Testimony before the Senate Committee on Pensions and Labor
Regarding SB 524

Mr. Chairman and members of the committee, I want to thank you for not only allowing me to testify today but also for raising this very important issue for consideration.  
As a candidate last summer in the caucus to fill State Representative Matt Bell’s seat in the 83rd District, my primary campaign issue was a pledge to address the projected shortfall in our pension system for public employees.  Therefore – even though I came up a vote short in the caucus – I am glad to have to have the opportunity to address my concerns regarding our current system.
By way of introduction, I have been an adjunct scholar for the Indiana Policy Review Foundation for more than 20 years.  I am currently practicing law in Fort Wayne with Bob Toth, who is recognized nationally as one of the pre-eminent authorities on retirement plan issues - especially with regard to 403(b) plans.  Prior to returning to joining Mr. Toth in private practice, I had been General Counsel for both a broker-dealer and the registered investment advisory firm that supported the nation’s largest network of independent financial professionals who focused upon serving the needs of qualified retirement plans.
As a result, I am familiar with issues related to retirement plans.  However, I will admit that I was not familiar with the issues being faced by Indiana’s public pension plans until I read an article last summer in National Review entitled “The Other National Debt,” which asserted that Indiana’s pension funds would become insolvent by the year 2019 – joining Illinois, New Jersey, and Connecticut as the first states to face this crisis.  This article caused me to go back and read a study conducted by Dr. Maryann Keating for the Indiana Policy Review Foundation entitled “State Pensions Built on Rosy Scenarios,” which had indicated the current funding gap may be as high as $46.9 billion.
In this regard, I will acknowledge there is a considerable amount of disparity with regard to the actual status of our Public Employees’ Retirement Fund (“PERF”) and Teachers’ Retirement Fund (“TRF”) plans.  If you were to read each fund’s most recent annual report, you would get the sense that the plans are slightly behind on their funding but are nowhere near crisis.  However, if you were to review a study conducted by the Pew Center on the States entitled “The Trillion Dollar Gap,” you would see that our state pension funds were graded as having “serious concerns” for being funded at less than 80% (actually 72%).
So what accounts for the difference?  It appears, as Dr. Keating pointed out in her article, that much of the discrepancy is based upon what type of accounting system is used.  Specifically, state pension funds are permitted to base their reports on their projected future earnings as opposed to their actual current balances.  Specifically, the state funds’ assessments of their current status are based upon the assumption the funds’ investments will grow at an average of 7.25% each year.
Now, I can tell you that as a licensed securities principal, if I were to hear an investment advisor promising returns of 7.25% year-over-year, my initial thought would be – “this is a Ponzi scheme.”  Reputable advisors don’t guaranty returns because they know the market is unpredictable.  For example, according to Standard & Poor’s, the total return of the S&P 500 over the past five years was only 2.4% - an amount that is significantly below the 7.25% annual return assumed by Indiana’s public retirement funds.
For the sake of all future taxpayers in Indiana, I sure hope PERF and TRF can reach their investment goals because, if they don’t, we are facing a tsunami of debt.  As I said, Dr. Keating estimated shortfall in our state pension systems – without discounting for a 7.25% annual return – was approximately $47 BILLION in 2009.  Furthermore, I would note that according to PERF’s most recent annual report, its primary investment fund has achieved a total return of just 1.5% over the past 5 years – which means we already have a huge hole to make up for to get back to an annual average return of 7.25%.
I would also note that Dr. Keating is not alone in realizing the dangers posed by discounting current public pension liabilities based upon projected annual rates of return of 7-8.5%.  In fact, H.R. 6484, which entitled as the “Public Employee Pension Transparency Act,” was recently introduced in Congress and would require state pension funds to disclose the actual amount of their current funding shortages.
However, I would like to focus my comments upon broader public policy concerns regarding the offering of defined benefit plans to state employees and very specific legal issues related to the possible conversion of Indiana’s defined benefit plans into defined contribution plans.
I will start by admitting that, as a professional working in the retirement plan industry, I have a strong belief that employers should take an active role in assisting their employees in providing for their retirement – regardless as to whether that employer happens to be a private company or governmental entity.  As a result, please do not interpret my comments as advocating that we need to withdraw any retirement benefits offered to state employees.  That is certainly not my intent.
However, I do believe we need to bring the benefits offered to state employees in line with those offered in the private sector.  Specifically, there is a reason the vast majority of private companies have abandoned their defined benefit pension plans in favor of a defined contribution plan such as a 401(k) or 403(b) plan – pension plans are simply too expensive and impose too much risk on the employer.
For example, according to PERF’s own figures, the fund lost over $3 billion – or 20% of the total value of its investments – in 2008.  Now, proponents of the current pension system will argue – correctly - that most private sector employees suffered much greater losses in their own 401(k) plans.  However, that argument misses the point.  The real issue is that Hoosiers working in the private sector may suffer a double blow – not only were their own retirement accounts devastated, but they may also be on the hook to fund the losses suffered by the state employees’ pension fund through higher taxes down the road.  In fact, that $3 billion loss constituted over 60% of the total amount collected from individual Hoosier taxpayers in 2008.
And therein lies the fundamental fairness issue that is beginning to resonate with voters – namely, why should government employees have guaranteed pensions that taxpayers are required to backstop with their taxes when those same taxpayers do not have any type of similar guaranty of retirement funds?
Worse yet, from a public policy standpoint, the system encourages risk taking because legislators are not required to – in the terminology of the Law and Economics movement - internalize the externalities.  In other words, legislators can currently demonstrate their support for teachers and police officers and fire fighters by voting to provide greater retirement benefits today even though the full costs of those benefits will not be realized until decades into the future.  The pressure for such increases are especially pronounced during periods in which the stock market is booming and investment gains are outpacing needed returns within the public pension fund.  Too often, this “surplus” is distributed in the forms of additional benefits, only to find that “surplus” wiped out in the next market correction.  However, while the money is now gone, the promise of additional benefits remains enforceable. 
That is the benefit of a defined contribution plan – the costs are set and knowable each year.  Therefore, if lawmakers want to provide for more generous benefits for state employees in a given year – for example, by raising the matching amount from 3% to 4% - they will need to provide for the additional funds in the appropriations for that year.  As a result, the costs of those additional benefits cannot be pushed onto to future generations and must, instead, be weighed against competing demands for limited state funds.
For these reasons, it makes sense to join other states in moving toward a defined contribution plan for state employees and teachers.  However, there are important legal issues that must be considered.
To begin with, it will be important to recognize that there are three categories of employees when it comes to retirement plans:  past workers; current workers; and new workers.  This may seem elementary, but it is very important when considering the options available.
Even though the Indiana courts have held that public pension plans are a mere “gratuity” subject to change at any time, fairness suggests the state should not be permitted to renege on pension benefits already earned by an employee.     
If you agree with this premise, then the state is very limited in what changes it can enact with regard to the benefits that have already been earned – both by past and current employees.  However, if the reforms only address modifying the benefits offered to new workers, it is unlikely the changes will save Hoosier taxpayers from significant funding deficits and higher taxes in the future.
Therefore, legislators should consider ways in which the existing pension system can be – not repealed, but halted - and a new program instituted for existing and future workers.  To put it another way, you can freeze the current pension benefits at a date certain so that benefits that have already been earned will continue to be paid but no new obligations will be incurred.  Instead, ongoing benefits can be provided through either through the cash balance plan or a more traditional defined contribution plan.

