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Public Pensions: Averting New Yor |

A | h a v eal ward ferpmey deilow Democrats:n@ cannot both be a progressive and be
opposed to pension reform. The math is irrefutable that the losers from excessive and unfunded
pensionar e precisely the programs progressive Der

- David Cranealiforniapension advisor

fiThere are lots of people wheould like to think that because times have changed someone else
will be paying for this problemThere is no onéeft to pay for this problemWe have got to &
it ourselvesand everyone has to make a contribution @ it.

- Chris Christie, Governor of New Jersey

AWhy use an 8Bdcaass iByounupett marenc@8nservative numbers, as the academic
studies suggest, you would have to make larger current contributions to the pensions, when state
and | ocal governments and schools are arlready
many states and municipalitiesl mean real tears. Pension funding in some states will be
required by law to consume B®% or more of tax revenuesThat is going to mean much
higher taxes or reduced services. o

- John Mauldin, president of the investrhevisory firm Millennium Wave Advisors,
LLC.
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l. Executive Summary

This paperexaminesthe looming public pension catastrophe approagivar nation generally
and New York $atespecifically There are several key points we witinsiderin detail:

1 The coming public pension crisis the largest financigiroblemour nation faces at the
state levelandthe costo taxpayers will dwarf that frofARP, the Fannie Mae/Freddie
Mac bailoutthe S&L bailoutor any other recemAmericanfinancialcrisis.

U The magnitude and nature ofdlpensioncrisis is disguised bthe application of
lax government accounting standards thi&dw for accountingdeceptionsanddo
notstand up tgrivate sector scrutiny.

1 An honest accounting opension assets and liabilitiesould reveal asubstantial
underfunding inNe w Y o r k Codrhoa Retiersent Fundf anywhere from$30
billion to $30 billion.

U The currentNew York StateCompt r ol | er 6 s fegstasonwiln borr
furtherincrease théevel ofunderfunding

1 Under the current Comptrollet, h e Finvastm@rgreturnshave beersignificantly
below the medianf othercomparablgublic pension fundfor the last year, the last two
years and the last three years and have filmiker exacerbatetii e w Y genkidns
shortfall

0 The Fundés cumul ati ve uis 8% tagget miesimentanc e,
returnover the past 3 years, totals nearly $50 billion.

1 Pension promise$o state and local government workers and retiegesguaranteelly
law, leal precedent or, in some cases like New Yatlate constitutionSUItimately,
theseshortfalls are borne by unsuspecting taxpesywho areon the hookfor higher
taxes

T I'n dealing whpdandion hhdewundifghe IState and its leadershmpust
adhere tahreebedrockprinciples:

U The true extent of owshortfallmust be made clear through an honest accounting.

U New Yorkersarealready the most heavily taxed people in the nagiioticannot
afford additional taxes, sdncreased taxesamot be a pd of anysolution

U The benefitsof Mw Yor k 6 s wprkersaatireesemdctheir beneficiaries
are tobe provided forin full. They have earned dbe benefitsas part of their
negotiated compensation on the basis of a contract that must be honored.

! For details by state, see Morrison and Foerster LLP and Greenebaum Doll and McDonald PLLC, "Index by States:
Extent of Protection of Pension Interests." 25 Sept. 2007. Available at
<http://finance.ky.gov/NR/rdonlyres/275A2978-5DDE-4138-A7F5-AF02D17D7F97/0/Statebystatememo10.pdf>



http://finance.ky.gov/NR/rdonlyres/275A2978-5DDE-4138-A7F5-AF02D17D7F97/0/Statebystatememo10.pdf
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While the pension crisis is national scope it affects eactpublic fundindividually, andwe

New Yorkers need tdix our own PensionFund in orderto saveNew York members,
retirees, beneficiaries and taxpayers frothis looming tax crisis.The New York State
Comptroller, asthe sole trustee ofthe St a t e 6 shouldworkdvjth the Governarthe
Legislatureand all stakeholderwithin the framework of the principlesboveto develop
long-termreforms that easeur PensionSystembackto solvency But we cannot determine

the full set of solutions that are availalite New York until we first uncover the true
magnitude obur owncrisis. This white paper aims to uncover as much as can be determined
through publiclyavailable sourcésthe Comptroller must release more data on his
assumptions to allow for more fulsome analysis and, more importantly, solutions
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Introduction: Why | s This A Critically Important Issue Facing Our State And Our Nation?

By any reasonable metric, the underfunding of public pension plans is the greatdsvstate

financial crisis facing our nationYet, despiteits size it remains an arcarsaibject shrouded in

accounting considerations that leadrtsunderstandingand neglectWhen faced with a

potentially overwhelmingubject that pass significant dangehowever the correctesponse

should not be to burgur head in the sand, but rather teork hard to articulatéhe core issues

cleaty and develop public suppdor good and lasting reforrhsttre nat i onds fi nanci
New Yorkshould bea natural leader in thrisause

Unfortunately, the damage done by years of negasieft an enormousoleinourSt at e 6 s

Pension Fund that will take years to repBy someestimats, Stateand local government

contributions tdN e w Y ®en&idnSy/stem(which are funded through state and local taxes)

will triple in the nexthreeyears® andgiven thereportedassumptions, there @suseto believe

thatamount will prove, in time, to benderstatedror this reason, among others, we often argue

t hat New York is in At he .©oAshadpsosrtcargnes of a ma
circumstances are, they will get worsdhie coming years.Yet, this crisis remaindargely

invisible, due to the cloaking effect of singlear budgeting and politiciamgho refuse to
addresghecrisisthey createdespeciallyin an election year.

We mustnot let career politiciandrive theStateinto fiscal insolvencyHistorically, New York
wasthe economic engine of America, a beacon of opportunity to millions of immigeauutst
can be agairif we confrontour fiscalproblemsforthrightly andwork hardto fix thembefore
they drownus in an ocearof debt and taxes

Thisreportbuilds on our last white paper, whidiscusged a sweeping set of ethics refortinat
wewould introduceearly next year’ Thoseethicsreformswould clean upour PensiorF u n d 6 s
managemerdnd are both necessary and interconndctéide changes we propose héer
largeraim, through the ideas encapsulatedb@th paperss to professionalize the management
of the Pension Fund and break the lo@#ween ouretirementsystem angboliticians who betray
the public trust, either leically or in their failure to fulfill their fiduciary responsibilities

‘GershY Y2 WIF 0206 ® &/ dz2 Y23 The Wall Btreét Udurhgl Jil. SoSoNGAtg Q916 A 2 Y & € @
http://online.wsj.com/article/NA WSJ PUB:SB10001424052748704862404575351420074469874.html|

*hdzNJ SGKAOE NBTFT2NY 6KAGS LI LISNI OF y 0SS I 00SaasSR 2y 2dzNJ) ¢
Comptrollert L Q& | vdzSaidAz2y 2F 9GKAOadE 1 WdzA & wamnd wn ! dzAD
<http://wilsonfornewyork.com/images/uploads/Ethics White Paper Final.pdf>



http://online.wsj.com/article/NA_WSJ_PUB:SB10001424052748704862404575351420074469874.html
http://wilsonfornewyork.com/images/uploads/Ethics_White_Paper_Final.pdf
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We welcane a dialogue on these isséiesith political leaders, union leadegvernment
employees anlleneficiariesthe media and certainly the taxpayavho are being handed the

bill. It is not too late to fix ouPensionSystemand avert the fate of other failed states, but it soon
will be, and the sooner we work to addresshokenretirementsystem the less painful it will

be.

One finalbut importam note: sadly, tawholepensiondebate has devolved into a food fight

between fiscally responsibiedividuals andrganizations, on the one hand, and public

employees and theimionleadership on the other. In our view, that is not the right fietdo

not blame public employees or themion leadership for wanting better compensation and

benefits Benefits, including future pension payments, are a negotiated part of overall

compensation that have been promised under a contract and &arhadcedompensation and

benefits are a natural gdak any employee or any organization advocating on behalf of

employees. Rathewe believe the blame lies squarely at the feet of career politicians who

use taxpaver doll ars t o meckrecampaignmdonsatiens, vakee ¢ an o
and support. Our elected officialarethe ones charged with watching out for the taxpayers, and
theyhavelet their own narrow selihterest trump their broader fiduciary dutiés. Arthur

Levitt, Jr., arguedh 2007 fi 1l 6 | pt i ci ans arenodt willing to pay
shouldnoét make these holtlow promises in the f

The State Comptroller is the elected officwith the clear fiduciary responsibilitp address
New Yor k opsoblegmsThatis wiry one of our goais transforning this office is tohelp
reestablish a healthgustainable balance th@bvides fairly for public employees at a cost that
is manageable for taxpayeifiis dynamic is in the best losigrm interests afaxpayers AND
public employeesThe crisis wavould otherwisesuffercould onlyend badly for both.

*LevittJr., Arthur. A WS Y Nl a®é bSg 2N] tNAGDFGS 9ljdAaide /2yFSNByOSo
<www.pebc.ca.gov/images/files/071113_Pension.pdf>


http://www.pebc.ca.gov/images/files/071113_Pension.pdf
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Il. How Bad Can It Be, And How Did We Get Here?

The value of pension promises already made by U.S. state governments will grow to $7.9 trillion
by 2023° A series of studies suggest that the underfundinthese promisesould total $3

trillion or more® For moststates, pension promises are guaranteed to their benefitigrias,

legal precedent or the state constitutéond are effectivelythe equivatnt of debt that it least

pari passu with, and argualsignior tg every other State obligatiohNo matter what, taxpayers

are on the hook fothem In the event of defaults, pension underfundings would requi
extraordinary actionn the form oflargetax increasessignificantdebt offerings (if they could

even be completedd federalbailoutor a fulkblown restructuringgn an unprecedentescale

To put the$3 trillion underfunding in perspectiythe cost to taxpayerir the savings and loan
crisis was $124 billion.® Theestimatectost to taxpayers for thEroubled Asset Relief Program
(TARP)ranges from $10% $127 billion, according to the Congressional Budget Office and the
Office of Management and Budget, respectivefe bailoutsof Fannie Mae and Freddie Mac
areprojectedto be$389billion over the life of theprogram'® Thosefigures, as large as they are,
palenextto the gathering storraf A me r iunderfursed public pensios.

And, as with previouscrises, the writing ion the wall Yet, virtually all policymakerseither
choose to passivelignorethe underlying realitysincethe crisis is not immediater actively
obscureit, taking advantage déx governmentccountingstandardso hidethe truthfrom view.

Now-al NEX w26SNI |yR W2aKdzr wlkdzKd a¢KS LYGSNASYSNI GAZ2Y I
Bureau of Economic Research, Working Paper 14343 (September 2008): 7.

® See the following: Aubry, Jean-t A SNNB 3 adzyySttx 't AOAlF | @& IyR vdzAyoészx [ |
Pensions:2009-H nM0 X é / SYGSNJ F2NJ wSHGANBYSy il wSrab)ROWBFandRalih. . 2 3G 2y
W2 aKdzh X atdzofAO tSyaizy tNRYA&ASAY 126 . A3 FINB ¢KS@& FyR
FG . 2alz2y [/ 2ttS83S3x WwWdA & wnanmaT . A33FaI ! YyRNBGD a!'y hLIGA2
{ SOG 2 NJ [ A lridai Entarpride Histittité, WorkingPaper #164, March 2010; Novy-Marx, Robert and Rauh,

W23Kdzr 2 a¢KS LYGSNBSYSNI GA2YyIFf ¢NIyaFSNI 2F tdofAd t Sya,
/' FYONRARRISE {SLIWISYOSNI HnnyTSNFNNRERWEZSK OKBRI t &FB I 2§/ 0 dzif N
. 2dz ¢CKAY1éZ alyKFEGidry Lyaidadddz & I/NEZA Qu2wSININIG ybR2 dw | cdeked 1WA
Liabilities and Risks of State-{ LI2 Y a2 NBR t Sy aArz2y tflyazé W2y Fai20®,F 902y 2Y
p. 191-210.

” For details by state, see Morrison and Foerster LLP and Greenebaum Doll and McDonald PLLC, "Index by States:

Extent of Protection of Pension Interests." September 25, 2007, available at
<http://finance.ky.gov/NR/rdonlyres/275A2978-5DDE-4138-A7F5-AF02D17D7F97/0/Statebystatememo10.pdf>

& United States General Accounting Office. Financial Audit: Resolution Trust G G A 2y Q& mMdpdp F YR M
StatementsWashington: GPO, 1996. Print. 13. <http://www.gao.gov/archive/1996/ai96123.pdf>

° -, Congressional Budget Office. Report on the Troubleds8et ProgramWashington: GPO, 2010. Print.

0 . BudgetOffice./ . hQ& . dzRISGIFNB ¢NBLFGYSYyd 2F Cl yyWasingwoh:S YR CN
GPO, 2010. 9 <http://www.cbo.gov/ftpdocs/108xx/doc10878/01-13-FannieFreddie.pdf>



http://finance.ky.gov/NR/rdonlyres/275A2978-5DDE-4138-A7F5-AF02D17D7F97/0/Statebystatememo10.pdf
http://www.gao.gov/archive/1996/ai96123.pdf
http://www.cbo.gov/ftpdocs/108xx/doc10878/01-13-FannieFreddie.pdf
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Unfortunately willful ignorance and deceptiorserve only to male the issue even more
pernicious and all the more importantetcaminen theopen

New York is by no means alon€@©n the contrary Ne w practickdd passingfund
underperformance through to taxpayers (while
tax burdenhasled to a smaller hole than many stated-ere, howeverwe are remindedf the

storyof a shipwreck In the accident, 50 passengars lefttreading water in thepen seavhile

vainly waiting for help.These passengehsvefamiliar names: California, Illinois, New Jersey

and, of course, New Yorkt d o e s n whethenoaetot tkese passengers is a stronger
swimmerthan a handfubf the others i f hel p doesndét arrive soon,
than othersThe lesson here is thatevshould not take solace in the travails of other siaves

have toright our own shifbefore we drown in an ocean of taxes and.debt

Root Causes

The root cause dhe crisis rests with thelected officialsvho overpromised public benefits in
order to secur@olitical support from public employeeniors. Thesebenefitscome due in the
future, and the next election is always imminehis no wonder then,why politicians often
ignore theconsequences of these promises

In this way, politicians are to public pensions as lax underwriting standards were to the mortgage
crisisd the great enablers, pursuing skHemnm gain at &augelongterm cost.

