states
have special legislative retirement commissions charged
with ongoing review of the ierformmce of public pen-
sion systems and with making recommendations for
needed iegislative reforms (Chart A) Thesc commis-
sions have been respensible for major legisiative initia-
tives .in states such as Arkansas, {ilinois and
Pennsylvania. States lacking forma! oversight commis-
sions have designated permanent and interim commit-
tees of the legislature to oversee per\smn fund
performance. These devel have in a
core group of state Iegxshtoys and staff with special ex-
pertise on the complicated issues affecting public pen-
sion system administration.

Financial and System Performance Reporting: All state re-
tirement systems are subject to independent audit and
actuarial valuation, All state level systems are required
by law to have an annual andit pezmed by either the
state auditor or an independent auditor — or by both.
All of the states have actuarial valuations performed by
certified actuaries at least every two years (Massachu-
setts three years) and tht rity alsc commissicn
P ic {35 years) val the mortality, service
and mmpensahon experience of members and benefida-
ries. These reports, which, for the most part, are pre-
pared by major national firms with Fensxon fund
expertise, are distributed to key officers of the executive
and the and are available to the publx: upon
request'!’heyam ily distributed to employers and
members in summary form.

_ In addition to these outside assessments, all state re-

ired to file detailed financial
reports with the chemm (the Commissioner of Insur-
ance or some other members of the executive) and the
some on & hly and some on an annual

> Axmmmy:?mmmumm Re
toement Systems of School Employees, identified 14 states that guar
antre their retirement systems. This report itonal
states with gimilar gusraniees: Flovids, Maryland

South Dakota
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state to ‘state,® provid h inf

- the financial performance and problems of the system
For the most part, the state ofﬁaals who superv:se the
public plans receive more details
plan operations than the U.S. Department of Labor cur-
rently receives regarding ERISA-regulated private pen-

. sion plans.

Ifa leglshtor or a member of the public wants to go
behind the formal retirement system reports, he is enti-
tled in all 50 states to inspect the underlying transac-
tional records of the system and/or-to attend the
meetings’ of its board. As Chart B demonstrates, all 50
states have enacted liberal government-in-the sunshine,

- Freedom of Information and open meetings laws. The
net result is that all records and proceedings of the sys-
tem are open except for individual retirant accounts and
investment deliberations. Even in the investment area,
as is discussed below, most of the state reti sys-

f has i ingly been the subject of legisla-
tive attention. Many states have enacted reforms to in-
sure the a ial soundness of their systems; others
have. sunply strengthened the fiduciary standards gov-

)

eming those resp for the i
In this regard, the NCTR survey shows that 11 states

have enacted a prudem eg:‘l rule similar to the ERISA
mle (Alaska omxa, Illinois,  Kentucky,
hi Ohio, Utah, and
Wlscunsm) Thu'ty -tree states have adopted the slightly
more lenient prudent man rule (the level of prudence is
that of one investing lus ‘own assets rather than that of

an expert in t), which is gi Ily
combined with olher guldelmes such as a list of pen'ms-
sible i to ify inv

limits on the level of investment permitted for any indi-
vidual investment or category of investments, or a pro-

tems have published investment policies and rely on
outside investment performance analysts, whose reports
are also available to the public.

Communication with Members: The NCTR survey found
that the state retirement systems are particularly effec-
tive in the area of member outreach. Virtually all state

handbooks outlining benefit
ophons and summarmng the structuxe of the plan. The
b

hibition against one or more specific types of
investment. Seven states have nelther standard, relymg
instead on a stricter i of per

investments (Delaware, Georgia, Hawaii, New Hamp-
shire, New York, North Carolina and North .Dakota)
Three of these states (New York, New Hampshire, and
Hawaii) have hybrid systems, consisting of specific stat-
utory instructions for the bulk of investments, with
greater flexibility allowed for a smaller percentage of in-
(5, 10 or 15%) in regard to which the prudent

are supp Yy and
brochures reporting on new developments as well as by
individual and group consultations on retirement op-
tions led by field staff In addmon, many systems fur-
nish the sections of the
state code govemmg the perfom\ance of the retirement
system (the codes are also available in most state librar-
ies). Members in all 50 states are given annual written
statements of the status of their individual accounts and
are accorded formal appeal rights from the denial of
benefits. Almost without exception, the retirement sys-

tems have made an effort to communicate in a clear and

simple fashion with their members.

The New York and Delaware systems offer good ex-
amples of member outreach. NYSTRS conducts individ-
ual consultations for members at 26 locations throughout
the state. During the 1983-84 school year, more than
6,000 members met with reti system

person rule controls. (See Chart C for a summary of
state investment standards.)

Almost all of the states have additional provisions di-
recting that investments be made “in the best interests
of the participants” or “for the exclusive purpose of pro-
viding benefits to participants and their beneficiaries.”
They also have ethics in government laws, conflict of in-
terest laws or laws defining the responsibilities of trust-
ees that proscribe self-dealing and profiteering and that
hold public servants (such as the trustees and employees
of retirement systems) to high ethical standards. The
standards governing investments are backed by strict
statutory sanctions for non-conformance, as are the eth-
ics laws. In most states, violators may be punished by
both civil and criminal penalties.

Fqually important, the states are increasingly profes-

Y

tives and another 3,000 visited the plan‘s Albany offices.
The system also conducted 75 group workshops and
seminars, and published a quarterly newsletter for its
participants. In Delaware, the system’s 22 field officers
traveled throughout the state to conduct group and indi-
vidual counseling. The system additionally distributed
various pamphlets and installed a toll-free “800" number
for telephone inquiries.

