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Confronting the Public Pension Crisis:

Pension Loopholes and Poor Performance in 
Locally Managed Pension Funds Come at a High Cost to the State

BOSTON – Pioneer Institute today released two research papers by noted state economist and Salem State College professor Ken Ardon that underscore the Commonwealth’s structural fiscal challenges and opportunities for considerable savings that are being lost.  In Public Pensions: Unfair to State Employees, Unfair to Taxpayers, Dr. Ardon argues that abuse of pension eligibility exceptions, ambiguities, and loopholes have added an estimated $3 billion to state’s pension liability.  In Leaving Money on the Table: The 106 Pension Funds of Massachusetts, Dr. Ardon finds that, over the past 10 years, poor investment performance in locally managed pension funds have cost taxpayers an estimated $1.6 billion.
“State revenues may have rebounded since the 2002 recession,” noted Pioneer’s Executive Director Jim Stergios, “but the state’s structural deficit is still there.  Rather than cannibalize $350 million from the rainy day fund to help pay for its record 949 special amendments, the Senate ought to look to common sense changes that would address one of our chronic budget busters—the public pension system.”

Dr. Ardon’s examination of the Public Employee Retirement System (PERS) offers concrete evidence that the pension problems are serious - but solvable.  In Unfair to State Employees, Unfair to Taxpayers, Dr. Ardon chronicles the systemic flaws that allow some employees – and the Legislature – to game the system and unfairly inflate certain pensions. Each employee’s retirement benefits are determined by an arcane formula based on years of service, highest salary, job classification, and retirement age. The report details how each of these factors can be manipulated, and estimates that at a minimum such abuse inflates the state’s annual pension costs by $125 million. The paper proposes that the transparency of basing each employee’s benefits on actual lifetime contributions would benefit both taxpayers and state employees.

While Unfair to State Employees, Unfair to Taxpayers considers the employees’ side of the equation, Leaving Money on the Table exposes the wasteful fragmentation of state pension fund management. While $35 billion is managed by the state’s Pension Reserve Investment Trust (PRIT), another $15 billion is splintered among 104 separate local funds, each with its own board and management.  Leaving Money on the Table offers convincing evidence that poor state oversight and subpar performance make these small funds a burden on municipal budgets. By consolidating these funds under PRIT management, the state could ease the tax burden while protecting retirees.

“Taxpayers are currently in the process of shouldering a $3 billion burden caused by underperformance in local pension funds,” concludes Dr. Ardon.  “The underperformance of local pension funds is a costly problem that has an obvious and easily accessible solution, in the form of PRIT.”

As part of Pioneer’s efforts to encourage productive dialogue on vital public policy questions, Pioneer will brief all major gubernatorial campaigns and members of the Joint Committee on Public Service on Dr. Ardon’s findings.

Unfair to State Employees, Unfair to Taxpayers and Leaving Money on the Table are the first two papers in a four-part series on public employee benefit reform.  A paper on comprehensive reform of the public pension system will be released in late June.  A final paper will focus on the looming challenge the state faces as it meets the new federal requirement that it disclose as part of its annual financial reports unfunded healthcare liabilities.

For the full text of our research papers, please visit www.pioneerinstitute.org , or contact Alan Petrillo at 617-723-2277 or apetrillo@pioneerinstitute.org
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FACT SHEET: “Public Pensions: Unfair to State Employees, Unfair to Taxpayers”
Author: Kenneth Ardon, Ph.D., Salem State College

The Public Employee Retirement System consists of 

· 176,000 employees 

· 96,000 retirees who are covered by the system’s main feature, a mandatory defined benefit pension, jointly funded by employer and employees.

Abuse of exceptions, ambiguities, and loopholes has added an estimated 

- $3 billion to state’s liability

- $125 million to required annual payment
The root of these problems is that the calculation of benefits 
· is not based on contributions 

· is based on complex formula of four factors:
1) Years of eligible service

2) Salary paid during three highest-paid years

3) “Group” or job classification, and

4) Retirement age

Each of these factors invites abuse by employees and/or Legislature: 

1) Service years inflated through early retirement incentives, special teachers’ provisions, ability to buy service years, and full credit for partial service years. 

2) Salary calculations inflated with second jobs, temporary raises, inclusion of non-salary benefits, large raises near the end of a career.

3) Manipulation of job classification provides unearned benefits.

4) Retirement age rules are a disincentive, rewarding early retirement, penalizing new hires and older workers. 

Recommendations

Two major reforms could address the most serious abuses:

· Enact pay-as-you-go language to require full funding of legislative changes.

· Base benefits on actual contributions, not the four-factor formula.

FACT SHEET: “Leaving Money on the Table: The 106 Pension Systems of Massachusetts”
Author: Kenneth Ardon, Ph.D., Salem State College

The $50 billion Public Employee Retirement System consists of:

· 106 separate retirement systems 
· 106 separate boards that rule on eligibility and manages investments.  

Most assets are managed by only two systems:

· $35 billion for state employees and teachers by PRIT (Pension Reserve Investment Trust) 

· $15 billion in 104 other funds for municipal/county/district/authority groups

104 local systems can opt to join PRIT, but most do not:

· 20 invested entirely with PRIT.

· 29 had some assets invested in PRIT 

· 55 systems invested entirely in self-managed funds
There are endemic problems with small public pension funds:

· Wasteful Spending – Weak oversight of local officials who control assets

· Poor investment performance – Over the past ten years:

· PRIT ranks in the top 10% among all state funds nationwide.
· Only six local systems have earned an annual return as high as PRIT.

· If local funds had invested with PRIT, higher returns statewide would have 
equaled $1.6 billion. 
Recommendations

1) To address wasteful spending, 

· Make the Uniform Procurement Act cover all public pension systems:

· Transparent and competitive bidding for fund management

· Uniform standards for travel expenses and conflict-of-interest issues

· More frequent audits by state. 

2) To address poor performance,

· Centralize assets in single trust

· PRIT is the most practical and immediate solution
· Private sector alternatives should also be considered.   