Had intervention in the mortgage sector occurred earlier, the ultimate fallout and cost would
have beemmitigated perhaps evemvoided Unfortunately, no one wanted to pull awaitth
punch bowl until it was too latéSimilarly, very fewof our elected leaders want &amit to our

public pension crisis.

We couldextendthe analogy: the Greek sovereign debt crisis was caused by politicians who hid
the size of deficits in order tmuddlethroughwhat they thought ere shortterm troubles the
20082009 banking crisis was caused bgnkingleaders who took on excessive leverage to
magnify neatterm profits with insufficient regard for the risks and attendant-tenm costs.

And so o .

Have we not learned anything from these mistakes? Arepablic leaders so blind to these
examples as to let them be repeated over and dWattout immediate actignthe answer
appears to be yeFhis isall the more reason to brirfgesh perspectiveinto the public sector
from individualswith the skill set and determination identify, describe andvertfinancial
crises befor¢hey occur
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T h e rPery®f BlameTo Go Around:

There are several groups that haiged and abettagbliticians in Albany, Sacramento, Trenton
and elsewherm creatingthis crisis

First and foremost on the list is the Governmental Accounting Standards Board (GASB), the
agencythat sets accounting standards for public pension fuRdsir guidelines so different

from the policies that govern the private sector, have allowed politicians tofolatheir states

and municipalitiedar better fiscal health thamould otherwise béhe casainder any reasonable
standardsMeanwhile GASB is fundedin large partby the very public pension funds it is
supposed to policd-urther, GASB has roughly ofiarter the staffing of its corporate cousin,
FASB, increasing its challenges. Finally, a majority of its board consists of sitting public
officeholdersand public financial officials, again raising concerns about potential conflicts of
interest.

The actuaries who support aggressageounting policies also bear their share of the blame.
Recall that Arthur Anderson was a major accounting firm until it vreagaled that their lax
oversight enabled Enronds fraudulent accounti
Anderson andts dissolution.In an apt public sector exampdésimilarly inept accounting work

aNew York State actuaryeportin 2008heldthat an early retirement bidarriedno additional

costs for municipalitiedNew York City protested the biould cost$200 millioneachyear, and

it later came to light thahe State actuary was pdinr the reportby public sector unions On

top of that a laterreportfound this same actuahadvetted more than 50 bills, and a survey of

just 11 of tkem thatpassedshowed theyvould result in $500 million in eventual costsST o d ay 6 s
pension actuaries would do welllheedthe lessonsf Arthur Anderson

Various independent groups, including the Pew Center for the States, hawmwaiiingly

served to enable select politiciaffhie Pew Center issuedwidely disseminated report on the

heal th of public pension funds, and New York
evidence of our Yptethesepost mgicateshtharkings bre based atatesdself

reported financial staterants® Pew is explicitly saying that, in the end, it has compiled
information reported to it, rather than validating all of the underlying assumptitogever,

YIF1AYZ S5Flyyéod 4! yAzya .|yl NBEtNewSYRrk Tinfekstvigy2008. 24 Sug. G Ay 3 t Sy &7
2010. <http://www.nytimes.com/2008/05/16/nyregion/16actuary.html>

PIT1TAYZ BlLyyeéeo at Syarzy /[ 2 aTheiNew York TimésJure poagn3l aug 20f0A 2 Y X/ A (¢
<http://www.nytimes.com/2008/06/03/nyregion/03actuary.html>

B¢KS tS9 /SYyGtSNI 2y (GKS {G1GSad a¢®S ¢NRAREEtAZ2Y 52f€1 N DI I
<http://downloads.pewcenteronthestates.org/The Trillion Dollar_Gap_final.pdf>



http://www.nytimes.com/2008/05/16/nyregion/16actuary.html
http://www.nytimes.com/2008/06/03/nyregion/03actuary.html
http://downloads.pewcenteronthestates.org/The_Trillion_Dollar_Gap_final.pdf
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because of how it is being used by certain poditisi the Pew Report is unintentidgal
validating the very practices at the core of our pension problems.

Finally, national politicians havenabéd their counterparts athe state level The Tower
Amendmenta 1975 amendment to the Securities Exchange Act of t234reates aarveout
from the disclosure requirement for municipal issyeremoved an important enforcement
mechanism. With only the later creation of an insufficiently vigilant GASB, there is a void in
oversightofp u b | i ¢ p e financia practices thdt fedve taxpayers unptadaly exposed.

A National andNonpartisanlssueThat RequiresLocal Solutions

Leading members of both parties (at least outsidéllazdiny) recognize the size and immediacy

of the pension crisislt affects every state and public pension plan to one degree or anbtieer.
resulting costs areincreasingly eating up larger percentages of annual municipal budgets
nationwide at the expense of all other government sedviaed the resulting tax burderogvds

out opportunity and jobs.

In San Diego, thanks to a historywifundedpension dealghe Gty has been forced to allocate
8% of its budget toits Employees Retirement Systéfin Los Angeles, pension costs are
expected to consume 19% of thgineral fund budget in the coming fiscal yEaZalifornia
pension advisoDavid Crananade the following point in a hearing on May 10, 2010:

| have a speal word for my fellow Democrats:ne cannot both be a progressivel &e
opposed to pension reforiithe math is irrefutable that the losers from excessive and
unfunded pensions are precisely the programs progressive Democrats tend to applaud.
Those programs are being driven out of existence by rising pensiori®costs.

This bipartisan problems a zerosum game, as Democratic San iaco Mayor Gavin
Newsomalso pointed out:

“I26SyaidSAys w23 S NIWTheiNew York Tighd20 02t 2005. B Kug. RAG & d ¢
<http://www.nytimes.com/2005/10/30/magazine/30pensions.html?pagewanted=print>

PIEFEfLISNI 9GFY YR [AFTEAKSNI al NDO 64 kosZ&nfeleTing2g Agf. ®BRE t Sy & A 2
Aug. 2010. <http://articles.latimes.com/2010/apr/23/business/la-fi-pension-reform-20100423/2>

Y51 GAR /I NFySQa (GSalAY2Yye e dBtNdnentdrimitfecey derisiG refordzosB A O 9 Y LI
919 on May 12, 2010. Available at <http://www.foxandhoundsdaily.com/blog/david-crane/6918-cranes-testimony-
pension-reform>.

10


http://www.nytimes.com/2005/10/30/magazine/30pensions.html?pagewanted=print
http://articles.latimes.com/2010/apr/23/business/la-fi-pension-reform-20100423/2
http://www.foxandhoundsdaily.com/blog/david-crane/6918-cranes-testimony-pension-reform
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| don't know about a more important progressssue than pension reforfhere is no
discretion left in our budgets to advance our progressive values of investing in people if
that di scretion is taken up to meet our (pei

State or local governments in lllinois, Ohio, West Virginia and elsewhere face similar budget
strainsaggravated by pension promisés.Maine, there is not enough money to chuch of
anythingelseif the State adheres to its rulequiring full funding of its ballooning pension
costst®In New Jerseythe State opted not toontribue anythingto the Police and Firemen's
Retirement System in 2001 through 208f8er ther pensionassetgplummetedin the dotcom

bust That bill is coming dueas of June 2009N e w J e pemssiery systems faced unfunded
liabilities of $46 billion,® and New Jersey became the first state to be charged by the SEC with
securities fraud for its inadequatisclosure of these problerfis.

In short, this is a national problem of towering proportions that must be addressed on a state by
state basis. For every year where we refuse to acknowledge ecagaalities theygrow worse.

V. 2NBY&aiSAYS 51 yASt ® &. ACItMICAsE TipietMeyyRENA Y I 2y t SY&aA2Y &«
Bwalsh al NB 2AffAlYad aClkOAy3I t SyaiTReyNew R Aimezodu. AyS [ 221 4
2010. 24 Aug. 2010.

<http://www.nytimes.com/2010/07/21/business/economy/21states.html? r=1&pagewanted=2>. Referring to the

rule, Maine State Senator Peter Millsputtheml G G SNJ RSt AOF St ey aLGQa 3IF2Ay3 G2 NR
Y5210 ¢SNNByOSod abowed al & C2 NBbBombergBusinesSuEalon 2 3010t + @ YSy (i =
24 Aug. 2010. <http://www.businessweek.com/news/2010-07-30/n-j-may-forgo-2012-pension-payment-christie-

says.html> (Note: this assumes an annual 8.25% return on investments, an actuarial assumption that understates

the magnitude of the shortfall.)

2% United States of America Before the Securities and Exchange Commission. Securities Act of 1933, Release No.

9135, August 18, 2010, Administrative Proceeding, File No. 3-14009, In the Matter of: State of New Jersey,

Respondent.

11
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V. Brief Primer On the New York State Pension System

The objectiveof New Yor k St aSydeings toPdelivey iow its constitutional
commitments to pensioners at a predictable affiordable cost to taxpayeflt is formally
namedthe iCommon Retirement Fundand interchangeablyeferred to asit h e ,0 Rtlen d
Sy st e nheRetrement Syster It is made up of two differertystemsthe Police and Fire
Retirement System (PFR®&)jth 65,585 membersetireesand beneficiarieand the much larger
Employees' Retirement System (ER®)th 969,845 membeysretirees and beneficiaries.
Together, thg comprise th&Common Retement Fund (CRRnd hold assetf®r more than one
million employees and retirees fraime Stategovernmenand participating local governmerits

CRFisthenati onds third IlinaassgtelLke dl publio plans its fuedmg i o n
sources ar@nnualearnings onts assets(invested in a portfolio of stocks, bonds and other
invesimenty, as well as annual government employee and empboyeributions.

DefinedBenefitPlans And Its Implications

New York State offers governmentemployee a fdef i ned, ob evngHeriSeéate p | an
guarantees workedsannualpaymentsfor life upon retiremenirrespective ofhow the plad s
investments haveerformed?®From the beneficiariestandpoint this offers security: workers

receivea guaranteed inconas long ashey live.?* Promises of future payment atgy definition

fixed obligations so anytime New Yorkcontracs with employeesthe resultingfuture pension
paymentdecomdiabilities of theState.

There is nothing inherently wrong with defined benefit plans. However, they pose two central
challenges that, in the hands of profligate politicians, have proved extraordinarily costly:

1 By design,defined benefit plans place market risk in the hands of the plan spoimsor
this case, New York State and its taxpayers. ®ignds incontrast to a defined
contribution plan, where market risk (and also opportunity) resides with the individual.
This, abo, is not necessarily problemaiexcept politicians play the game of heads |
win, tails the taxpayers los#/hen times are flush, politicians have routinely swesden

! From the standpoint of beneficiaries, this means annual annuity payments upon their retirement.

Ph¥FA0S 2F GKS {GFGS /2YLIINREESNE bSg ,2N) {d+GS yR [
I 2YY2y wSUGANBYSY (G wivdzysesthte.ny.ns/pénslzn/hapshat.mm>d  f

ZNow-al NET w20oSNI | YR wl dzKZ W2 a K dfl LI5ypa 3INKE t[ Joyliramhaf & GtATSIAY &
Economic Perspectivesl. 23, No. 4, (2009): 191.

> Because the employer is committed to paying and maintaining a certain level of benefits, this arrangement is

OLfttSR I GRSFAYSR 0SySTFAlGH LY yo
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benefis; however, wheriimes are challengingaromisedbenefits cannot be taken back
Taxpayers are stuck with the obligations

1 That dynamic brings us to the secardhllenge Politicians aregenerallyill -equipped to
assess the true cestf these prograndslong-term liabilities, market risk, et@.and thus
tend to underestimate tme since it is in their interest to do sBy underestimating trse
COSE, they can promise mor e; when the bildl (
worry about it.

Here is a simple example to illustrate thmgortance of estimating future costs pndpeSay you

need to pay someone $10,000 in ten years, and you want to set aside enough cash today to make
good on your promise. How much should you set aside? Well, you have to convert that future
obligation (in ten yeardp a present valdehow much it $ worth today.The rate at which you

discount, or reduce, that future obligation each year is the discountfrgtms use an 8%

di scount rate, that $10,000 future value is o
use a 5% discount rate,yavould have toet aside $6,13day.

The i mportance of this assumption cano6t be o0\
achieve %6? You end up with $7,54% shortfall ofnearly 286. The bottom line ixlear when
estimating longierm financial costs, th@ssumptions are critical.

Virtually all financial practitioners and econonsistgue that thehosendiscount rate should be
a function of the risk of the underlying obligation: if you have to pay the oldigatio matter
what, you should use a lower discount rate to reflect the incontrovertibilibe obligation. The
alternative is what New Yorkefsave witnessed in this decadapplying a discount rate of 8%,
achieving 5% returns and creating a significgtmdrtfall that triggertiugetax increases.

Unfortunately, these points are lost on the vast majority of our elected leambstsf whom

lack the training or experience to adequatebnsiderthe hugely consequential impaoft
discount rate on public policy For evidence, one needo look no further tharNew York

Staté® Pension Fundwhich uses an outsized 8% discount ratg(althoughin the face of
increasing criticismfrom us and othersthe Comptroller is said to be consideringnarginal
reduction)® To apply the analogy used above, since the Pension Fund has been using an 8%
discount rate but has achieved returns of less than 5% over the last decade ctiresatigan
enormous shortfadl which is triggering large increases in emplogentributions and thus taxes

this year and over the next several years.

% Scott, Brendan. "Low pension return may Soak taxpayers." New York Pos21 Aug, 2010. 25 Aug. 2010.
<http://www.nypost.com/p/news/local/low pension return _may oak taxpayers sF9oJEnk8ySpdJwM6fPqWL>
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Unsustainabld’romises

The New York State Constitutigorevents the termination, diminishment or impairment of any
plan benefit once it is granted to government emplo¥edsverthelss,the State egislature has

acted to amend benefits through the yeine amendments had the effect of instituting a tiered
system whereby employees, depending on when they were hired, are eligible for different benefit
levels?’