Rzgulahon of the Investment Function: Because the states
bear bility (whether legal or li

P

g the of public system
assets and sub]echng it to a high level of supervision.
The NCTR survey showed that 45 state systems cur-
rently rely on outside investment performance analysls
to assist them and the officers of the state in measuring
fund performance. Forty-five states publish their invest-
ment policies, making them available to all interested
parties. And all of the states are increasingly competitive
in hiring outside investment managers and advisors.
(See Chart D.) Equally important, through a variety of
vehicles, the states are involving financial experts in the

for the viability of their reti y ,

*  There is, however, i

mast of the state systems rely on a small number of Ieadmg aduaml
firms. In addition, the trend toward standardization in finandial report-
mg has received significant impetus from the recent activation of the
Board (GASB).

deci king process. As noted above,
over 22 states have separated the investment function
from the benefit ad function, assigning the
former to a state i board ible for in-
vesting all public pension system assets (and in some
cases all state agency assets); other states have created
special investment advisory committees drawing upon




159

experts in the field who guide board members in makin,
investment dedisions; stll other states have mandat
the inclusion of investment experts on the board of
trustees itself.

State employee reti ¢ sy can undoubtedly
be improved. But the NCTR survey makes it clear that,
for the most part, the 0% of all state and local employ-
ees covered by these systems are well served. Over the
past 5-10 years, the state legislatures have enacted and
continue 1o enact major legislative reforms that have re-

Advisozuf' ission on Interg
(ACIR) reported: “state and local governments have
established a record as nt, economically secure
institutions with strong moral, contractural, and, in
some cases, itutional i backi
sion labilities.”* -
In v, the state regulatory frameworks g

3‘35“ ; well enforced am mde:w!:impmod:-' o

most part, € . are ods
cally and systematically by the state legislatures. The

]

sulted in P {or these sy

that put them ahead of their private and federal govern-
ment counterparts. In recent years, many state legisla-
tures have also begun to attack the problems of

- government pensi Y , imposing ¢ idat
schemes, uniform reporting requirements and other
much needed reforms. Some have even offered emer-
gency financial guarantees to local systems. As the U.S.

52-556 0 - 92— 7 -

taws are on the hooks to protect plan partid-
gant:m;ibemﬁdaﬁes. It's up to state govz‘r’nmmlo(ﬁ-

dals, system system
and the concerned public to make certain that they are
effectively implemented. .

3 Advisory Commission on Intergovernmental Relstions, “Stxte and
Local Pension Syseema,” Washingtom, D.C., Decrmber, 190 {A-71).
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CHART A
LEGISLATIVE OVERSIGHT COMMISSIONS OR COMMITTEES
ALABAMA ‘House Ways & Means Committee
{TRSA} Senate Finance & Taxation Committee
ALASKA Health, Education & Social Services Committee
{ATRS) Finance Committee
ARIZONA House Gov Operations C; i
{ASRS} Senate I e, Reti & Aging C
Joint Legislative Budget C

ARKANSAS « State Pension Review Board
{ATRS} Joint Legislative Committee on Public Retirement and Secial Security Programs
CALIFORNIA « Joint Committee on Public Pension Fund Investments
{STRSC)
COLORADO Legislative Audit Committee
{PERA}
CONNECTICUT Appropriations Committee |
{CTRS}
DELAWARE State Department of Finance *
{DSEPP)
FLORIDA House C ittee on Reti P 1 & Collective Bargaining
{FRS} Senate Ci ittee on P 1, Reti & Collective Bargaining
GEORGIA House Retirement Committee
{TRSG) Senate Retirement.Committee
HAWAI Public Employment and Government Operations Committee
{HERS) .
IDAHO . State Affairs Committee (both houses)
{PERSI)
ILLINOIS Pension Laws Committee (both houses)
{{TRS} . « [linois Economic and Fiscal Comsmission
INDIANA « Pension Manag; Oversight C
{ISTRF}

i * Primary supervision is perf d by this Dep

. special or ¢ ission charged with ight of public pension system perfc

of proposed legislation affecting public system.
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IOWA « joint State Government Committee

{IPERS)

KANSAS House and Senate Ways & Means Committees

{KPERS} House Pensi & Benefits C i
KENTUCKY House and Senate Appropriations and Revenue Committees and
{TRSKY} Education Committee

LOUISIANA « Joint Legislative t C

{TRSL)

MAINE joint Standing Committee on Aging, Veterans and Retirement
{MSRS}

MARYLAND + Annual ad ko Joint Pension Comunittee

{MSRPS)

MASSACHUSETTS
{MTRS)

Committee on Public Service

MICHIGAN House Retirement Committee

{MPSERS| Senate Appropriations Subcommittee on Retirement
MINNESOTA « Legislative C on P &R
{MTRA}

MISSISSIPPI House Appropriations Commitiee

{PERS} Senate Finance Committee

MISSOuRI + Joint Committee on Public Employee Retirement
{PSRSM)

MONTANA Legisiatve Council

{MTRS})

NEBRASKA + Legislative Retirement C

{NSERS)

NEVADA « Interim Retirement Committee

{PERSON}

NEW HAMPSHIRE
{NHRS)

House/Senate Approprations Committees

NEW JERSEY
{TPAF-NJ}

Mostly ad hoc but especially Govemment & Civil Service, Pensions, & Veterans’
Affairs Committee
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NEW MEXICO
{NMERS)

Finance

[SCRS)

NEW YORK Senate: Civil Service & Pensions Committee
(NYSTRS) Finance Committee

House: Gov Employees C

Ways & Means Committee

'NORTH CAROLINA * Senate Pensions & Reti C
(TPERS)
NORTH DAKOTA Legislative Audit Committee
(TFFR) gislative Budget Commi

Legislative C ittee on Public Reti
OHIO * Reti Study C
{STRSO)
OKLAHOMA Senate Committee on Judiciary & Retirement
{TRSO) House Committee on Retirement Laws
OREGON R Banking & I e C
{OPERS)
PENNSYLVANIA « Public Employee R Study C
{PPSERS)
RHODE ISLAND «Joint C i on Pensi & Retil . s
{ERSRI)
SOUTH CAROLINA * Joint Continuing C ittee on Reti

SOUTH DAKOTA.
{SDRS)