The main difference between a traditional defined benefit pension plan and a cash balance plan is that, rather than promising an ongoing monthly benefit, the cash balance plan would credit each employee’s account with a set percentage of their annual wages plus a set interest rate.  Therefore, at retirement, the employee would have a guaranteed amount of funds (i.e., a cash balance) to use toward retirement as opposed to a guaranteed income stream – although the employee would have the option of using the funds in his or her account to purchase an annuity to provide that guaranteed income stream.  

Although a cash balance plan would not eliminate the state’s investment risk, it would transfer the longevity risk (the risk that the employee lives longer than the average life expectancy used to calculate the benefits) to the employee.  However, the employee could, in turn, transfer the longevity risk to a private insurance company through the purchase of an annuity at or near retirement.  

Alternatively, the state could adopt a traditional defined contribution plan under which the state would contribute a given percentage of employees’ annual salary toward their individual retirement fund each year.  

Obviously, one objection to such a conversion would be that the state would be pushing the investment risk from itself to individual employees.  While this is a valid concern for state employees, it is the same concern faced by most Hoosiers who work for private employers that provide a traditional 401k plan.  However, it should be noted that this concern can be mitigated by offering an annuitization option as employees near retirement age.  In other words, one of the investment options that could be made available to employees would be the ability to use the funds held in their individual retirement funds to purchase a guaranteed income stream for themselves or themselves and their spouses through a single or joint life annuity.  In that way, an employee can pass both the future investment risk and longevity risk to a private insurance company at retirement.

In short, while some legal restrictions will apply, Indiana has a wide variety of options at its disposal to continue to provide retirement security to state employees while offloading the tremendous financial risk currently borne by Hoosier taxpayers and mitigating the great disparity in benefits offered to public servants which are not available to the public they serve.  

Additionally, it should be noted that there experts in the state that can provide both advice and access to additional scholars and research to assist legislators in their study of this issue and in the design of a program that will benefit all Hoosiers.  I, for one, am willing to provide whatever assistance I can to this committee as it considers this very important topic.

Thank you.