1 Tierl Before July 1, 1973

1 Tier2 July 1, 1973 through July 26, 1976

1 Tier3 July 27, 1976 through August 31, 1983

1 Tier4 September 1, 1983 through December 31, 2009
1 Tier5 January 1, 2010 to present

Pension benefits for all New York participarsise based o years of creited service andhe

final average salary (FASFAS iscalculated ashe average of the wages earnedrduany 36
consecutive months of service when employee earnings were at their Afghmstal annuity
payments are also subjectdost of living adjustments (COLA), which are generally 50% of an
annual inflation rate, but never less than 1% or more than 3%, and applied only to the first
$18,000 of the annuit§’. These benefits are not subject to state and locame taxe3 true in

only ten states®® New York is one of onlyhreestates that include overtime pay in calculating
empl oyeédsd FAS.

T Letds examine the Stat edsmplpyeawvsoiworks foo®0I1 i gat i
years (the old "30 and out"), retires at age 55 and in the last years of service earns an

®office2 ¥ GKS {dGF 4GS /2YLIWINREESNE bSs ,2N)] {dGFdSttyR [20I¢
ClvésZ p !'wieddsbestateny.mstbetire/retirees/ras_frequently_asked_questions.htmi#faql>

"Th¥FFAOS 2F GKS {GFGS /2YLIINREESNE bSs ,2N) {dFdS FyR [
2010. <http://www.osc.state.ny.us/retire/members/find_your_tier.htm>

Ph¥FAOS 2F GKS {GFGS /7 2YLIWONREESNE bSs _2N] {dG1GS FyR 3
Members (Section 75-d and 75-e), 4 Aug. 2010, www.osc.state.ny.us/retire/publications/z01502.htm

Ph¥FFAO0S 2F GKS {GFGS /2YLIWINREtSNE bSé |, 2N) -4flivindiS Iy [

R
Adjustments for retirees of the New York State and Locat WS GANBYSy (i {2aiSY¢€ZI Ho ! dA® H
http://www.osc.state.ny.us/retire/word_and_pdf_documents/publications/1800s/1863-colabrch.pdf
Oonelf = w2ylFfR FYR 2FA&alySys . SNI® a{GFIGS tSNA2YIf LyO2YS
Hnndpd®é { SLIG SY o S NJI httpy fwepsbncsHore/ddfadithepx?tabidM2630> §
<http://www.ncsl.org/default.aspx?tabid=12657>
"D2f ROSNHE 5S8StSyd abSé |, 2NJ) Q& TheRosStadard 15 fel 20@0y24Aug: NB { 2 O
2010. <http://www.syracuse.com/news/index.ssf/2009/02/new yorks public pensions are.html>
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average salary of $70,080Each of these employees will have contributed to their own
pensiongust over $8,008% In return, they will have accrueaver $1,000,000 in pension
annuity payments after 25 years of retirenéfithis amounts t@ return ofnearly 130to

1. Stunningly, benefits were even more generous under Tiers 1 and 2, where no employee
contributions wereeverrequired Tier 5 was a step the right direction, with the math
changing to &8 to 1 return for the same employegthough Tier 5 employees cannot

retire until they are 62 years old

Historically, it was the case thatateshad tooffer public workers plusher pensions becathsy
earned lower salaries than theirivatesector counterpartdn most casesoday however,
government workers earn significantly more thilagir private sector counterpartéccording to

the U.S. Department of Labors Bur eau o f , pubdcbemploye® tompensstion c s
(wages and benefits) is nearly 44% higlilean privatesector compensation, though these
comparisons vary meaningfully for different job classificatithget in New York the benefits

keep on comingDuring the 2005 legislative ssion, the New York Senate and Assembly passed
at least 46 bills increasing pension benefits for public employees, at an estimated cost of more
than $100 millior?® In 2007, the New York State Legislature passed 21 peiisiosting bills®’

Most stunningly,in the middle of dierce battle toclose a gaping deficit thakelayed passage of

a New York State budget for ovdour months, there we 50 bills beforeNew Yorkd s
Legislature, as of June 20XBat would add to pension benefits.

The costs to th&tate for maintaininghis whole systemare skyrocketing In fiscd year 1998,
New York spent almost $3killion on member benefit8By fiscal year 2008, the last year for
which thesedata are available, MeYork spent over $7 billionan increase of ovel00% in ten

*? Final Average Salary (FAS) is calculated by the highest average wages earned during any three consecutive years.

** Assumes 3.9% salary growth per year, in accordance with actuarial assumptions listed in the New York State

Complete Annual Financial Report (NYSCAFR FY2009).

3 They receive 60% of their FAS annually plus COLA once they turn 62 (assumes 2.0% annual inflation for the

purpose of estimating the COLA at 1%, or half the assumed inflation rate).

% ... Bureau of Labor Statistics. Employer Costs for Employee Compensatshington, 2010, News release.
<www.bls.gov/news.release/ecec.nr0.htm>. Note that this compensation gap essentially disappears in the case of

2204 Ay (KS aYIFyl3SYSyids LINE FiScandpdnaityoh for the plitRic sedtbrénd G SRé  OF
the private sector virtually identical. However, large gaps exist within other job categories, creating the overall 44%

disparity.

*aOal K2y 9Wo NewfYorkPSse2 Deco200y. B Aug 2010. Note that the article was found

through The Empire Center for New York State Policy website:
<http://www.manhattan-institute.org/html/_nypost_blame_albany.htm>

D2t ROSNHE 5SSt Syd dabSsé2 ORANY DA ¢ FheBisSiaSal 18 §65 2089)y248Aug. NB

2010. <http://www.syracuse.com/news/index.ssf/2009/02/new_yorks public pensions are.html>

¥/ 2yTSa42NBT bAOK2f L&D axF NASR . Aff & TheNed YorkSideed £ Ly (G S NJ
June 2010. 24 Aug. 2010. <http://www.nytimes.com/2010/07/01/nyregion/01handouts.html>
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years>® The financial impact on everydayNew Yorkersis similarly meteoric Over the last
decadet a x p aaywrmial pedsiortontributionsincreased from $245 million in 2000 to $1.7
billion in 2010%°

This whole unsustainable proposition is wpsivate sector employersave beermoving to

definad contribution, or 401(k)plans From 1980 through 2008, the proportion of private sector
employees enrolled in defined benefit plans fell from 38% 160.20 For states and
municipalities,it, unfortunatelyjs not possible tguarantedenefitsthat so thoroughly outpace a
reasonable rate of retufor pension fundsithout dramaticallyincreasingtaxpayer subsidies.

As a result, New Yor k tpansignadegnefits sndhe lash scetdtereb ut i on
grown torougHy $10 for every $1 that public employs®ontributeto their own pensior.

Pension Contributions
Fiscal Year ($ in millions)

2009 2008 2007 2006 2005 2004 2003 2002 2001
Employee contributions (ERS & PFRS): & 2733 $ 2657 $§ 2502 $ 2412 $ 2273 S 2219 $ 2192 $ 2102 $ 3191
Taxpayer contributions: $2,456.2 $2,6484 $2,7186 $2,782.2 $2,964.8 S$1,286.5 S 6519 $ 263.8 $ 2148
Ratio of taxpayer
contributions to
employee
contributions: 9.0 10.0 10.9 11.5 13.0 5.8 3.0 1.3 0.7

RecenUnderperformancéias Exacerbatedrhis Dangeroud mbalance

NewY or k Sensian8yétam faces significanthallengeshat have been made worse by
dramatic underperformancé the Fund in recent yeansder the current Comptroller

Note the summary of performance for a broad univerds’ glublic pension fundsver the last
three fiscal yearsin each caseNewY or k 6 s P e remrnsoansuldstantiallybelow the
median?’ Evenin fiscal year 2010, when tigtateCompt r ol | er 6s of fi ce ann

Ph¥FAO0S 2F GKS {GFHGS /1 2YLIWINREESNE bSs 2N] {dGFrdS FyR ¢

WSLE2NI®E 1 folyeY b, HAMAD HMOD

<http://osc.state.ny.us/retire/word and pdf documents/publications/cafr/cafr 09.pdf>

“DSNEAKYLFYZ WFO0206® &/ dz2 Y ZNae Wall StrdeRJougnalllulNed1b. @&d2010S Yy A A 2 Y & ¢ ©
http://online.wsj.com/article/NA WSJ PUB:SB10001424052748704862404575351420074469874.html|

* Butrica, BarbaraA, L Y&AZ | 24 NR a®I { YA ( KFTheDishppeliyg D&fitedBerlefif R ¢ 2 RSNE
t Syarz2y FyR Lia t230SyGAkt LYLIOG 2y GKS wSGANBYSYyd LyO
No. 3, 2009. 24 Aug. 2010. <http://www.ssa.gov/policy/docs/ssb/v69n3/v69In3pl.htmli>

*’R.V. Kuhns & Associates Public Pension Performance (> $2bn) Report for the Fiscal Quarter Ending March 31,

HAMNY LlomT @ CKAa LISNFSOGfte 20SNIILA 6AGK bSg , 2Ny {dF
data are available online at:

http://www.pera.state.nm.us/pdf/PERAFinancialArticles/FY10Q3PerformanceAnalysis.pdf (accessed August 2010).

B
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fanfare thatN e w Y oPersions Fund had achieved returns of 25.9@68é, Comptroller
underperbrmed themedian by almost 7 full percentage points, an enormous amount.

New York State Performance vs. Public Pension Median For the Past Three

Fiscal Years
35% 5 - - -
32.86% B Median Public Pension Performance
30% B New York State Pension Performance
0
25.90%
25%
20% bSg ,2N] {dGlIdSQa /2YLRdzyRSR y
year, past two years and past three years is well below the median
15% among comparable public pension funds.
10%
5%
0% CAGR* FY09-10 CAGR* FY08-10
(o)
Fiscal Year 2010 Returns -1.25% -0.54%
o -1.67%
‘5/) ESESY ()

-10%
*Note: Compounded Annual Growth Rate

Source: These data are taken fréhV.Kuhn& Associates and are for fiscal years ending on 3/31

Of course, the most appropriate benchmark for a public pension fund is not a blend of the overall
equity and fixed income markets, or even an index of public pension funds; the right bénchmar

is the investment return assumption stipulated by the Fund. The reason for this is because, as
previouslystated, the Fund must deliver on its investment return assumption, or any shortfall is
passed on to the taxpayer. In other words, even if the Futperformed other public pension

funds (which the R.V. Kulsxdata show idefinitively did notover the last three yegrst would

still have lost ground relative to its benchmark and thus triggered tax incréadast, the
Fundés cumul anmance, eelativenta its 8% target iovestment return, over the past 3
years, totals nearly $50 billion.

If all the Fund had done was keep pace with the me@iamns forpublic pension funslin the

past year, it could have reduced this cumulative undiemmeance by $7 or $8 billigha
material improvement for New York State taxpay#ireas been rumored, though neitliefuted

nor corroborated by the Comptrolléhat a significant portion of this underperformance stems
from the Comptr ol | eusténsary ccleatancieg ab the triough of thes quuatyr d
market.
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With the revelation of thee aggregated datas c o mpar ed t o New York
performance,itere should be li# debateyoing forward from this poinbur Fundhasperformed
significantly worse thanthe median performance othercomparablegublic pension®ver the
yearsthat overlap withthec ur r ent Ctemmet r ol | er 6 s

Looking back further, R/. Kuhns & Associates compiled aggregate returnsaftwroad universe
of 89 representative public funds over the fienal yearsbetween 2000 and 200%he median
compounded annual growth rate iratkdecade for a groupf 89 public pensionthat included
New York Stat® svas 3.04%.New York Staté s  Fiodividually, returned 3.06%n that

period just above the nakan whichmeans oubetter relativeperformance in thearlier part of
this decade has been weighdownsubstantiallyy poorrecentperformancé?

Why Does AlDf This MatterTo New Yorkers?

Most New Yorkers are not aware that whether PeasionFund meets its obligations or not

direcly influenceso u r  Shighettia-thesnation tax burdenThe overall management of the

Fundis akin toa payasyou-go schemewith annual taxcollections thaplug shortfalls for any

yearthere are shortfalls (based on a fitgar smoothing mechanisnt) is the great shell game
theStateComptrol Il er plays wi t d asdums any shortah soveleé@ nsi on
by future tax increases without laying out a myéar forecast on what that means for taxpayers.

As | osses are realized and f act oyear snmbtingt he F
mechanism, they trigger increases in contributiopghe Stateand local governments. These
governments pay a certain percentage of their total payroll costs inRettsgon FundAs this

percentage rise the costs ofStateand local government rise, triggering either tax increases or

cuts in othergovernment servicesSince ourelected officials have provemghly reluctant to

administer spending cuts, for all practical purposes pension underperformance means tax
increases for all New Yorkers. The problem is especially significant for New Y orkesis@of

the five boroughs of New York City, since New York City has a separate pension s{i$ésm

York City residents still bear some of the cost of the State Fund througlstéttetax burder)

So, while many New Yders consider th&und to be an atract matter that only affects the
roughly 1 million retirees, beneficiaries and members, the harsh reality is that it has a significant
impact on allof us

“b23SY bSs ,2N] {iGFiSQa FTAaAOLf &SINISyYyR& 2y gdarNDK om | )
ending June 30, 2009.
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I n fact, this Asignificant | mpact o Injgsttbout t
lastthree yearsindert he cur r e n tten@e timpFund anddrperfoined its 8% target by

nearly $50 billio® in other words, if the Fund Haactually achieved its 8% target, it would be
nearly $50 billion | arger. Si nce thi&gganfcund 6 s
shortfall will be passed on, over time, to taxpayers.

Hiding thelmpact A RaidBy Any Other Name

Most observergecognize (and we certainly strongly agréfedt New Yorkerscannotafford
hi gher taxes. So, with the coming tax 1incree
what 6s a politician to do?

Simple: cover it up.Specifically, in this case,reate a scheeto limit neatsterm contributions
without being honest about the probleamd kick the can down the road past the election so
v ot er sseetveoprobldanfor yearsHere is how it all startebackin 2009:

eé. Comptroller Di Nepgolsi ahasngtopesed t heeéein
contri but i o% §hé degislation, xvhich has been introduced in the Senate
(S5826) and in the Assembly (A8899) would permit employers to amortize the increase

in the required contributio rate overa ten year period. n t he f utur eét he
would permit a gradual decline in the requirechtabution rate.The portion 6 the

payment that exceeds the actuarial contribution rate would be used to further reduce
previously amortized amount®hen al amortizations are exhausted any additional
contributions will fund contribution stabilization accounts, which would be used to offset

the impact of any future increases Iretemployer contribution rat&nactment of this
proposal would benefit employeby providing them with an option which would lessen

the budgetary volatility of funding required pension contributiens.