Retirement Laws Committee

L

TENNESSEE * Council on Pensions & Retirement

{TCRS)

TEXAS + State Pension Review Board

{TRST)

UTAH Retirement Subcommittee (of State & Local Affairs Committee)

{USRB) Joint Appropriations Committee on General Government & Capital Failities (budget)
VERMONT House & Senate Government Operations Committees and Appropriations

{TRSV) Committees
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VIRGINIA « Retirement System Review Board

{VSRS}

WASHINGTON House/Senate Ways & Means Committees

[WORS}

WEST VIRGINIA = Joint C: ission on Pensions & Reti

{STRS}

WISCONSIN + Joint Survey C ittee on Ret t i Research C
{WRS}

WYOMING foint Appropriations Committee

{WRS}

CITY SYSTEMS

CHICAGO * Public Employee Pension Laws Commission

{CTPF}

MINNEAPOUS  State Legislative Committee on Pénsions & Retirement
{MTRFA}

ST. LOUIS Joint Committee on Public Employee Retirement

{PSRS}
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CHART B
OPEN RECORDS AND OPEN MEETINGS LAWS
| ALABAMA Public Records Law - ALA. CODE tit. 36, § 1240
"l [TRSA) Open Board Meetings - ALA. CODE tit. 13A, § 14-2(a)
1%
#| ALASKA Public Records Law - ALASKA STAT. § 09.25.110
{ATRS) Open Board Meetings - ALASKA STAT. § 44.62.310
ARIZONA Public Records Law - ARIZ. REV. STAT. ANN. § 39-121
{ASRS} Open Board Meetings - ARIZ. REV. STAT. ANN. § 38-431
ARKANSAS Open Board Meetings - ARK. STAT. ANN. § 12-2801 and § 80-1438.3.05
{ATRS) FOIA - ARK. STAT. ANN. § 12-2803
CALIFORNIA Public Records Law - CAL. EDUC. CODE § 22221 (DEERING)
{STRSC) Open Board Meetings - CAL. GOV'T CODE § 6250 (DEERING)
COLORADO Public Records Law - COLO. REV. STAT. §24-72-203
{PERA} Open Board Meetings - COLO. REV. STAT. § 24-6-402
CONNECTICUT Public Records Law - CONN. GEN. STAT. § 1-19
{CTRS) Open Board Meetings - CONN. GEN. STAT. § 1-21
DELAWARE Public Records Law - DEL. CODE ANN. tit. 29, § 10002
(DSEPP) Open Board Meetings - DEL. CODE ANN. tit. 29, § 10004(a)
FLORIDA Public Records Law - FLA. STAT. § 119.07
(FRS) Open Board and Commission Meetings - FLA. STAT. § 286.011
GEORGIA Public Records Law - GA. CODE § 47-3-26(f)
{TRSG) Open Board Meetings - GA. CODE § 47-3-26(f)
HAWAII FOIA - HAWAII REV. STAT. §§ 88-103,92-50
{HERS) Open Board Meetings - HAWAIL REV. STAT. § 922
IDAHO FOIA - IDAHO CODE § 9.301
(PERSI) Open Board Meetings - IDAHO CODE § 67-2341
ILLINOIS Public Records Law - ILL. REV. STAT. ch. 108-1/2, § 16-174; ch. 116, § 43.6
{ITRS) Open Board Meetings - ILL. REV. STAT. ch. 102, § 41.42
INDIANA Public Records Law - IND. CODE § 5-14-1-3
{ISTRF) Open Board Meetings - IND. CODE § 5-14-14
IOWA Public Records Law - IOWA CODE § 28A.3
{IPERS) Open Board Meetings - IOWA CODE § 28A.2
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KANSAS Public Records Law - KAN, STAT. ANN. § 45-201 and § 744905(2)
{KPERS) Open Board Meetings - KAN. STAT. ANN. § 744509(4)
KENTUCKY FOIA - KY. REV. STAT. § 61.872
{TRSXY} FOIA - Teachers - KY. REV. STAT. § 61.884
Open Board Meetings - KY. REV. STAT. § 61.805
LOUISIANA Public Records Law - LA, REV. STAT. §17:657 & § 1 ¢f seq.
{TRSL} Open Board Meetings - LA, REV. STAT. § 42:5
MAINE Public Records Law - ME. KEV. STAT. ANN. tt. |, § 402: tit. 5, § lcal.y
{MSRS} .Open Board Meetings - ME. REV. STAT. ANN. tit. |, § 404
MARYLAND FOIA --MD. STATE GOV'T CODE ANN. § 10-612
{MSRPS) Open Board Meetings - MD. STATE GOV'T CODE ANN. § 10-503
MASSACHUSETTS Public Revords Law - MASS. GEN. LAWS ANN. ch. 66, § 10 {WEST)
{MTRS} Open Board Meetings - MASS. GEN. LAWS ANN. ch. 30A, § 11A-12 (WEST)
MICHIGAN Public Records Law - MICH. STAT. ANN. §4.1801(1)
{MPSERS) Open Board Meetings - MICH. STAT. ANN. §38.1323
MINNESOTA FOIA - MINN. STAT. ANN. § 15.1672 (WEST)
{MTRA} Open Board Meetings - MINN. STAT. ANN. § 471.705 (WEST)
MISSISSIPPL Public Records Law - MISS. CODE ANN. §§ 25-11-119{2), 25-61-1
{PERS} Open Board Meetings - MISS. CODE ANN. §§ 25-11-11914). 2541-3
MISSOURI Public Records Law - MO. ANN. STAT. §§ 109.180, 169.020, 610.105 (VERNON)
{PSRSM]) Open Board Meetings - MO. ANN. STAT. 8§ 109.180, 169.020, 610.105 (VERNON}
MONTANA Public Records Law - MONT. CODE ANN. §§ 194-201{3), 2-3-212. 93-10001-3 ~
{MTRS} Open Board Meetings - MONT. CODE ANN. § 2-3-203
NEBRASKA Public Records Law - NEB. REV. STAT. § 84-712
{NSERS} Open Board Meetings - NEB. REV. STAT. § £4-1409
NEVADA FOIA - NEV. REV. S5TAT. § 239.010 R
{PERSON} Open Board Meetings - NEV. REV. STAT. § 241 020
NEW HAMPSHIRE Public Records Law - N.H. REV. STAT. ANN. §91-A:4
{NHRS) Open Board Meetings - N.H. REV. STAT. ANN. §91-A:1-3
NEW JERSEY Public Records Law - N.J. STAT. ANN. § 41:1A-2 (WEST)
{TPAF-NJ} Open Board Meetings - N.J. STAT. ANN. § 10:4-12a (WEST)
NEW MEXICO FOIA - N.M. STAT. ANN. § 14-2-1
{NMERS} Open Board Meetings - N.M. STAT. ANN. § 10-15-1