After initially supporting the borrowing plan he creaféthentaking pains tadeny knowledge
about the borrowing plaft and then ihally assailing the borrowing plafi, the current

o Murray, Kevin. Letter to employers regarding final contribution rates for February 1, 2011 payment. September

2009, 24 Aug. 2010, 2.

<www.osc.state.ny.us/retire/word and pdf documents/employers files/2011 final rates/ers final rates letter-

2011.pdf>

®IF1AYS 5Fyyeéd a{0FiS tfly al ThéKewQaikihies1lank 2010.22 NN 6 SNJ | y
Aug. 2010. <http://www.nytimes.com/2010/06/12/nyregion/12pension.html>

® Sye2lYAYZ 9fATI6SGK® &/ 2y i NR DS NRellvdrk Dalg Meives 2uge 2010 | y O 2 dzf |
31 Aug. 2010. <http://www.nydailynews.com/news/2010/06/14/2010-06-

14 controversial pension plan _could sink state controller tom dinapoli .html>
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Comptroller supported the borrowing plan, even goiaggteat lengths to characterize this
scheme as  afording manipalitiesriogestablish reserve accounts in good times that
will offset theincreasingcontribution levels in bad times, like tod&yHowever, the Comptroller
wonot r e |-term forecast andl lwsnugderlying assumptisagaxpayers can assess the
borrowing plan Based orNew York StateDivision of the Budget forecasts, it ignlikely that

these reserve accounts will be utilized in the next 15 years, perhaps even longer, due to the
depths of our pension problemsherl reduced contributions will have to be paigkan the

future with interestThis is a textbook definition of borrowing which is why virtually every

major publication covering this scheme has characterized it ad%uch.

Il n fact, i t 0 fhe@mmpster btbhtaeno dtsmagt .p | an , passed as
budget, is nothing more than a disquised cdithe Pension FundFor decades, the Comptroller

has served as the last line of defense against politicians seeking to borrow from the Pension Fund

to balance th&tate budget, or defer contributions to the Pension Fund for the same p&ybse.

the Comptrdlerd vorrowingplan does exactly thatoy reducing thes t a toatdbstion to the
PensionFund by just over $200 millignt helpedthe Stateclose its budget gap. By deferring

payments due today and paying them in the future with interdstridwsfrom the Pension

Systemon an unprecedentestale. In just the first six years, thnwould allow theStateand

local governments to borroapproximately$10 billion, with future interest costs in excess of $3

billion. >

As stunning as this act of fiscgimmickry may bethe approach was tried once beférand it
failed. ComptrollerDi Napol i 6s pr edec e s sasimijlarplan several Meare e s i ,
ago. Of the $655 milliorhe borrowed (a tiny fraction of whaComptroller DiNapoli now
proposegso borrow), approximately $400 million remains outstanding, amdhis dayannual

"h¥FAOS 2F GKS bSs ,2N] {GFGS 7/ 2YLIWINRE SN G5AbELI2EAY
2010. <http://www.osc.state.ny.us/press/releases/junel10/061410.htm>

*® Budget Bill No. A09710 & S6610-C, Part TT, Section 103 (lines33-0 p 0 Y G XA ¥ GKS F Y2NI AT Ay3 Sy
for the fiscal year does not include an amount attributabletoapriort Y2 NI AT F GA2y X (GKSy GKS SyLJ
LI eYSyid akKlff 068 LIAR Ayidz GKS SYLI 28SNJ O2y(NROGdziA2Y NJ
“1F1AYSZ 5Fyyeéd a4/ 2YLINRT t SNhe NevDYok Tihds3dune2¢10; GeSshyiank 2 Y . 2 NNER
WEO20® af{ KdziR246y O&IIMBetJoumfliSmMAay WHzf 8 yaBAT ORAG2NALEE 65
{6SINAYI hF¥F . 2NNRSAYIZ (KS NawXENBay Newsssune 208;Mvyddre, 12 ¢+ 1 S
WEYSa ¢ a2Aftf !ftolye .2NNR¢g FTNRwdagSyiai dvdzySdzy REMBY b BR

b, [S3Aatl Gdz2NBY | NegwvRérk Fofl&une, WA A 2y Cdzy RX €

>0 According to calculations based on the New York State Division of the Budget projections and the Spring 2010

Market Recast, Pension AmortizationProp2 & £ DSY SN} f {GFdS / KI NABSad ¢KS 5AJAa
projection indicated over $11 billion in borrowing.
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repayment costexceed$75 million. It remains an open question ashimwv anyone looking out
for the public welfareauld seeko replicate and dramatically expaodsucha failed program

For the average New Yorkehis yead the 2010election yead rates will stay the samas in

2009, whendtal employer contributions were $2villion or sa That comes tgust over$500

for every householdutside of New York Citythe City has it®wn separate pension systdmt

bears some of the state cost through state takeg to the underperformance of the Fund,
government employer contributions are expected to increase dramatically and, when combined
with interest costs, Wi cause total contributions tmcreaseby 2017 toover $1,800 per
household.The net effect of the underperformance and borrowing costs is a $1,300 per
household increase in pension casts.

Unfortunately for New York taxpayers, the actoastsof thisnewschemecould be even more
devastatingas theborrowing plarnthatultimatelypassed the St egislature on August 3, 2010

allows for ths to go on each and every ydarever.So thee significanincrease would not

come in 2017as called ér under the original plan incorporated in the proposed bubgete

borrowings would be much larger over time, the interest costs would grow accordimdlye

bill would not come duéoreven longeritisa Ponzi scheme thawuld |i ke B
eventually collapse on itself.

|l ndeed, the plands trueecobtshdePferathmddpoRebhdie
according to previous reports the Comptroller has not disputed, his offissuming

fantastically) a repeat of market conditions after the 1987 crash, includabalcyon years

between 1988 and 199¢hen returns averagerbarly14%>? If the market underperforms that

rated what amounts tthe besttety e ar s pan i n OJttherethisharrowlir@psl ahnidésst or vy
reported costs could mvenhighea. To put this expectation into perspectimesuming the same

asset mix as the currePénsionFund portfolio while making reasonalpeedictions for returns

on fixed income and alternative investments, equities would have to skynoitkethe Dow

needing to reacB0,000(versus a current level slightly above 10,000) by 2022hier

Co mp t r mdrketagsuwimptions to hold.up

Shout the Fund return anywhere less than an astounding 14% average over the next ten years, it
would meaneven greatefinancial pressure on the State and municipalities and a mountain of
new debd both of which could lead to substantial underfunding.

1 92dzi PpmInnn 2F (KFiG KARRSY {GFE A& RdzS (G2 GKS Cdzy RQa «
interest on his borrowing scheme.

1F1AYS 5lyyéd at Syarzy [/ 2ad ZheNework Bnieslél 20BBSNY YSy ia al
Aug. 2010. <http://www.nytimes.com/2009/07/08/nyregion/08pension.html>
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The mostremarkable aspect of this plan is that it passed at all. It is unambiguously bad for both
taxpayers, who will be footing a rapidly increasing pension bill for ydespite ofrepeated
claims that ,andforgublit Employegs, whawike telfunding status of the
Retirement Systerdecline precipitously as a result of this borrowing plan.

Rules Matter: Politicians T ake Advantage of Public Pension Accounting Rules To Hide

Deficits

The Governmental Accounting Standards Board, or GASB, is the rulemaking body for state and
local government accounting practiceshich includespolicies surrounding public pension
funds. While GASB establisheslang series of rules and practices thateaff public pension
funds, wefocus on fouiof the most important practices for the purposes of this white paper:

1) Discount rate

The proper discount rate is a critical assumption that can create swings for the Fund in the tens of
billions of dollars. GASBadv i ses t hat a discount rateen fibe b
investment vyield for the plan, with consideration given to the nature and mix of current and
expected pl atrhis approach bfnbasing the discount rate on an assumption of
long-term investment returns idramatically different from the standard followed by all
corporations and nonprofits and every financial practitioner and economsb@fstanding

Here is one xaample of the pernicious effect @A S Brows| e : |l etds say a pub
manager decides to substantially increase the risk profile of his investments. Normally this would

lead to the assumption of higher retufesen though it also substantiallycreases the risk of

loss) The use of a higher investment return assumption would then translate into the use of a
higher discount rate, which reduces the present value of future liabilBestaking on
substantiallymore risk (andsubstantiallyincreasng the risk of loss)then, the pension fund

would actually be able teeduceits statedliabilities. This twisted pradice has no grounding in

basic economics or finance evencommon sense, yet it is a fundamental foundation of public
pensiomaccounting.

In a 2007 speech, former SEC Chair Arthur Levitt (Whose fatherArthur Levitt Sr., was

widely admired for his stewardship of the New York SgasionFund during its fiscal crisis in

the 1970% blamed these accounting rules tloe majorpension problems our country making

the pointin no uncertainterms hat they #Afail to reflect accur

>* GASB Statement 25
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owed to public workers and the value of the assets set aside to pay (Neéenwill address his
latterclaim soonenough)

2) Investment return assumption

Unlike in the private sector, GASB suggests that the investment return and the discount rate are
identical . Wedl | di scuss i n t heandiefactismetdoct i on
any entities othethan the public pension funds governed by GASt as importantly, GASB

provides very limited prescriptions around whaghtc onst i t ut e estimated brge pt a b |
term investment yield fofpension plangy and, as di scussed above,
consideration for the appropriate risk profile and what that might mean for investment returns.

But gven the nature of the underlying liabilities, it is critical that GASB formglateestment

return guidelnes that take risk into account, lastcontinue topush public pensions into
increasingly risky investments (as has be&eny much the casen recent years)ln fact, the

current Comptroller has sought to isswcchasase t
private equity firms and hedge furidshile blaming those same firms for contributing to our
nationds recen economic coll apse.

3) Asset valuation

To measure ainst the present value af p e n s i distourited hadildies, one mutlly up
its current assets. This would sestraightforwardenougld presumably, one could juttke the
market value of the underlying assets

Unf ort unat enbwpublictpbnaion@Gacoumtingtgenerally worksiblic pension funds

are allowed to use a varietf accounting gimmicks to restate thasset valug New Yor kos
PensionfFundu s es an @ act ua rincapbratetwosaecountimgadevicethat havér a t

little relation tothe marketvalueof assets

First, aset values are smoothed out over a yiear horizon. In other words, if the Fund owns
stock in Microsoft, and Microsoft trades on the stock exchange at $25.00 per share, the actuarial
value of Microsoft at that time could be $20, $30 or some other nuiinddereflects a fiveyear
smoothing

>* Levitt Jr., Arthur. Remarks. New York Private Equity Conference. New York, NY. 30 Oct. 2007, p. 3
(http://www.pebc.ca.gov/images/files/071113 Pension.pdf)

PHakim 51 yyé&d &a5Abl L2t A wS LR NI &Thet Newxbik SimesoyMayipe0$31{ (i 1S t Sy a
Aug. 2010. <http://cityroom.blogs.nytimes.com/2009/05/29/dinapoli-reports-plunge-in-state-pension-fund/>
PULYOISNIBASSE oAGK ¢K2Yl & TheEmpire Pagegads. RE10. 3 Auf. 201@ Y LIG NR f f SNIpE
<http://www.empirepage.com/2010/8/26/interview-with-thomas-p-dinapoli-nys-comptroller>
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Second, acomponent of the actuarial asset valliewableby GASB includes the present value
of future Stateand local government contributions (paid for through state and taxed) and
contributions by employeesThese i a s s e t s oOreallg there, lutrdther representhe
expectation of future paymenfBo make matters worse, given limited disclosure, the employers
are generally not aware of the magnitude of their future obligations.

But herebds the even gr e atoraslopgas b stagens williBoete a u s e
stipulate that it will ALWAYS pass through pension fund shortfalls to the taxpayersand

has a robust mechanism to do sdT WILL ALWAYS BE FULLY FUNDED .*’ This present

value tax account will increade reflect higher diture taxes. For example, fhe w Y @00%& 6 s
CompleteAnnual Financial Report (CAFR) these present values were negligible, less than $2
billion in aggregatg® but in the most recen?009 CAFR, the total exceeded $2fillion.>® This

amounts to anore than teffold increase irthe present value of future employer contributions
(derived from state and local tax@s)rder to fill the hole createnverthat period of time

4) Amortization

Currently, GASB allows public funds to amortizBanges irpolicies or even benefit®ver a

period of up to30 yearsdramaticallyreducing the impact on any one year, though there is an
effort to change this standard to 15 years. A move to 15 years would double the annual impact of
losses (and gains), further drimg cash flows in bad environmeétyet it would likely still be

more generous and less rigorous than current private sector standards

Yh¥FAOS 2F GKS {GFGS /2YLIWINREESNE bSe 2N {GFGS FYR [ :
wSLI2 NI ®¢ 110.86k Y& b, X HAN

<http://osc.state.ny.us/retire/word and pdf documents/publications/cafr/cafr 09.0dfH Y ¢! Y RSNJ G4 KS | 33 NEX
funding method, the difference between the actuarial liabilities above and the actuarial value of present assets is

Fdzy RSR Fa + fS@St LISNOSydar3aIsS 2F altFNE 2@0SN) GKS 7FdzidzNB
*h¥TTAOS 2F GKS {GFGS /2YLIINREt SNE bSg eeMiteAdnuall G S FyR [ :
WSLE2 NI 1 folye> b, HAMAD TcCcd

<http://osc.state.ny.us/retire/word and pdf documents/publications/cafr/cafr 09.pdf>

> Office of the State ComptNR f f SNE bSg |, 2N)] {G+FdS yR [20Ff wSGANBYSy
WSLRNI®e !'folyeZ b, HamMnd® mannod

<http://osc.state.ny.us/retire/word and pdf documents/publications/cafr/cafr 09.pdf>
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Private Sector Sandards: Not Perfect, But More Honest And Realistic

Much like GASB oversees public pension platise Financial Accounting Standards Board
(FASB) oversees private ond3espite the interrelationships between FASB an®&BAthey are
both part of the Financial Accounting Foundatioon the critical assumptions outlined above,
they could not be more dédfent:

1) Discount rate

FASB follows the sam basic principles suggested by modern economics and finauooects
private pension$o discount their obligations at a rate consisteith the yields of high quality
(AA ratedor better)corporate bons

[A] n employer may look to rates of return on haghality fixedincome investments in
detemining assumed discount ratde objective of selecting assumed discount rates
using that method is to measure the single amount that, if invested at the measurement
date in a portfolio of higlyuality debt instruments, would provide the necessary future
cash flows to payhe pensiorbenefits when dueNotionally, that single amount, the
projected benefit obligation, would equal the current market value of a portfolio ef high
quality zero coupon bonds whose maturity dates and amounts would be the same as the
timing and amount of the pected future benefit paymenits.

This would mean applying different discount rates to obligations in different. y&arexample,
pension payments due in ZDwould be discounted at they&ar AA bond rate, while pension
payments due in 2@would be dscounted at the 3@ear AA bond rate. The average discount

rate will depend on the average age, retirement age and life expectancy of public employees, but,
for the Fund,n the current interest rate environmentuld almost certainly be less than 6%
unde the FASB standard, asistapplied to corporations and nonprofits.

So if Ne w Y ¢enkiaFund were managed by a corporation, say IBM or GE, itheould

be expected to use a discount rate of less than 6%. But New York State is not a corporation.
State pension benefits are constitutionally p
corporate pension benefitsvhich are considered unsecured obligations and are often
compromised, unfortunately, in a corporate bankrupBasic principlesof economics would

dictate a lower discount rater thePensionFund than for a corporation.

YCAYlLYyOALt 1 002dzyiAy3 {GF yRIFENRE& .2 NRxZ {GFLGSYSyid 2F CA\
Accounting for Pensions, 2008.

® As of July 2010, the IRS lists the 1 year AA bond rate as 1.13%, the 15 year AA bond rate as 5.53% and the 30

year AA bond rate as 6.02%.
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How low might the proper rate be? Since public pension benefits are virtuaHlyegskmany
commentators have argued that the discount rate should be edhalriskfree rate, or LS.
government treasuri@éWith the 30-year Treasunpond currently yielding less than 4%, this
would suggest a discount rate of less than 4%.

Other commentators argue that New Y&tat®d s mu ni c i p aré betteoinmdidatsroa t e s
the proper discount rate. In fact, GASBakeady considering supplemary the practice of
using the rate of return on public pension fund investments as the discouvithiagroposal to

usefi a fgualilymunicipal bond index radefor a portion of future benefit paymeritsThe

resul t, according to Moody©o6s, i's that di scoutl
increaseso in Yhe reported deficits.
Webre |l eft, then, with a r angedelafeanccgiewianl e o0 u

upper range of just below 6%, consistent with the actual practices of the private sector, and a
lower range of closer to 4%r less consistent with thetandardsset by the private sector when
applied topublic sectoobligations thacarry important differences

2) Investment return assumption

What is asustainabldong-term rate of return for a pool of assets as large aStdte Pension
Fund? There is no simple answer, since no one has a crystal ball. Howeser are some
importantguidelinesto consider:

i) When in doubt, it is better to err on the side of caution, as taxpayers will bear the
cost if you are wrong

i) Past returns are not necessarily a good indication of future refAsn@/arren
Buffet often warns, investors of all stripes should not make the mistake of
Al ooking in the rearview mirror.o

“Now-al NEZ w26SNI FyR wldKIZ W2aKdzZd ® a¢¢KS LYGSNHSYSNI GAzZy
Bureau of Economic Research, Working Paper 14343 (September 2008): 7

Ba{il 1S4 alz2ey QINBS atdBWSA A & bSg D! { . Blodab&giNewsAlityR910. Cdzy RA y 3
26 Aug. 2010.

<http://www.bloomberg.com/news/2010-07-09/states-may-face-pension-pressure-as-new-gasb-rules-widen-

funding-deficit.html>

“af{idF0Sa al& ClIOS tSyarzy t NB4&a& dzNBBldoabery Retvy DIy 010. wdzf S& 2
26 Aug. 2010.

<http://www.bloomberg.com/news/2010-07-09/states-may-face-pension-pressure-as-new-gasb-rules-widen-

funding-deficit.html>.
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For example, it is often argued by advocates of higher investment return assumptions at public
pension funds that longerm rates of reirn are around 8%. The primary driver oédBhistorical

ratesis equity returnghat haveapproackd 10% over a long period of tim&otably, the very

folks who benefited enormously from thate of appreciatiom the 28" Century are among the

first to understand andrgue that those retugcamot be expected in the futundere isWarren

Buffett again

Let me summarize what I've been saying about the stock market: | think it's very hard to
come up with a persuasive cdbat equities will over the nedf7 years perform anything

liked anything liké they've performed in the past 17. If | had to pick the most probable
return, from appreciation and dividends combined, tinagstors in aggregalerepeat,
aggregaté would earn ina world of constant interest rates, 2% inflation, and those ever
hurtful frictional costs, it would be 69.

Why would this be the caseconsideringhistarical returns have been highef@ oversimplify
matters a bit, there are three primary components to equity appreciation in thHertongeal
GDP growth (as earninggrowth cannot outpace GDBrowth in the longterm), inflation (the

first two, taken together, would be nominal G#P)d dividends. For much of the $@&entury,

real growth averaged 3.3%, inflation averaged 3.1% and dividends amouraepréximatéy

4% of the underlying equity value, leading & cumulative longerm equity return of
approximately10%2°

More recently, sice 2000, annual inflation has averaged only 2.5%, dividend yields 1.8% and
GDP growth 1.99’ That comes closer to 6% than 8%.

Looking ahead, hie longterm view is much more consistent with recent histofjhe 20"
Century witnessed Americads transformation fr
largest industrial powé a level of growth that cannot be replicated over the-tenign by an
economy as mature as Amer i cao0s .this\@anerbllg thossb er e |
who disagree favor a lower expected growth)ratest prognosticators expect r&DP growth

to be close to 2% the long run

CRUFFSGGEZ 2FNNBY |yR [22YAA&S [/ | NEForione &aghzi@BNgv. 1998zF5F SG G 2y
Aug. 2010. <http://money.cnn.com/magazines/fortune/fortune archive/1999/11/22/269071/index.htm>

®r 88 1t LKE FyR +#83F 6020K lFy2yeyY2dzavs a! NB {2014 h@SNI
2010; http://www.riskoverreward.com/2009/10/are-stocks-overvalued.html Dudley and others 1999; Wadhwani

1998; http://www.multpl.com/inflation/table; http://www.multpl.com/s-p-500-dividend-yield/table; and Officer,

"Lawrence H. What Was the U.S. GDP Then?" MeasuringWorth. 2010. 31 Aug. 2010.

<http://www.measuringworth.org/usgdp/>

* Ibid.

27


http://money.cnn.com/magazines/fortune/fortune_archive/1999/11/22/269071/index.htm
http://www.riskoverreward.com/2009/10/are-stocks-overvalued.html
http://www.multpl.com/inflation/table
http://www.multpl.com/s-p-500-dividend-yield/table
http://www.measuringworth.org/datasets/usgdp/index.php

PUBLIC PENSIONS:AVEwW ¢ L b D b 92 MMNGETAR {
CATASTROPHE

September 2, 2010

Taxpayers for Wilson
19. W. 44thStreet, 1401
New York, NY 10036

(212) 2217809
www.wilsonfornewyork.com

After the efforts of the Volcker Fed in the early 1980s, inflation has generally been much lower.
The ddlationary impact of the growth of the Chinese and Indian labor mateatgurther
depressed inflatiomver the past decad€urrent longterm market forecasts (asipported by
spreads relative to Treasurieghie TIPS market) suggest longn inflationrates closer to 295

Finally, dividends, once a large component of equity returns, have declined dramatically in
recent decades. Currently, the dieidd yield on the S&P 500 is approximat&l9%a *°

In other words, both lonrgun expectations an@he postdot com bubblerecent history suggest
longt er m equity returns of 6 %, not the 10% we
into an industrial power.

The expertsiniformly agree:

There is a near certain probability that the financially basduzhfEronomy of the past half
century will not return, nor will we experience the steroid driven growth excesses that it
facilitated’®

--Bill Gross, CEO of PIMCO

€ it will be interesting to see whether companies have reduced their assumptions about future
pension returns. Considering how poor returns have been recently and the reprises that probably
lie ahead, | think that anyone choosing not to lower assumptiGEs, auditors, and actuaries

alld is risking litigation for misleading investors. And directors who don't question the optimism
thus displayed simply won't be doing their job.

--Warren Buffett

Why use an 8% assumptiorBecause if you used more consem@numbers, as the academic

studies suggest, you would have to make larger current contributions to the pensions, when state
and | ocal governments and schools are already
many states and municipalitiebmean real tearsPension funding in some states will be

required by law to consume -3®% or more of tax revenue$hat is going to mean muchgher

% As of August 27, 2010, the spread between 10 year TIPS and 10 year Treasuries was 1.61%, and the spread

between 30 year TIPS and 30 year Treasuries was 2.02%.

Pa5ABARSYR |, ASt R PHp2INUZ{£( AQ|RS ENYWNDIIK § dfFsd HT I HAmAaY
http://indexarb.com/dividendYieldSortedsp.html

P4 ¢KS CdzidzNB 2F Ly @Sa il hyssinént Qudicdl Ageili2h09. 1 A@gND1ov S @2 f dzii A 2 Y K €
<http://media.pimco-global.com/pdfs/pdf uk/10%20April%2009%20UK.pdf?WT.cg n=PIMCO-
EUROPE&WT.ti=10%20April%2009%20UK.pdf>

M odzZFFSGGT 2FNNBY FYR [22YA&S [/ FNBEf® a2 NNBy . dzFFSiid 2y
Aug. 2010. <http://money.cnn.com/magazines/fortune/fortune archive/2001/12/10/314691/>
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taxes or reduced servicEs.
--John Mauldin, president of the investment advisory firm Millennium Wevisors, LLC

Of course, theFund does not consist of 100%.8 stocks; it hasmeaningful allocations to
international stocks, fixed income, real estate/gte equity and hedge funds managuagious
strategies. But the widelyeld diminished expectations for equities over the long run are
instructive and the right argument why historically high returns are not likely to be replicated in
the coming decad@scertainly not likely enough to ben with taxpayer money.

For exampl e, |l et 6s take a | ook at the interna
hereabout U.S. equitiesould be applied tinternational stocks as wéllequity appreciation is a

function of underlying economic grakw and dividendsEconomic growth for markets outside

the US. has been remarkably similar toSJeconomic grath for the past four decad®sn fact,

the US. share of global GDP in 2009 (approximately 27%) was virtually identical to its share in

the earlyl970s, as faster growth in Asia was offset by slower growth in Eulegding the US

share to remain constafitThe dividend yield on international stocks is slightly higher today

than for U.S. stockd? but this slight advantage can be more than offset by currency risks
embedded in internati onal felndimiotdrationallstodkovert unat e
the last 10 years, the equity returns of the MSCI EAFE index have been virtually atiemtic

(actually, slightly less tharihe returns of U.S. stocks.

What about fixed incomeRong-term return data for fixed income lisss frequently cited, but

the best available data suggestiwersified bond portfolio would havgenerated a 5.5% return

over most of the past centufyUnlike equities and their greater volatility, this performance has
been more consistent, as various bond indices suggest more recent fixed income returns (in the
midst of the longest and strongest bull market for fixed ireamdecades) of between 5% and
6.5%.’ Given current yields, there is a compelling argument that fixed income in the next few
years will underperformts historical averages, but our arguments center, appropriately for the
Fund, oma longterm analysis. Sanfortunately, there is no salvation here, either.

Zal dzft RAYS W2Kyd & ¢ K SseekigBighd. SAg. 2010, d1Kugt 2819 A A 2 y & D¢
<http://seekingalpha.com/article/219420-the-problem-with-pensions>

Pt SNNES al Nl Wo 4! d{d {KINBE 2F 22NI R D5t wSYFINjlLote /2
<http://www.mjperry.blogspot.com/2009/11/us-share-of-world-gdp-remarkably.html>

7 current dividend yield of MSCI EAFE index is 2.62%.