NEW YORK * FOIA - N.Y. PUB. OFF. LAW § 85; N.Y. EDUC. LAW § 508(6)
{NYSTRS) Open Board Meetings - N.Y. PUB. OFF. LAW § 97
NORTH CAROLINA Public Records Law - N.C. GEN. STAT. § 132-1
{TPERS) Open Board Meetings - N.C. GEN. STAT. § 143-318.10
NORTH DAKOTA Public Records Law - N.D. CENT. CODE § 44-04-18
(TFFR) Open Board Meetings - N.D. CENT. CODE § 40-04-19; N.D. CONST. AMEND.
Art. 92

OHIO Public Records Law - OHIO REV. CODE ANN. §3307.21
{STRSO} Open Board Meetings - OHIO REV. CODE ANN. § 121.22B
OKLAHOMA Public Records Law - OKLA STAT. tit. 51, § 51-24
(TRSO) Open Board Meetings - OKLA. STAT. tit. 51, § 25-304
OREGON Public Records Law - OR. REV. STAT. § 192.420  ©
{OPERS) Open Board Meetings - OR. REV. STAT. § 192.610
PENNSYLVANIA Public Records Law - 24 PA. CONS. STAT. ANN. § 8502(d) and (e)
{PPSRS) Open Board Meetings - 65 PA. CONS. STAT. ANN. § 267
RHODE ISLAND FOIA . - R.I. GEN. LAWS § 38-2-2
{ERSRI) Open Board Meetings - R.I. GEN. LAWS § 42-46-2
SOUTH CAROLINA | Public Records Law - 5.C. CODE§9-1-300 - )
{SCRS) FOIA -S5.C.CODE§§3and 6 - Y
SOUTH DAKOTA Public Records Law - S.D. CODIFIED LAWS ANN. § 3-12-59
{SDRS} Open Board Meetings - S.D. CODIFIED LAWS ANN. §§ 1-25-1 and 1-25-2
TENNESSEE Public Records Law - TENN. CODE ANN. § 8-34-315 (Proceedings of Bd.); TENN.
{TCRS} CODE ANN. § 10-78-104 (state)

Open Board Meetings - TENN. CODE ANN. § 8-4402
TEXAS Public Records Law - TEX. REV. CIV. STAT. ANN, art, 6252-17a and art. 1108,
{TRST) § 35.107 (VERNON)

Open Board Meetings - TEX. REV. CIV. STAT. ANN. art. 6252-17
UTAH Public Records Law- - UTAH CODE ANN. §§ 52-4-2
{USRB) Open Board Meetings --'UTAH CODE ANN. § 78-26-1
VERMONT Public Records Law - VT. STAT. ANN. tit. 16, § 1942 tit. 1, §317
{TRSV) Open.Board Meetings - VT. STAT. ANN. tit. |, § 312
VIRGINIA FOIA - VA. CODE § 2.1-341,342
{VsRS) Open Board Meetings - VA. CODE § 15-111.23

1
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WASHINGTON Public Records Law - WASH. REV. CODE §42.17.260
[WDRS} Open Board Meetings - WASH. REV. CODE § 42.30.020
WEST VIRGINIA Public Records law - W.VA. CODE§ }; § 6-9A-2
{STRS} Open Board Meetings - W.VA. CODE § 29812
WISCONSIN FOIA - WIS, STAT. § 19.35

{WRS} Open Board Meetings - WiS. STAT. § 19.83

WYOMING Public Records Law - WYO. STAT. § 9-9-101

{aRs}) Open Board Meetings - WYO. STAT. § 9-11-102

CITY SYSTEMS

CHICAGO Public Records Law - ILL. REV. STAT. ch. 116, §43.6
{CIPF} Open Board Meetings - ILI. REV. STAT. ch. 102, §§ 41 and 42
ST. LOUIS Public Records Law - MO. REV. STAT. § 163.450.10
{PSRS) Open Board Meetings - MO. REV. STAT. § 610.010
MINNEAPOLIS None.

{MYRFA}

12
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CHART C

FIDUCIARY STANDARDS GOVERNING INVESTMENTS

ALABAMA prudent perseon (as part of investment policy); can make satre investments as domes-
[TRSA) tic life insurance companies (tit. 16, § 25-20); 20% limit on equities

ALASKA ERISA prudent expert (§ 14.25.180(c)); y list of permissible i

[ATRS) (§ 14.25.180)

ARIZONA prudent person (§ 14-7302); statutory list of permissible investments (§ 38.757)
{ASRS)

ARKANSAS ERISA prudent expert (§ 12-3307.7.01); Arkansas-related investments 5-10%

(ATRS) (§ 12-3307.7.14)

CALIFORNIA prudent expert (Cal. Const. Sec. 17, Art. XVI); statutory list of permissible invest-
{STRSC) ments (EDUC. CODE § 22222); must diversify; 25% must go to Cal. res:denhai mort-
gages (FIN. CODE § 13000) )

COLORADO prudent person (§ 15-1-304) - 50% limit corp. stock/convertible debentures

{PERA)

CONNECTICUT same standard as applies to savings banks and trust funds — prudent investor (§

(CTRS) 10-183m); statutory limits (§ 3-13d, § 36-94); encourages diversification; 50% limit on
common stock

DELAWARE prudent person (board policy); no other limits

{DSEPP) . -

FLORIDA prudent person; diversification (§§ 215.47(7) and 581.11); statutory limits on permissi-

{FRS) ble investments and s!atutory definition of manner in which benefits must be related
to funding (§§ 21, 112; Art. X, Section 14 Constitution)

GEORGIA subject to restrictions imposed on domestic life i and p d no more than

{TRSG) 50% of system's assets are invested in equities; statutory llmxts on level of any single

(Invy policy prudent person standard.)