7> According to the MSCI Barra website (www.mscibarra.com), through August 30, 2010, the trailing 10 year return

for the EAFE index was -1.23%,vs.-M®n 172 F2NJ a{/ LQa Ly@SaidlofS alNJSG wpnn

’® www.personal.vanguard.com/us/insights/saving-investing/model-portfolio-allocations.com

77 www.us.ishares.com/product_info/fund/performance/AGG.htm
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Finally, what about alternativ@sreal estate, private equity and hedge fun@geall thatthe

current Comptroller has been seeking to increase the 25% cap on alternatives imposed by the
Legislature’®evenwhi | e arguing that such firms fAknowin
profits at any cost . . . trulytheor st o f “NEhisdlaringinconsistency aside, even the
actuaries believe that there nslatively little outperformance to bgained from a diversified

portfolio of alternatves For exampl e, the PensionlOgarnsul ti
capital markefprojections are based on the view that real estate will underperform equities by
about 2%, hedge funds will perform in dirwith equities and private equity witlutperform

equities by about®,* leading to an alternatives portfolio that would outperform equities by 1%

at most.However, these different asset classes do provide some diversification and thus help
mitigate volaility. The reality is that, given the correlations between private equity, in particular,

and some hedge funds to U.S. equities, it is unrealistic to expect meaningful outperformance to

be driven by the alternatives portfqliparticularly net of feesAt roughly 20% of the current

Fund, this part of the portfolio also does mbtange the ultimate conclusidhat longterm

returns if managed well with a prudent risk profike likely to be within the range of 5% to 6%

and certainly not 8%

Not coincidentally,Buffett assumes an expected letegym rate of return for his Berkshire
Hathaway plan assetacross all asset classeb6.9%.%" Buffett is considered by many to be one

of the altltime great investors ankas grown the market value ofis1holding company at a
compound annual rate of @Rover the last5 years® Yet, he is the first to acknowledge that he
establishedis formidable track recordvera uni que period in Americar
replicated in tks century.In addition, the 2010 Wilshire Reppliased upon data from the most

recent financial and actuarial reports provided by p2Bsion funds ncl udi ng New Y«

IOt R2E 'REY YR a0O52y |t RS aAOKIF St ® &{ (Blodnbeg. 16 2dzof S 5+
Aug, 2008. 10 Aug. 2010. <http://www.bloomberg.com/apps/news?pid=newsarchive&sid=aml UFrp4XB4>
PaLYGSNIBASS 6AGK ¢K2YIl a TheEmpive Pagegadg. RMI0. 3 Aug. 201@ Y LIG NR £ £ SNIbé
<http://www.empirepage.com/2010/8/26/interview-with-thomas-p-dinapoli-nys-comptroller>

% pension Consulting Alliance. "2010 Ten-Year Return, Risk, and Correlation Assumptions." January 2010. 2.
<http://www.pensionconsulting.com/pdfdocs/Nominal%202010%20Assumptions%20Short%20Form%20Final 1-

10.pdf>

B SNJ AKANB I GKFEgLtées LyOd aunnd !'yydzdt wSLR2NI®E Hp ! dA«
<http://www.berkshirehathaway.com/2009ar/2009ar.pdf>

¥ Berkshire Hathaway, Inc.d H nnd ! yydzZ £ wSLRNI®E Hp ! dADP wamnd nod
<http://www.berkshirehathaway.com/2009ar/2009ar.pdf>
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forecastghat none of them can be expected to damg-termasset returns that equal or extee
8%.5°

It is for these reasons that we believe a far more realistic investment return assumption is in the
range of 5% to 6% and that 8% is irresponsibly fanciftis logic reflects the recommendation

to the board offrhe California Public EmployeeRetirement Systern(CalPERS by its advisor,
Blackrock:

You're not going to get a 7.6% return when the U.S. is seeing a subpar (economic) growth rate of
2% to 3%...You'll be lucky to get 6% ... maybe 5%.
--Laurence Fink, chairman and CEO of BlackRock Inc.

Given the weight of the evidence, logic and of expert opinion, only one question revihats:
does Tom Di Napoli know t h &dw caNaanyr paibblic pBnsionf e t t
realistically expect to outperform the great investors?

No public pension shoultf and there is a growing realizatiai this view creeping into the
thinking of public pension trustees avidence by rumorsthat GAIPERS is considering reducing
its investment return assumption @& as soon as this Decer® conveniently after th@ext
election®

3) Asset valuation

For the purposes of calculating funding levels, FASB mandates that pension assets are marked to
market®” a stark contrast to the actuarial asset value appradcptedby New York By not

marking assets to markédew York further obscures the truth about jisnsionfunding. Even

so, were New Yorkto mark its pensionassets to markett may not necessarily translate into

lower values In 2008,for examplethe market value oNe w Y o r k 6 assetB was ydryo n

# Wilshire Consulting. 2010 Wilshire Report on State Retirement Systems: Funding[ S@Sf & | yR | a&aSdG ! f €
March 2010. 13.

<http://www.wilshire.com/BusinessUnits/Consulting/Investment/2010 State Retirement Funding Report.pdf>

¥aCAyYy1l 3IABSE /|t Pedsifs &linvebtBdntk0Mug.2000K Su@r | ® ¢

2010. <http://www.pionline.com/article/20090810/PRINTSUB/308109987>

 The same applies to corporate pension funds, even though there are some corporate pension funds that also

maintain higher, and equally unrealistic, long-term investment return assumptions.

¥l K2ys DAYl ® &/ Ff LISNE /[ \®afl Sthed Joiral 1 Mad#ii2810. A5AugwstRdialzNy wl G S d¢
<http://online.wsj.com/article/NA WSJ PUB:SB10001424052748703316904575092362999067810.htmI>

¥ FASB allows for exceptions when calculating the income statement impact and future contributions, but not for

calculating funding ratios.
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close tothe actuarial value, largely by coincideféén 2009, however, as the market sef
decimated the asset base, the actuarial valkemdassetsvould havesmoothedhedecline.

Our ability to assess the impact of maokmarket asset valuation is hatrung by the limited
transparency provided by e w Y cConkptdoller.A recent example ofrether public pension
systemperforming amarkto-market valuation, however, is hardly encouragifgr. 2008 New

York Cityds chi ef ac tatedatheynarkofharkeevaltie offdsets Mieer t h , c
five funds that make uplew York Cityd $ensionSystem usingthe same discount rate for

liabilities asNew York Stateand revealed a4bb i | | i on funding deficit ¢
f unde d thattkemare misleading, GASBpproved accounting method repadrié %

But the larger problem arises from the practice of using the present value of future tax payments
to calculate the funding ratid@his is one of the great fictions of New York State: as long as the
Comptroller is willing to raise contribution rates (and thus taxes) as high as is necessary in the
future, then th&ensionFundwill always seentfully funded.

4) Amortization

FASBOs pasdessinglge ingpact of benefit changes is to amortizentlower the average
remaining service lives of the employeesSince this would surely translate into a shorter
amortization periodit would also increase themount to be expensed each yd&egrettably
given the limited transparengyrovided bythe New York StateComptrolled s q itfisi c e
impossible to predict the impact @athange to conform to private sector practice.

Bh¥FAO0S 2F GKS {G1FGS /7 2YLIWINREESNE bSs ,2N] {dG1GS FyR [
WSLRNI®éE !folye@X b, Hamnd® cod

<http://www.osc.state.ny.us/retire/word and pdf documents/publications/cafr/cafr 08.pdf>: The market value

of assets in FY 2008 was $153.9 billion. Office of the State Comptroller, New York State and Local Retirement

{eaiGSYd aunnd / 2YLINBKSYyaA@S !yydzZt wSLRNI®E ! folyeI b,
<http://osc.state.ny.us/retire/word_and_pdf_documents/publications/cafr/cafr_09.pdf>: The actuarial value was

$151.7 billion.

¥ Cooper, Michael and Walsh, Mary Williams® &t Sy A2y CdzyR { K2 NI 2 NTh€Neivf K 5SLISY
York Times27 Aug. 2006. 25 Aug. 2010.
<http://query.nytimes.com/gst/fullpage.html?res=9A04EFD8103EF934A1575BC0A9609C8B63&scp=1&sg=Pension
%20Fund%20Short%200r%20Full?%20Depends%200n%20the%20Evaluator&st=cse>

% According to the most recent Complete Annual Financial Reports from the five public pension funds that make

dzLJ bS6 , 2N)] /AdGeéQa LISyarzy aeaisSvyo

*! Financial Accounting Standards Board, { G | G SYSy i 2F CAylyOALf 1 O002dzyGAay3a {ilhy
Accounting for Pensions, 2008.

{88 DANINR aAffSNE &b SGovarnB(20MayRoo), Faldeda:Sy arzy . 221 & ®¢
http://www.governing.com/columns/public-money/new-gasb-proposals-pension-bookkeeping.html.
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In short, private sector standards would drive substantiaioasish theF u n dtdies] assets and
liabilities and paint a very differenbut more accurai@icture of its financial health.

Fortunately, change is coming. GASBcisrentlyconducting an extensive review of its policies,

including a number of th&ey issues raised here. Some of tensidered changesan be
previewed ina GASBRlocument entitled APreliminary Vi ews
Standards Board on major issues related to Pension Accounting and Financial Reporting by
Empl oyer s, June N& 20103 BoP thelse changes to take effect, GABRBSt first

consider public comment on the proposatsaccordncewith Federal Administrative Lawlf

GASB does the right thing and adopts flager standards of its FASB cousifthough the

Preliminary Views statement suggests they will only partially dpwe)will have truth in public

pension accountintpr the first time and our public officials will no longer be able to hide our

pension crisis from wideriew.

Not surprisimgly, but embarrassingly neverthelessany state pension fund officials, including

theNew York StateComptroller havetaken this opportunity to write to GASB officials and urge

them notto make any material changesits oversight practices and arpposing Herationsto

its rules® This is the equivalent of Enron writing to the FASB and requesting that they not
change the accounting rules governing the special purpose entities that were a factor in its
ultimate demiseMeanwhile, The Wall Street Jdgnal reports that the proposed GASB reforms

are popul ar among Agovernment bond buyers, C
information presented by | ocal government so
representations of state financiligations®” Evidently, public pension officials featruth in
accountingand accepting the standards under which corporations must operate

Anticipated changes go beyond those of GASB. In January 2010, the SEC announced that it had
a special uniinvestigating public pension disclosures. The first public action of this initiative
resulted recently in an accusation of securities fraud against New Jersey, the first ever against a
state, and a settlement. Further SEC action is anticipated.

 Available at:
www.gasb.org/cs/ContentServer?c=Document_C&pagename=GASB%2FDocument_C%2FGASBDocumentPage&cid
=1176156938122 6 & WdzyN& f McY Aty F NBE + A Sg &£ 0
I K2y Z DAYl ® aDdzNHzd | NESWall Straci Bivdan Bay. 200025 Aud. DK A 2 y D £
9<5http://onIine.wsi.com/article/NA WSJ PUB:SB10001424052748703416204575146213238489720.html>

Ibid.
®2 L fAKTZ alNE 2AffAlIY&AaD Gt Sy aA 2 yhe CléW YOrRTindet8 Aug. 3040. WS NR S& A a
Aug. 2010. <http://www.nytimes.com/2010/08/19/business/19muni.html>
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Whileournat i onés pension underfunding crisis may
pressure will bring the game to an end soon, and New York must begin to prepare for these
changes today.
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VII. What Does It All Mean? How Big is Our Problem?

To summarize thempact of private sector standards, consider the following:

1 Thereis a reasonable range appropriatediscount rategor public pension fundghough
New Yor k dase isdahoutsidihis range

1 Thereis a reasonable range of investment return expectat@nsublic pension funds
thoughN e w Y eurrénbrsturn assumptionagsooutside this range.

1 The Comptroller does not provide enough transparency for outsiders to calculate the
impact of valuing asts at theircurrent market values (only historical values) or to
calculate the impact of revised amortization standafasigh we know the latter would
certainly exacerbate the underfunding by increasing liabilitiesl the former likely
would as well

Even before factoring in theaffects of markto-market valuation and shorter amortization
schedulesprivate sector standardise., a discount rangef around4% to 6%) would reveala
pensiondeficit for New York Stateanging fromabout$30 billion to $30 billion.®’

This analysisshould makeclear that public pension funds are the next great Ponzi scheme
likely to blow a hole through the American economy, and the politicians in charge of them
are covering it up through lax accounting standards that hidéhe size of tke crisis.

The enormity of thigalls to mind the structured investment vehigl®b/s) that helpedchearly

sink someWall Streetbanks most notably Citibank These SIVs allowethvestmentbanks to

take advantage of current accounting rules and keep certain assets aridftidlaiance sheet,

to the point where even highly sophisticatesgnior executives andoard members
misunderstood the risk® However, once investors learned of thieesof the problems, they
created havqgprompting actionSi mi | ar | vy, Gpostercwada unflerstoad nintili a |
a new regime came into powand revealed what had bepreviouslyhiddenby questionable
accounting.

Theaboveare just two of thenanyfinancial calamities that were a parttbé great credit bubble
we lived through in recent yearBhe credit bubbleenabledexcess consumption and borrowing
by every segment of socig€tyfrom Wall Street to federal and state governments to consumers.

7 This analysis relies on the assumption of a 15 year average life for employees.
5L AKEZ 9NAO® 6. A3J wS ahe 8 Yark Tin@sizieR 2007638 Aug. 20104 3 N dzLJ®d ¢
<http://www.nytimes.com/2007/12/14/business/14citi.htm|?scp=1&sq=big%20rescue%200f%20funds%20by%20c

itigroup&st=cse>
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It will take yearsof sacrifice under a lonterm planto repair thedamagebut the only alternative
is to follow the courseof Japanwhich refused to deal with thiallout from itsown credit bubble
in the 1980s andtagnated for decades as a redtit states,tle biggesbubble hangover is the
coming pension crisis, and we need to be honest about the sizsetdreit overwhelms uslf
we act soon enough, we can still avoid the horrific cataclysms tlgatifed those other two
segmentd but only ifwe act soon enough.
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VIII. The Right Way to Manage the CRF

Many of our pensionissuesare rooted in the politicatonsiderations that seep into the
management of the Fund. To prevpatitical influence where it is unhelpful, damaging dod
oftenscandalousNew Yor k6 s p e n sinoaed abevaradingrediate professional
reforms At the core of theereformsare changes the decisiormaking process of thE u n d 6 s
trustee.

Sole Trustee: Pros and Cons

New Yor k St Systenisone Bfeomythieastatesghat employa solepensiontrustee
Much has been said, and for good reasdnoutthe shortcomings ahis managemenstructure
including

1) No one perso has a monopoly on wisdoand should not be entrusted with that much
authority.

2) The sheer size and breadth afr Pension Fund leads to substantial opportunities for
corruption, as evidenced recent years.Even with @ honest Comptroller and senior
staff of integrity, the potetial appearance of impropriety is significant enough that th
appropriateness ofsole trustee must be quesiah

3) The political process does not typically lead to identifying the best stewards of the
Pension Fund. Combining an inherently professional woth the electoraprocesdeads
to poorresuls and unqualifie€Comptrollers.

There are other concerns, but these are the chief arguments for reforming the sole trustee, and
why the vast majority of statgsefer a fiduciary board

There are also significant advantageghe ®le trustee system, seen most clearly through the
failures of public pension systems managed by a board:

1) The sole trustee maintains ultimate accountability. When the Fund performs poorly, the
voters know whom tdlame, rathethandiffusing responsibilityamongappointedboard

members
2) The sole trustee can be an effective bulwark against politically motivated raids on the
Pension Fundb y profligate pol i ti ci States budget o can

Unfortunately, this longstandingirtue and itstradition in New York has been
undermined by the current and most rec@umptrolles, who both proposed, and
ultimately got passed, pension raid the form of borrowinglans
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3) The sole trustee can bring about effective reforrRusfd management more quickly and
more professionally than a boait a timewhenreform is badly needed, this becomes
especially important.

So how does one address the major shortcomings of the sole trustee system while retaining its
virtues?

Mend it Donot End it

A thoughtful reformapproachwould preservehe strengthsof the sole trusteand correct its
major shortcomings.