HAWAII y list of permissible inv ; 40% limit on common and preferred stocks;

[HERS) 10% of book value may be invested according to “prudent person’ standard (§ 88-119)

IDAHO prudent person (§ 68-502); Board sets investment policy

{PERSI)

ILLINOIS R prudent expert (ch. 108-1/2, § 1-109-1): diversification

{ITRsS)

INDIANA prudent person (§ 21-6.1-3-9); statutory list of permiissible investments; no invest-

[ISTRF) ments in equities (Art. I1, § 12 Constitution)
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IOWA prudent person (§ 97B.7.b). with statutory restrictions on permissible investments

{IPERS)

KANSAS prudent person (§ 74-4921) - 50% limit on comunon stock

{KPERS}

KENTUCKY ERISA prudent expert (§ 161.430); prohibition against buying more than 25% of any

{TRSKY} single stock issue and against investing more than 7% of system’s invested funds in
any issue.

LOUISIANA prudent expert {§ 42:715-717} - 25% limit on investments in equities

{TRSL)

MAINE prudent person {tit. 5, § 10611}

{MSRS}

MARYLAND prudent person (art 738, § 74) - 50% limit on purchases of common stock; no more

{MSRPS) than 15% in non-dividend stock

MASSACHUSETTS prudent expert (ch. 32, § 23(3)); starutory restrictions (ch. 32, § 23{2A)(h}); no mort-

{MTRS} %ages or collateral foans; about 1% of fund must go to Mass. Technology Develop.

orp.; no investments in South Africa or N. Ireland munitions manufacturers

MICHIGAN prudent expert (§ 38.1132); statutory list of permissible investments (§ 38.1132) and

{MPSERS) 50% Limit on corp. equities; 2% limit on venture capital

MINNESOTA prudent person {§11A. Ol) stam.ory limits — 80% of assets must be invested io gov-

{MTRA} ernment o d corparate obligations and other types of commercial pa-
per, and mongage parlmpatmn certificates; 0% may be allocated to more speculative
investments

MISSISSIPPL prudent person {§ 25-11-121); statutory list of permissible investments

{PERS} (§ 2511-121{1-5))

MISSQURI prudent person {§ 169.040.2); statutory list of permissible investments (§ 169.040) -

{PSRSM} must diversify

MONTANA Frudem person (§ 17-6-201); statutory list of permissible investments (§ 17-6-211), with

{MTRS} imits set by category

NEBRASKA prudent person {§ 72 1247); no buying cn margin: no put or call options

{NSERS}

NEVADA prudent person (§ 286.682); no investments in South Africa unless companies conform

{PERSON} to Sullivan principles
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NEW HAMPSHIRE y list of p ible i which are those authorized for domestic life

[NHRS) msurance compames (§ 100-A:15); 15% of assets may be invested more freely accord- -
ing to prudent person standard. Board is also directed to invest in manner that will
benefit state’s economy, so long as consistent with sound investment practices.

NEW JERSEY prudent person (§ 3B:20-12); y list of permissible i with limits on

{TPAF-NJ) investments in common stock

NEW MEXICO prudent person (§ 22-11-13(c)); y limits imposed on categories of i

{NMERS) (§ 22-11-13) (75% limit corp stocks/bonds) \

NEW YORK 95% according to y list of permissible i 5% according to prudent

{NYSTRS) person standard (EDUC. LAW § 508)

NORTH CAROLINA y list of per ible i

{TPERS) \

NORTH DAKOTA “best interests” of state (§ 21-10-05); statutory list of permissible investments

(TFFR} (§ 26-10-07), with 80% fixed income mandatory and 30% limit on equities

OHID prudent expert; statutory investments (§ 3307,15), with specified limits (35% limit on
({STRSO} equities, 25% limit on real estate, 5% limit on venture capital)

OKLAHOMA prudent person (tit. 70, § 17-107(a)); statutory list of permissible investments (tit. 70,
{TRSO) § 17-107(B)) )
OREGON prudent person (§ 293.726); 50% limit on investments in common stocks .
{OPERS) .
PENNSYLVANIA prudent person re corporate stock (ch. 24 § 8521(h)), with limits on level of investment
{PPSERS) in any one company

RHODE ISLAND
{ERSRY)

prudent person (§ 35-10-6)

SOUTH CAROLINA
{SCRS)

prudent person (§ 21-11-10); statutory list of permissible investments (§ 11-9-660)

SOUTH DAKOTA
{SDRS)

prudent person (§ 4-5-27); State Investment Council required to formulate policy
(§ 4-5-28)

prudent person (§ 35-3-117(b)); same dard.

TENNESSEE as apply to d ic life i with
(TCRS} 50% limit on stocks (§ 56-3-303) .
TEXAS prudent person (art. 16, § 67); no equity ownership in real estate
(TRST)
UTAH ERISA prudent expert (§ 49-9-12); broad authorization
{USRB}
15
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VERMONT prudent persen (tit. 8: § 3642); y tist of permissible i {tit. 16; § 1943)

(TRSV}

VIRGINIA prudent person (§ 51-111.24:2); y list of permissibie inv {§ 51-111.24)

{vsas)

WASHINGTON prudent person (§§ 41.50.085, 43.33A.14) plus diversification; certain limits on individ-

{WDRS) ual investments

WEST VIRGINIA prudent g;rson 8 126-12); y list of permissible i (§ 12-6-8(f)); no

{STRS} equities; 75% limit on corporate debt, 20% cap on corporate debt maturing in one
year, and 3% ceiling on debt in single corporation

WISCONSIN ERISA prudent expert {1983 Budget Act); board has same authority as insurance com-

{WRS) panies in regard to fixed dividend investients, and may invest 50% of assets in other
categories.

WYOMING E;u“dem persen (§ 2-3-301); y list of permissible i {§9-3424) - 35%

{WRS} imit corp. stock, with no more than 1% in any one corporation.

CITY SYSTEMS

THICAGO . ERISA prudent expert {ch. 108-1/2, § 1-10%{(b}): statutory list of permissible invest-

{CTPF} ments (ch. 108-172, § 1-113)

MINNEAPCLIS prudent person; no capital stock

{MTRFA} .

ST. LOUIS prudent person {§ 169.480)

{PSRS}
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CHARTD
STATE RETIREMENT SYSTEM INVESTMENT ADMINISTRATION
Reliance on Published
Outside Investment Investment
Performance Analyst Responsibility for I Poli
No Board of Trustees, assisted by 7-person Yes
{TRSA) in-house staff plus AmSouth Bank
ALASKA Merrill Lynch C issi of R , assisted by 4 Yes
{ATRS) in-house staff plus 13 outside advisors
ARIZONA SEI Funds Evaluation Investment Advisory Council (5 members No
{ASRS} Services with 10 years’ investment experience),
Wilshire Associates assisted by outside investment managers
(8 firms)
ARKANSAS No Investment Committee of Board of Trust- Yes
{ATRS) ees, assisted by Oppenheimer Capital and
First Commercial Bank of Little Rock
CAUFORNIA Wilshire Associates Board of Trustees, assisted by Wilshire As- Yes
{STRSC) sociates (2 Board members must have in-
vestment experience)
COLORADO Merrill Lynch Board of Trustees assisted by 7-member Yes
(PERA) i staff. Also, Bankers Trust Co.
of N.Y. and Provident National Bank of
Philadelphia
CONNECTICUT State Auditor of State Ti d by I Ad- Yes
{CTRS) Public Accounts visory Council (including 5 outside ex-
perts)
DELAWARE Gentry Associates Board of Trustees assisted by 20 money Yes
(DSEPP} management firms and Ashford Capital
. Management
FLORIDA SEI Funds Evaluation State Board of Administration assisted by Yes
{FRS) Services 6-person Investment Advisory Council
GEORGIA Merrill Lynch Investment Committee of Board of Trust- Yes
{TRSG) ees with guidance from First National
Bank of Atlanta
HAWAI SEI Funds Evaluaton Board of Trustees assisted by 16 money Yes
{HERS) i management firms (I trustee must be an

rvices
Callan Associates

expert)

17
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Reliance on Publishec
Outside Investment Investmer
Performance Analyst Responsibility for | Policy

{DAHO SEl Funds Evahuation Board of Trustees assisted by funding Yes
{PERSI} Services ;gnm (tank, trust company, legal reserve

ite insurance company, etc.)
HLINOIS SE] Funds Evaluation State Board of Investments assisted by 20 Yes
{fTRS} Services outside investment managers
INDIANA Ne Board of Trustees assisted by staff invest- Yes
{ISTRF} ment manager and 5 cutside advisors (5

trustees have finandal experience; two are

required by statute)
IOWA Wilshire Associates State Treasurer assisted by Advisory In- Yes
{IPERS} vestment Board (7 members, three of

whom must be experts)
KANSAS Callan Associates Board of Trustees chusen for investment Yes
{KPERS) expertise, assisted by investment

counselors {§)
KENTUCKY SEI Funds Evaluation Board of Trustees assisted by 2 persons Yes
{TRSKY} Services in-house and also by Todd lavestment Ad-

Merrill Lynch visors and Alliance Capital Management,
. inc

LOUISIANA Mermili Lynch Board of Trustees assisted by 4-member Yes
{TRSL} investment staff and outside counselors (4)
MAINE Boston Company Board of Trustees assisted by 13 outside in- Yes
{MSRS} vestment managers (2 trustees are experts)
MARYLAND No State Investment Agency {SIA} assisted by Yes
{MSRPS} in-house staff as well as outside invest-

ment managers and advisors. SIA is su-

pervised by State Investment Council

{includes Board members from various

public plans plus 3 experts)
MASSACHUSETTS State Analyst Pension Reserves Investment Management Yes
{MTRS} Board and the 3-member investment com-

mittee
MICHIGAN SEi Funds Eval State Ts d Ad- No
{MPSERS} Services visory Committee {5 members)
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Ve

Mortgage Advxsory Comnunee (both com-
poseg of outside experts) and 7 in-house
investment staff

Reliance on Published
Qutside Investment Investment
Performance Analyst Responsibility for I Policy
MINNESOTA Merrill Lynch State Board of Investment assisted by Yes
[MTRA] Investment Advisory Council (trustees of
state pension plans and 10 experts in-
cluded) and 21 outside investment
managers ’
MISSISSIPPI SEI Funds Evaluation Board of Trustees assisted by in-house Yes
{PERS) Services managers plus 12 outside investment man-
agers (7 fixed, 5 equity)
MISSOURI National FSI Invest- Board of Trustees assisted by Boatmen’s Yes
(PSRSM) ment performance Bank of St. Louis
System
MONTANA Scudder, Stevens & State Board of Investments No
{MTRS) ark
NEBRASKA No State Investment Council assisted by Yes
{NSERS) in-house investment officer and Travelers
Ins. Co. and Provident Investment
* Accounts
NEVADA - Slv\awDaca Services, Board of Trustees assisted by private in- Yes
{PERSON) Inc. vestment counselors (4)
NEW HAMPSHIRE SE! Funds Evaluation Board of Trustees assisted by 10 outside in- Yes
{NHRS) Services vestment counselors
NEW JERSEY SEI Funds Evaluation State Council (10 bers - 5 Yes
{TPAF-NJ) rvices with expertise)
Merrill Lynch
INDATA
NEW MEXICO DeMarche & State I Council (a sub Yes
{NMERS} Associates of the Board of Trustees) assisted by pri-
vate counselors (Von, Nelson,
Scarborough & McConnell)
NEW YORK Buck Pension Fund Board of Trustees (has 2 expens) assisted Yes -
{NYSTRS) Services, Inc. i and