To do this, theentire approach to investing the Fund showdchanged. Most significantly, the
Comptrollershould create a true investment committee of 7 to 9 retired, vetaks investors.

New York State has more investment talent than any other state or even atry aouhe

world, yet we barely utilize it. The current Investment Advisory Committee is hardly utibzed

key investment decisiorend has suffered a number of defections. A proper investment process
would create a workglass investment committee and also utilize it far mexeensively, as
described belowThis is not a novel conceptt is, in fact, the way the vast majority of
sucessful investment organizations are managed, and the Fund would do well to adopt the same
commonRsense approach.

It is important to note the distinctions between this Investment Committee and the boards that are
found at the vast majority of public pensidunds. First, none of the appointees would be
politically motivated or based on politicthey would be purely meritlriven consideratias

based oninvestment talentBy design and execution theeachappointeewould possessan
extraordinary amount ofinancial experience.Secong the Investment Committee would be
utilized differentlythan atypical boardandasoutlinedbelow.

1) Establish asset allocatio

a. The Comptroller will work with the Investment Committee to revise the asset
allocation, within the boundaries established by the Legislature but with
dramatically less risk in the portfolidhe Comptroller will retain the ultimate
authority on the final sset allocation, but it will be developed through extensive
discussionsvith and review bythe Investment Committee.

b. Recentstewardship of th8tate Pension Fund a lesson on the perils of an overly
aggressive return assumption: by shooting too highFthel took on too much
risk, which led to more volatility and underperforman¢t¢e r e , itds inter
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note that in the 1980s, before inflation and market bubbles enticed public pension
funds into equitiesn far greater proportionsmost were investegrimarily in
treasuries, corporate bonds and other less risky assets and had a correspondingly
lower investment return assumption, generally around 4% t&° B¥%e way to

think about that history is that public pension funds for decades were invested
consevatively, had little volatility and delivered on their promises, even i
adverse market environment®he long bull market from 1982 to 2000 allowed

for pension funds to take on more risk, make richer promises and get away with it.
It has taken the bettgart of a decade of mediocre market returns for the sins of
the bull market period to catch up with us, but the overall trend among public
pension fund returns has been clear enotigk corresponding costs have proven

to bemassive.

Interestingly,overthe last three yearthe most conservative part of the portfolio,
the fixed income portfolio, was far and away the best performing portion of the
Fund (a 6.8%compound annualeturn over the past three yeavghen overall
performance was negativeHad the current Comptrollerestablished a 6%
investment return assumption at the beginning of his tenure and shifted more
assets into fixed income, the Fund would have performed much better, with less
risk, than it actually did, and taxpayers would be muctebett

2) Equties and Fixed Income Investments
a. Theasset allocation processll likely result in ameaningfulshift from equities
to fixed income Still, within each asset class, there is a second layer of decisions
to be made: what is the appropriate nuk active vs. passive (index fund)
management?
b. The vast majority of active managers underperform the index after fees over time.
i. For example, théelow chartillustrates the net rate of return over the last
1, 3, 5 and 10 years, for actively managed funds Ne w éhsiank 6 s p
portfolio and the net rate of return for the S§&bassively managedimds
would do approximately 0.20 worsethan the S&Rlue to fees) As these
results consistently show, active managatected for the Pension Fund
perform mateally worse on averageafter fees than a passively managed
index

PbradAaz2zylrt 133a20AFGA2y 2F {GFGS WSGANBYSYyd ' RYAYAAGNI G217
NASRA Issue Brief March 2010. 25 Aug. 2010. 3.
<http://www.calpersresponds.com/downloads/NASRA InvReturnAssumption%20acrobat5compatible.pdf>
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Returns for Actively and Passively
Managed Funds in the CRF Portfolio*

Last 10 Years (FY 2000-09)

~ m S&P 500 Historical Returns (-15 bps)
M CRF Actively Managed Fund Returns (-50 bps)

Last 5 Years (FY 2005-09)

Last 3 Years (FY 2007-09)

Last Year” (FY 2009)

ALastyear for which
dataare available

-50% -40% -30% -20% -10% 0%

AWe assume gross returns are reported in the NYS CAFR and calculate fees of 50 basis points for actively managed funds and 15 basis points for passively managed funds.
*Source: 2009 NYS CAFR

ii. This is not to say that activeamagement should be abandohedther,
that the Comptroller should select active managers in a manner different
from current practice, namely:
1. Only select managers who can generate true alpha, or
outperformance relative to the market, net of fadss is highly
likely to lead to a reduced number of active managers in the
portfolio, increasing the percentage of equitiesrrently under
passive management @3 while reducing the overall fees
currently paid to equity fund manage$98.8 millior).**
2. Utilize the Investment Committeeo
iii. In fact, it is with the selection of active managers that most of the
opportunity for ethical impropriety, or at least the appearance of
impropriety, developsTo eliminate this problem, the Comptroller and the
l nvest ment Committea bdrowled o@Op ssryastter

Ch¥FFAOS 2F GKS {(GFGS /2YLIWINREESNE bSe 2N}y {dFdGS FyR [
WSLE2 NI ®E 1 folye> b, HAMAD py

<http://www.osc.state.ny.us/retire/word_and pdf documents/publications/cafr/cafr_08.pdf>

1% Office of the State Comptroller,b S . 2NJ {41 4GS FyR [201f wSGANBYSyid {ead
WSLE2 NI 1 folye> b, HAMAD pmd

<http://www.osc.state.ny.us/retire/word and pdf documents/publications/cafr/cafr 08.pdf>
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selection of any active managaiVhen the staff makes a recommendation

to hire an active manager, that recommendation must first be presented to
the Investment Committee. Only if the recommendation is approved by
the Investment @mmittee can it be reviewed by the Comptroller, who
also has the ability to approve or decline. For an active manager to be
selected, then, the manager must first be approved by the Investment
Committee, then the Comptroli@ra double veto system.

3) Alternatives (Private Equity and Hedge Funds):

a.

Just as in the case of more traditional equity and fixed income active money
managers, most private equity funds and hedge funds do not outperform the
market, net of fees and particularly on a é&&kusted basis (i.eadjusting for the

fact that certain, but not all, firms employ leverage and thus have greater risk
associated with their strategies and their retur8&nilarly, then, the Comptroller
must only invest in alternative managers who can generate true aiphaho

pass through the double veto systdrhis approach is highly likely to lead to a
reduced number of active managers in the portfaigowell as reduced fees paid

by the Fund Presently, the New York State Pension System pays over $175
million anntally in management fees to private equity and hedge ftfids.

4) Direct Investments, including Real Estate:

a.

5) Staff.

Direct investments and reestate pose special challengabey present all of the
conflicts inherent in active manager selection but also requirdegrigehouse
expertise in order to properly diligence the opportunity, assess the risks, etc.

i. In one of thebetterpractices of the current Comptroller, he utilizes a more
active advisory committee for real estate investments as a partial
recognition of thispecial case

However, in a much more professionalized investment process, there is an
opportunity for a modestaount of direct investment in partnership with private
investment fund¢hatbear the same risk that the Fund would bear.

These investments should be subject to strict limits and in all cases will constitute
a small proportion of the portfolio.

All suchinvestments would have to go through the same double veto system, with
a separate Investment Committee for real estate investments.

Under a substantially more professional operation, the investment staff of the
Fund will follow a more clearly defirtkinvestment process, complete with rabus

192 | pid,
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investment memoranda laying out the rationale for an investment and periodic
portfolio reviews to test whether the investment case has borne out or must be
revisited. Wellmanaged investment organizations consibfeand universally
follow such disciplines, and professionalizing the management of the Fund will
lead to greater accountability, greater results and an improved investment culture
that will benefitFundmembersretirees, beneficiariend employees.

The above structuriglends the benefits of the sole trustee system (principally, creating a bulwark
against the politicization of the Fund while preserving accountability to the electorate) with the
intended benefits of a board (principally, broader decisipaking and input, greater
transparency to guard against mistakes of judgment and ethical breaches) that are too often not
realized in practice (witness the many abuses at CalPERS, the City of San Dieny@n®

lllinois). 1 The institutionalized dynamic also ensures that the Comptroller receives and
deliberatively considers the best investment guidance available, while maintaining political
independence. This arrangement can help ensure strong-adjksed returns as well as
protections from ethical lapses and raids from politicians who scheme to US¢ thet e 6 s Pen s |
Fundto make up for the consequences of their own profligate spenhigyimproved process

of enhanced due diligence and analgsisutl alsolead to a reduction ithe almost $350 million

thatt he current Comptroll er 6s Wafl $treet and cthpoetsidd s o n |
investment firms*

W2t AKX al NB-/ KABFARYAPOPADED { | &Bhe Ne® YarkiTengx @wd2gor. 25 Ay 51 y 3
Aug. 2010. <http://www.nytimes.com/2007/10/31/business/31sec.html>

YhFFAOS 2F GKS {dGF0S /2YLIGNREESNE bSs 2Ny {GFGS FyR |
WSLE2NI®E 1 folye> b, HAMAD pmd

<http://www.osc.state.ny.us/retire/word and pdf documents/publications/cafr/cafr 08.pdf>
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IX. Anticipating the Critiques

Critique #1:The Pew Centeon the Stateand Governing Magazine say tHdew York hagi t h e
bestmanaged public pension fund in the nation. 0

This is categorically false.Both the Pew Cent¥f and Governing Magazin@®say that New
York State is thébest fundedbut stay tunedpublic pension plan in theountry, not the best
managedin fact,theNew York StatéPension Funds neither weklfunded nor welimanaged:

1) In the case of both the Pew Center a@dverning Magazine neither makes an
independenjudgment on funding level8otht a k e N e wwnYeport&daratiosat
facevalue!® They donot pcongpaisam oftheaccouniny practicesmong
states d quesfian whether those accountingqiices are appropriate mvealmuch
else thashowssignificantindependenanalysis In effect PewandGoverning Magazine
aremerelyrepeding theNew York StateCo mp t r o | preblerbasicclaimg built on
accounting gimmicks

a. Pew andGoverningMagazinerisk beingaccomplicedo thegreatpublic pension
Ponzi schemelo avoid thaignominy, theyshould highlight the issues described
hereinand use them to compare fund practisesthat investors and taxpayers
know the truth about owr 0 u n publig @eLsiors.

2) iWerhdnagedo c¢ o udedf difieremtnthings, butafor an investment fund,
most fundamentally it comes down performance Interestingly, the Comptroller has
cited relative performance for the Fund as recently as May 2088t, to the best of our
knowledge, that disclosureyrs t er i ously ended as the Fund
medianforh e Comptrol |l erds tenure. I n short, t
last two years and last three years has lagged the median performance of public pension
funds tracked b¥R.V. Kuhns & Associates.

0
h

YeKS tS6 /SYiSNI 2y GKS {dFrdiSad a¢KS ¢NARftAZYy 52ff NI DI
<http://downloads.pewcenteronthestates.org/The Trillion Dollar Gap final.pdf>

CYAYZI 1yRe yR YSNNARIAlI yS |GBVerifigdNgazindagSty2@10. 3B ¥ug.2audS LI NBRy S a
<http://www.governing.com/topics/public-workforce/pensions/pension-preparedness.html>

WiSg |/ SyGSNI 2y GKS { G (54 ®2040¢28 &g 2oNISE. £ A2y 52f € NJ DI LIZé
<http://downloads.pewcenteronthestates.org/The Trillion Dollar Gap final.pdf>

YAYS 1TyR& YR YSNNRIIYSIS I|GBlening BagizinenagSt26¢10 3B ¥ug.20NEB LIF NS Ry S & a
<http://www.governing.com/topics/public-workforce/pensions/pension-preparedness.html>

% officeoftheNeg . 2NJ {GFGS 7/ 2YLIWINRE SN abSs | 2N] {GFGS t Syaa
May 2009. <http://www.osc.state.ny.us/press/releases/may09/052909.htm>
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Of course, as stated earlier, the real benchmark for a public pension fund is its investment return
assumption, as performance short of that goal triggers tax increases, and, in the last three years,
the Pension Fund has underperied that benchmark by nearly $50 billion.

Critigue #: Reducingheinvestmenteturnassumptionwill trigger taxincreases.

This arguments the height of hypocrisyThe current Comptrolleenablesa colossapension
problem, we blow the whistle on it, and blemesthe whistleblowerThe underlyingeconomis
make cleathat ourState Pension Funid substantialljunderfune@d Dealing with that will force
some very hard choiceBut the first step to dealing with a problem is being honest about the
size of it, whichthe current Comptrolleefuses talo.

Ironically, recent press reports suggest that the Comptroller is actually considering some changes
to his current practices. After mtihs of defending the current 8% return assumgtiaihe face

of pressure from us and othetise Comptroller is reportedly planning to reduce the investment
return assumption to 7.5% or 7.758%.

While our proposalsind policieshighlight thetrue magnitudeof our pension deficjtit is our

firm view that New Yorkers cannot afford higher tax@s. the contrary he entire reasowe are
waging this campaign is to use tddutepefidingnd power
force fiscal dscipling including tax cus, to benefiNew Yorkers from all walks of life. A lower

overall tax burden, particularly for working class and middle class New Yorkers, is the only way

in which New York can attract businesses and jobs and igg@eonomy.

Having identifiedthetrue extent of our pension defiaitur prescribed course of action iswork
with the Governor and the Legislature on a kegn plan to bring our Fund back to solvency at
an acceptable cost to taxpayarsl without any increase taxes We must honor our obligations
to government workerdut we must not increadd e w Y o takberdes.dhe wayo achieve
thisis through meaningful pension reform over a long period of time.

Critique #3: The Pension Funds not a hedge fund; is invested for the lonterm. Markets
rebound over ti me, and we shouldndt change p
period in the equity markets.

1% seott, Brendan. "Low pension return may Soak taxpayers." New York Pos21 Aug, 2010. 25 Aug. 2010.