19
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Reliance on

Published
Cutside Investment Investient
Performance Analyst Responsibility for | Policy
NORTH CAROUINA | No State Treasurer assisted by in-house staff No
{TPERS) and outsidé-cquity advisors. Also assisted
by Equity Advisory Commi
NORTH DAKOTA Callan Assodiates State Investment Board (5) assisted by In- Yes
{TFFR} vestment Director and outside managers
{Bank of North Dakota and Robert & Sulii-
van}
OMIO SE! Funds Evaluation . | Board of Trustees assisted by 12 profes- Yes
{STRSC} Services sionals in-house plus two outside advi-
sors, Thomdike, Doran, Paine & Lewis
and Karsten Companies
OKLAHOMA SEI Funds Evaluation Bozrd of Trustees assisted by 3 in-house Yes
{TRSQ} Services experts plus 3 outside counselors
CREGON Wilshire Associates . State Treasurer assisted by Oregon Invest- No
{OPERS) ment Council and 22 outside advisors
PENNSYLVANIA Evaluation Associ- Board of Trustees assisted by 14 private Yes
{PPSERS) ates. Inc. sector managers
RHODE ISLAND Performed by banks State § C ion (7 bers, Yes
{ERSR1} represented by 3 3 banking experts)
expert SiC .
members
SOUTH CARGLINA A G. Becker Board of Trustees assisted by 5-person Yes
{SCRS} professional staff plus famieson, Eaton &
‘ood, inc.
SQUTH DAKOTA SEl Funds Eval State In Counait d by 6 Yes
{SDRS} Services outside managers
TENNESSEE Council on Pensions Board of Trustees assisied by investment Yes
{TCRS) & Retirement/Fiscal Advisory Council (5 experts, each with 5
Review Committee” years’ experience)
in legislature
TEXAS Memill Lynch Board of Trustees assisted by Investment Yes
{TRST} Thomdike, Doran, Advisory Committee {13 private invest-
Paine & Lewis ment specialists)
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Reliance on Published
Outside Investment Investment
Performance Analyst Responsibility for 1 Policy

UTAH SEI Funds Evaluation Board of Tr isted by professionat Yes
{USRB) Services in-house staff and 6 outside advisors
VERMONT SEI Funds Evaluation Board of Trustees assisted by Delaware In-
(TRSV) Services vestment Advisors, Loomis Sayles, Ram- Yes

part Investment Managers and Putnam

Investment Advisors
VIRGINIA Rogers, Casey & Board of Trustees assisted by Investment Yes
{VSRS) Barksdale Advisory Coundil (3 experts) and 12 pro-

fessional in-house staff plus 13-15 outside

managers/advisors
WASHINGTON Merrill Lynch State Investment Board assisted by 5 Yes
{WDRS) outside advisors -
WEST VIRGINIA Legislative Auditor State Board of Investments assisted by Yes'
{STRS) : Pittsburgh National Bank
WISCONSIN CDA Investinent State Investment Board (including 2 WRS Yes
[WRS) Technologies, Inc. members and 4 experts}
WYOMING Segal Advisors, Inc. Board of Trustees assisted by Alliance Yes
{WRS) Capital Management Co., Lehman Man-

agement Co., Northwest Bank, N.A.
CITY SYSTEMS
CHICAGO Gabriel, Roeder, ‘Board of Trustees assisted by Capital No
{CTPF) Smith & Co. Supervisors, Inc.
MINNEAPOLIS First Corporate Board of Trustees assisted by Advisory Yes
{MTRFA) Securities of Investment Committee of experts

Minneapolis

ST. LOULS DeMarche Associates Board of Trustees assisted by outside man- Yes
{PSRS} agers (Mercantile Bank, Centerre Bank,

Boatmen’s Bank)

21
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INTRODUCTION

This study was prepared at the request of the National
Ccouncil on Teacher Retirement ("NCTR")3 to respond to "Fiduciary
Responsibility Requirements of the Pension and Retirement Plans
for State Employees" prepared by the Congressional Research
- Service of the Library of Congress ("1988 CRS Report"). Issued
on August 8, 1988, the 1988 CRS Report failed to cover several
significant areas of state law that regulate the conduct of
public retirement system fiduciaries. Those areas included
common law and statutory trust remedies, criminal laws, conflicts
of interest laws, and ethics laws. Because of the authors'
failure to consider the common law trust remedies and the other
laws, they wrongly concluded that some states have no penalties
whatsoever for pension system fiduciaries who breach their
duties. .

The 1988 CRS Report was requested by members of the
House Education and Labor Committee who argue that states’
regulation of public retirement systems' fiduciaries is
inadequate. These proponents argue that federal fiduciary
standards should supplant state law. )

CRS issued a second report, "Public Pension Plans: The
Issues Raised over Control of Plan Assets" on May 15, 1990 ("1990
CRS Report"). Unlike the first report, the 1990 CRS Report B
recognized that "all States have a strong body of common trust
laws as well as statutory trust laws to protect the financial
integrity of pension trust funds." (Page 50)%

v The NCTR is a membership organization of 50 state, 10 local,
and one territorial retirement systems, some of which cover
teachers exclusively, others of which cover other state and local
employee groups. . ’ :

u A recent report by the General Accounting Office ("GAO")
made a similar observation:

The plans' [i.e., the four plans surveyed by the
GAO] enabling statutes do not include provisions
concerning penalties for violations of fiduciary
responsibilities. But inappropriate actions could
constitute violations under other statutes, plan
officials said. Among them are laws concerning fraud,
standards of conduct by trust fiduciaries in general,

(continued...)
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This study lays out the laws of each state that govern
the conduct of public pension fiduciaries, including the
significant areas that the authors of the 1988 CRS Report missed.
It wil) assist federal policy makers in evaluating the extent of
protection afforded to pensiocn funds.