<http://www.nypost.com/p/news/local/low pension return may oak taxpayers sF9oJEnk8ySpdJwM6fPqWL>
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When the Comptroller and his staff make this argumengyiialsan unsettlingignorance about

invest ment management and calls to mind the
Di Napol i as fAthor oughOw argument far cedueirg Ithe risk mdghe a | i f
portfolio has nothing to do with recent equity market underperfocenamd evemping to do

with thissi mpl e question: gi ven t hed.e., comdttutionally o f t h

protected), what is the appropriddag-termrisk profile for the assets? If the liabilities (benefit
payments) arguaranteedthen the investments must be managed in ariskway. Otherwise,
we develop the financiaifficulties that continue tomushroomand threaten public pensions
nationwide

Critigue #: Now is not the time to switch policies. We need to maintain theigmlof Mr.
DiNapoli, who is tested and trusted, rather than switch to a risky new approach.

The PensionFund is woefully underfunded and hashievedinvestmentreturns below the
median for public pension funds for the last year, lastyears and laghree yeard all of Mr.

Di Napol i ket &ondaipériormance relative its unrealistic benchmark, which
could have and should habeenrevised downward, has cost New York taxpayers nearly $50
billion.

By contrastpur approach dramatically neces the risk in the Pension Fuihdeffect, it makes it

a boring assét which, consideringit provides constitutionally protected benefits to retiregs, i
exactly what members, retirees, beneficiaries and taxpayers shouldt warme. Pensioners,

current members and taxpayers de anposehgherataxeslobror i ng
them because a politiciathought he could make up for shortfalls with risky investment
strategies

Critique #5: The last several Comptrollers have been politicians,mmoto f essi onal s. W
Mr . Di Napoli 6s background appropriate, given

We live in far more financially perilous times now than we have apamtin the last 30 yeays
and thisturmoil argues fora professionalinancial steward A key driver of rising pension costs
is their arcane, complex nature and the consequent timiditgven ignorancevith which
traditional politicians address the/e believe that the Comptroller must have the requisite
experience to understand, addresstamdble to reform these issues in tiast effectivavay.
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We also believe that the members of the Investment Committee should beclassld
investment professionals possessing at least one of the following:

a) A CPA from an accredited university;
b) An MBA from an accredited business schaoig
c) Atleast 10 years of finance or accounting experience.

There is precedent for this approade Mississippi Public Employee Retirement System
conducted a survey of other state systems on behalf of the Nafssaktiation of State
Retirement Administrators and found that about 36% had a formal education policy for its
pension board members, 24% had mandatory educational requirements and at least one other had
a mandatory certification prograhf.Similarly, the SebanesOxley Act of 2003 strongly urges

that the audit committee of a publ,iocdisdosemp any
the fact that it does not. Just as Sarbddeey sought to deal with Enreype abuses by
ensuring that corporate atidommittees contained financial expertise, the Fund should have the
same requirement.

Of course, if those are the requirements for a position on the Investment Committee, one may
wonder whether they should also be requirements, either in law or inicpratir the
Comptroller as wellNo reasonable New Yorker would hire a politician to manage his or her
own retirement account. Why would we elect someone with no financial background to be New
Yorkés chief fiscal of ficer?

Critique #6: Over the last tweany years, the Fund has returned in excess of 8%, So an investment
return assumption of 7.5% to 8% is achievable, even conservative.

We examinethis at length in our discussion of investment return assumptions, but the best
critiqgue ress an two factors:

1) Outside ofpension fundswhich have an incentive to inflate return expectations to grant
greater benefits today at the expemse of f
prudentaccounting standardiw responsible investerassuman 8% longtermrate of
return, or, more importantlfor the purposes of calculating funding ratiesuld apply
an 8% discount rate to liabilities that are constitutionally protected.

Whl A2yt 1aaz20AlidAaz2y 2F {GFGS wSOGANBYSYyd ! RYAYA&GNT (2
2010. <http://www.nasra.org/resources/Board%20education%20and%20travel%20policy.pdf>
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2) The performance over the last tweiptys years is a tale of two citi8sthe great bull
market of the late 1980s and 1990s, including the impact of theodotoubble, and the
more challenged markets of this decadevith Fundreturnsto datebelow 5%. Virtually
all experts believe that the anomaly in this history is not the past decade, but the long bull
market of the late 1980s and 1990s, leaving a period that incorporates that history a poor
gauge for future results.

X. Key Takeaways

Note: footnotes fothese summary points appear previously in this document.

T A series of recent studies reveal that a p
funds revea an underfunding of approximately $3 trillion.
U The cost to taxpayers for the savings and lodsis was $124.6 billion. The
estimated cost to taxpayers for the Troubled Asset Relief Program (TARP) ranges
from $109 to $127 billion. The bailouts of Fannie Mae and Freddie Mac are
projected to be $389 billiohese figuresmassive as they arpale next to the
gathering storm of Americadbds underfunde

T Asimilartlyhonest account i n gpensidn asSetsvand Yiabilities wBuldat e 6 s
reveal a substantianderfunding of between $30 billion to $80 billion.

1 The costs to Nework Stateof its Pension System are skyrocketing.
0 In fiscal year 1998, New York spent almost $3.5 billion on member benefits. By
fiscal year 2008, New York spent over $7 billion, acré@ase of over 100%
U The rise in thefinancial cost for everyday NewYorkers has beensimilarly
meteoric.
A Over the last decadéa x payer sd annual pension ¢
from $245 million to $1.7 billionand the ratioofa x pay er sd cont r i
to employee contributiortsas grown to roughly $1@o $1.

T Under the current Comptroll er, the Fund©6s
below the median afther comparable public pensidios the last year, the last twears
and the last three years and haw¢her exacerbatetdew Yor kés p@dlensi on sh
U In fiscal year 2010for examplewh en t he St ate Comptroll e
with fanfare thatthe Fund achieved returns of 25.90%, the Comptroller
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dramaticallyunderperformed the mediarturn of 32.86% a miss of nearly $8
billion that is beingpassed on to taxpayers.
0 Inthe prior fiscal year, the Compuptasol | er
had negative overall performance over the past three.years
A The Fundos cumul ati ve under per for ma
investment returyoverthe past 3 years totals nearly $50 billion.

T Tocoverupt he tax increases trigger dah@gcurbest t he
Comptroller devised scheme to limit nedaerm pensioncontributions and kick the can
down the road past the election.
U The plan has been labeled a borrowphan by every major news organization to
coverit despite the Comptrollerds transpar
U In just the first six years, the plan would allow the State and local governments to
borrow up to$10 hllion, which would carryfuture interest costs in excess of $3
billion.
U Theoverallcost of this scheme gevastatingasthe bill thatultimatelypassed the
Legislature allows for tils foolhardyborrowing to go onndefinitely, without a
proper accountig of its costs
A The costs to New Yorkoés overtaxed fa
an earlier version of the plan that limited borrowing to six years, pension
related costs for New York households outside of New York City would
have increased by $1,39@ar by 2017. Instead, the plan that was
approved increases the costs by delaying the day of reckoning.
A In short, i is a Ponzi scheme thatill eventuallycollapse To illustrate
just one of the incredible risks of this plan, it reportedijies on fanciful
market assumptions that repda marketonditions after 1987, including
the halcyon years between 1988 and 1@®&n returns averaged nearly

14%.
o If the unrefuted reports are true f the Comptroller
assumptions to hold uphe Dowwould need to reach 80,008y
2022.

1 Lax government accounting standards set by GASB allow politicians to hide public
pension deficits.
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1 GASB allows public pensions to chooseaagetreturnrate on fund investmentenda
correspondingliscountrate without consideration of market risk.
U As aresult, riskiemvestmend translate intdiigher return expectations ahajher
discount rats, perverselyredudng the present value @ensioniabilities.
A This has no grounding in basic economigsance or common sensand
is not allowed for any private sector entities or nonprobis it is a
fundamental foundation of public pension accounting.
U The New York State Comptroller has takedvantage of5 A S Btvisted logic
and increastt he St atxposureuta atérrstivee assets, such as private
equity firms and hedge fundsesulting infees to alternative asset fund$
approximately $200 million, while he simultaneously blaes them for
contributing to our inaaynicaleleidnsyeaeptoy n o mi c
A Over the last three years, the most conservative part ofFtben d 6 s
portfoliod fixed incomé& was far and away the best performimgget(a
6.8% compound annual return over the past three years, when overall
performance was negative).

o0 Had the Comptroller establishedoaver, more realisticnvestment
return assumption at the beginning of his tenure aswbrdingly
shifted more assets intower-risk assetsthe Fund would have
performed much better, with less risk, and taxpayers woald b
much better offoday.

o Instead, he defended his 8% return assumption for months, after
being criticized byus and others, and then recently reversed
himself to indicate he is considering a modest, but insufficient,
move downward.

1 GASB also allowspublic pensionsto use a variety of accounting gimmicks to restate
their asset valugandNew Yor kdés Pension Fund wuses an
incorporates two devices that have little relation to the market value of assets.
U First, asset values are sntloed out over a five year horiza®o, if the Fund owns
stock in Microsoft, and Microsoft trades on the stock exchange at $25.00 per
share, the actuarial value of Microsoft at that time could be $20, $30 or some
other number that reflects a fiyear smodting.
U Second, a component of the actuarial asset value allowable by GASB includes the
present value of future State and local government contributions (paid for through
state and local taxes) and contributions by employees.
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A Due tothis provision, as longs the Funds willing to stipulate that it will
always pass through pension fund shortfalls to the taxpayers and has a
robust mechanism to do sib,will always appearfully funded In other
wor ds, the Comptrollerdés contenti on
nothing more than a combination of accounting gimmicks and asaak
assurance that he will pass through updgformance to the taxpayérs
claiming credit for fullyfunded sat us on the backs of
beleaguered taxpayers.
U Our ability to assess the impact of maokmarket asset valuation is hamstrung by
the limited transparencypro- ded by New Yor koés Comptr ol
A But a recent example ai public pension system performing such a
valuation is telling.
o For 2008, New York Cityds-teehief ¢

mar ket val ue of assets in the fi)
Pension System and revealed a $45 billion funding deficit
compaed to the Afully fundedo st at:

GASB-approved accounting method reported

1 The New York State Comptroller also assumes a fanciful 8% rate of return on Fund
investments.
U A sustainabldongterm rate of return for a pool of assetslarge as the State
Pension Fund iikely closer to 6%, perhaps less. Further, since taxpayers are on
the hook for shortfalls, a proper fiscal watchdog would err on the side of caution.
U Historical returns that include the great bull market of the la894%nd 1990s
are a poor guide, as the conditions that led to that anomalous performance are
unlikely to be repeated. Further, the vast majority of professional investors
believe that the longderm view of market performance needs to be adjusted
downwardt o account for t he U. S. 6stermore m
structural challenges.
U Warren Buffetamong the most successful investors in the waddumes bng-
term rate of return for his Berkshire Hathawagnsionassets of 6.9%nd has
argued that equity returns of 6% are a more reasonablédomgassumption
A What does Tom Di Napol i know that War
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1 This analysis should make clear that public pension funds are likely to blow a hole
through the American econgmand the politicians in charge of them are covering it up
through lax accounting standards that hide the size of the crisis.

U GASB is currently conducting an extensive review of its policies, including a
number of the issues raised here.
A Rather than kading the charge on reform, as tBemptroller of New York
State should be, the currebbmptrollerhas insteadtaken this opportunity
to write to GASB officials and urge them not to make any material
changes in its oversight practices @adpposing alterations to its rules.
o This is the equivalent of Enron writing to t&&Cand requesting
that they not change the rules governing the special purpose
entities that were a factor in its ultimate demise.

I n dealing with New Yorkos pension adheeér f undi
three bedrock principles:

1. The true extent of our shortfall must be made clear through honest accounting.
2. New Yorkers cannot afford additional taxesjstreasedaxes cannot be a part of
any solution.
3. The promises already made of New Yorkos
beneficiaries are to be provided for in full.
A Given the limited levers left, the reality is that the Comptroller will need to
work with policymakers to develop a lofigrm restructuring plan that is
consistent with these principleget brings the Fund back to fully funded
status over time. Such a plan will by necessity require a Tier VI for new
employees.
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XI. Conclusion

In this white papewe haveexaminedthenatureof New Yor k6s dwmermensi or
exposeits magnitude The first stepmust be to acknowledge we have a significant problem and
to try to determine the size f

The next stejs an operdialogueamongpensionstakeholderen how to addressur crisis New

or higher taxes in any forshould beauled out Since New Yorkers already bear the highest state

and local tax burden in the nation, and this burden continues to drive out businesses, jobs and
people that arvitaltotheSt at e6s t ax base, additional or inc
The coming tax hikes created by the Fundds u
must be mitigated or avoided to the fullest extent posdibie also fundarantally unfair to ask

overtaxed citizens teectify the misakes of imprudent politicians who did not properly consider

the costs of their campaign promisgexecute their responsibilities effectively

As for solutions, the opacity of information makes it difficultaiticulatethe full set ofoptions
thatremain.The only proper way to solve this problem is to conduct ablolvn analysis of
future liabilities, apply appropriate valuation and accounstandards and then create a fong
term planby working with elected leaders and stakeholderbring the Fund back tine fully
funded statughat members, retirees, beneficiaries and taxpayers all de3éree are some
areas which we can identify noWwowever and we would pursue the following plan of action
order to helpaveNew Yorktaxpayerdrom the comingeconomicand taxdisaster

a) Apply private sector accounting standards ulacover the true size of our
problems.The shortfalls, created byears of mismanageent, cannot be fixed
overnight. The Comptroller mustork with the Governor and the Legislature to
addressts problemsover time This bagins withthe creation of a Tier benefit
plan that curbs abusebke pension padding and double dippiagd reflects
financial realities Tax increases to support pension problems are unacceptable
We will do whateverpossibleto curb or eliminatethe currenttax increases
projected by th&tateComptrollertoday.

b) Establish target returns and asset allocations that will incorporate less risk, less
active management, reduced fees and less volatdity. membersyetirees and
beneficiariesdeserve a welinanaged Pension Fund that will be ablédmor all
of ourobligations

c) Fight, with every power apur disposal any efforts to borrow from the Pension
Fund, and do everything possible to mitigate the tax impewnnh recent
mismanagement.
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d) Immediately bring in outside expertiséo improve the currentinvestment
decisionmaking but preseret he sol e tr ust e édependant count
powersto protect the Fund from raids.

e) Combine these efforts to professionalize #ension Fund with owarlier ethics
reform proposa to create the most effective and transparent public fund in the
nation.
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