The study indicates a high degree ¢of regulation among
the states. Almost all states adhere to the prudent expert or
prudent person fiduciary standard. All have criminal laws that
apply to fiduciaries who breach their duties. Many have
extensive codes of ethics or conflict of interest laws that
requlate the activity of public officials and employees,
including those involved in public pension systems. All states
have either common law or statutory trust remedies, as noted by
the 1990 CRS Report.

Also pointed out in the study are the checks and
balances that exist in public plan regulation. A number of
states list the types of investments in which system fiduciaries
may invest. Other states restrict the amount of fund assets that
may be made in any one type of investments. These requirements
prevent fiduciaries from making risky investments.

In addition to the broad array of protections described
in this study, states adhere to further practices that safeguard
retirement system assets. For example, all states have
legislative and/or executive oversight of the pension systems’®
assets. A number of states also regularly consult with outside
investment performance analysts to assist in measuring fund
performance.

In summary, state law governing pension fiduciaries is
detailed and comprehensive. Remedies for breaching fiduciaries
exist across the board. The existing framework provides great
protection that safeguards the assets of public pension systems.

2z {...continued)
and state employees' codes of conduct. Penalties under
these statutes include removal from office, fines, and
imprisonment.

"Publ?c Plans in Four States Have Generally Similar Policies and
Practices,”" GAC, July 1990.

ii
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GRAYCE GAMES
froms 1960-1966; Loged Seowographes, Cd-
Trown, 1966-1978; Laged Scqpport Supersior,
Deparsnent of Woncr Resoureen, 19731982
“For 30 yours | worked for the State of
California and 1 bved it Infact, 1 would be
stil working for the stase but my husbend
caone dowa with ALLS. {Loo Gebirig's
dinense). 1 had no choioe but wo quit my job
#nd take care of my bushand. My bushand
and [ are counting on our pension and
countingon it not bo be.eaten away by
inflation. | stuck by the stase for 30 years.
¥ thirk the stete should stick by i
employees and treat thean right.”

DONALD BERTRAM
Highway Patrol Officer from 19671967
“1 joined the Highway Ptrol in 1957,
where] served for 10 years untl s drunk
driver smashed irto my patrol owr on
March 13, 1967. Pinned underthe car, |
bad back and leg injuries thet kwoed me 0
00 retirement. My gros retirerment
check i $724 a muxth. Wich IDDA and
EPDA bexefits | recsive an extra $372.53.
1FCal Tx hes s way, | would kee sy
DDA and FPDA benefits and [ would

how] coud doi. Since the Highvay
Patrol never was pertof Sociel Seurity,
. §T2% 2 monthwoukd beal I would et.”

bave tovean §724a maxth. | don'tknow

MARTHA RHYMER
Lognl Samogropher; Col-Trova (Deparemes
of Pobdic Works), from 19561972

“S know the state bus & big deficik bu
everybody needs to pitch in to sche the
problan. kt shouldn't be just taken from
sate workers. | think that it i resl louy
that these kirge corparntions will not have
0 pay their fair shareof txe snd then try
© tabe mway the state workers’ ponsionn.
The state, just Bie sery company, bad
duty 10 take care of emplupees. Catornin'e
bargest enployer shouid have » pension
phen the is safe and thes peeplvean ot
0. The bodget shouldin't be belwrwed on
our backs slone. | think the Lagisletare
should do s drare.”

DELBERT LEHR

M!MMMM

from 1978-1985
“Ywerrkeed both in the private secior

| wod the pric seesor. While | B

workirg for the stae, we nover had oy
o the benefits of privae secsor employees.
"Thie state doesn't bve profit sharing or
stock optinn plans, Wht it has 8 8 pexsion
plan. Neverthelr, | didn't mind beryicg
mypmvﬂ:."opuundmynhy

of o pension acoourn is from oar ovm
nmmt,weduﬂmﬂll
morey.”
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| ZORKA ENOS

Clerk 11, Franchise T Boord, from
w395 )

* “When 1 worked for the state we were
ot hooked up with Sociel Security, 20 'm
dependent upon my state pension. After 20
years with the Tix Board, I received
sround §350 a month in pension. Over the

1 lost 16 years, inflation hes esten away my

pension, making it harder and harder v
Tiveon., In 1984, we started to receive
IDDA checks which brovght me up 0 75
percent of what my pension check was
worthin 1975. Now CaJ Tax wants 10 take
that away from us, letting inflation take
away our pension. | don’t think that is
&”

JAMES RHODES

*| Correctional Offier; Departmentof

Corrections, from 1955-1973
“1 woe proud to work for the state for
eighteen years. Oneof the reasons |

| worked for the state was $0 be secure inmy

retirement. While the state doesn’t have
profitsharing ar stock plans, I thought it
had a good retirement pln. In 1973,a
$477 pension was not too bad. Bt our
state pensions have not gone up with
inflation. Qur state pension should be ke
Social Security and go up with inflation.”

] MARY WALKER

19511978

7 have to depend upon myself, I don't
have anyone else. I worked 27 years for the
stae and | really Bked my job. I Beed
meeting people and that is what 1 was able
todo s a receptionist. Now that I'm
retired I don't want 1o kve it up but | want
wfeed safe. So, I think it's really lousy that
these karge rich corporations want s to
Inse cur perssions o inflstion when they
don't want to pay their chare of taxea.”

a8t



2} Tax, 2 bobbying groap for
Cabfornia's argest corporations,
bas s way, state employees won't
be seevre in their retirement —

even afier X} years of service

and Socal Secarity,
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