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Public Sector Retirement Plans

Robert Clark *

Public sector pension plans and
retiree health plans have been front page
news during the past decade. While the
popular press has focused almost exclu-
sively on the underfunding of these plans,
economic research has examined how
these plans affect state and local budgets,
intergenerational equity, and the behav-
ior of public employees. Public employees
account for 14 percent of the labor force
and employee benefits comprise about 35
percent of the employment cost of public
employees.! Thus, a clear understanding
of the cost and benefits of pension and
health plans is central to understanding
this sector of the US. economy. Along
with colleagues, I have examined the labor
market effects of public pension plans
and retiree health plans. The following
describes my research on primary pension
plans, retiree health plans, and supple-
mental retirement plans offered by state
and local governments to their employees.

Public Pension Plans

I began my research on public pen-
sion plans through a study of the his-

*Clark is a Research Associate in the
NBER’s Program on Aging. He is the
Zelnak Profgssor of Economics in the
Poole College of Business at North
Carolina State University. His profile
appears later in this issue.
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torical origins of retirement plans in the
United States. In order to consider cur-
rent retirement policies, it is important
to understand when public sector retire-
ment plans were established, why they
were made more generous in the last
quarter of the twentieth century, and
what human resource objectives they
are trying to achieve. The earliest retire-
ment plans can be found in the pub-
lic sector, dating at least from the early
Roman Empire. The first public pension
plans in North America were those estab-
lished in the English colonies which pro-
vided benefits for the members of their
local militias. During the earliest stages of
the Revolutionary War, the Continental
Congress established a retirement plan for
its naval officers and enlisted sailors. The
plan was funded primarily from booty
seized on the open seas. (Later a plan
was created for the Continental Army.)
The history of the Navy Pension Fund
offers an interesting narrative of the man-
agement of early pension funds, includ-
ing periodic benefit increases, which ulti-
mately led to the fund’s exhaustion and
a subsequent US. Treasury bailout. This
fund was revived and prospered during
the Civil War and was eventually rolled
into the federal government’s pension sys-
tem for Union veterans and later military
plans for “regular” army and navy person-
nel. At the local level, larger municipali-
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ties established pension plans for their
police officers, firefighters, and teachers
during the late nineteenth century.?

By the first decade of the twenti-
eth century, a few states offered plans for
public school teachers, but the first pen-
sions for general (that is, non-teacher)
state employees were established in the
1910s; however, only after the enact-
ment of Social Security did most states
begin to establish retirement plans for
their employees, with the last state plan
being implemented in the 1960s. Initially,
employer-provided pension plans were
the only retirement plans available to pub-
lic employees, because public employees
were excluded from the Social Security
system until the 1950s. Through the mid-
dle of the century, except for several of
the country’s larger cities, local teacher
plans were consolidated into state-man-
aged plans, and in about half of the states,
teacher plans merged with plans cover-
ing general state employees. By the 1970s,
public sector plans had matured and
covered most full-time state and local
employees.

These early public sector plans were
almost exclusively defined benefit plans,
providing life annuities to retired pub-
lic employees. The last quarter of the
twentieth century saw public employers
increasing the generosity of their plans?
by: increasing the multiplier for benefits




per year of service, reducing retirement
ages, reducing vesting periods, and adding
cost-of-living adjustments to retirement
benefits.* To some extent, today’s funding
problems are based on these decisions to
increase benefits without providing ade-
quate revenue to support them.

Private sector employers began offer-
ing pension plans on a wide scale later
than the public sector, though, like the
public sector, most of the early plans
were defined benefit plans. After the pas-
sage of the Employee Retirement Income
Security Act (ERISA) in 1974, retirement
plans in the private sector began a long-
term movement away from defined ben-
efic plans toward defined contribution
plans.> Public sector plans were not sub-
ject to ERISA, and government employ-
ers continued to offer defined benefit
plans. However, since 2000 one third of
the states have altered their plan struc-
tures by adopting defined contribution
plans, cash balance plans or hybrid plans,
cither as replacements for traditional
defined benefit plans or as options that
new employees can select.

There is a long history of economic
research examining the effects of pension
plans in general, but relatively few studies
examine the effects of public sector plans.
In part because of the lack of research
on public retirement plans, along with
several collaborators I helped to orga-
nize NBER research projects in 2010 and
2012 that explored various issues involv-
ing retirement plans and retiree health
insurance offered by state and local gov-
ernments.® As part of the first project,
Melinda Morrill and I examine the initial
actuarial reports on retiree health insur-
ance of all 50 states.” Our survey shows
that all states offered their retirees access
to some form of retiree health insurance,
although there are significant differences
in the generosity of these plans across the
states. Some states provide this insurance
and pay the entire premium for their retir-
ees, while some states merely offer retir-
ees the opportunity to remain in the state
plan if the individual pays the entire pre-
mium. Given this range of generosity, the
unfunded liability associated with these
plans varies substantially across the states.

As part of the second project, Morrill,
David Vanderweide, and I examine the
decisions of public employees who ter-
minate employment but have not yet
met the age and service requirements to
begin their pension benefits.® In general,
employees at termination have the option
of requesting a lump sum distribution
of their pension or leaving their funds
in the system. Our analysis finds that in
the public sector the lump sum distribu-
tion amount is not typically equivalent
to the present discounted value of the
annuity payments, as it is in the private
sector. Thus, although there is a consid-
erable literature examining pension par-
ticipants that finds workers have a pref-
erence for lump sums, when considering
public sector workers, a very different
pattern is observed. In this study, we find
no such preference for lump sum distribu-
tions among public employees in North
Carolina. Terminated workers tend to
leave their accounts open even when the
lump sum has a higher present value, sug-
gesting an important role for framing,
inertia, and defaults.

Retiree Health Insurance

Compared to the literature on pen-
sion plans, much less is known about
the development of retiree health plans,
how they are financed, and their effects
on employee behavior. Employers began
to extend health coverage to retirees on
a large scale after the implementation of
Medicare.” While coverage in the private
sector has been declining rapidly, inci-
dence of retiree health insurance remains
very high in the public sector. In 2004,
the Governmental Accounting Standards
Board issued a ruling requiring public
employers to report their unfunded liabil-
ities associated with the promise of health
insurance in retirement. Prior to this time,
very little was known about the magni-
tude of these liabilities.

Even though retiree health plans are
an expensive component of employee
compensation in the public sector, there
is relatively little research on the impact
of these programs on employee behavior.

To address this need for research, Joseph

Newhouse and I organized an NBER
research project in 2013 examining the
economic effects of retiree health plans in
the public sector.10

I contributed two papers to this
project. One, co-authored with Olivia
Mitchell, estimates the effect of cover-
age by retiree health insurance on indi-
vidual saving.!! There is a long literature
by economists estimating the impact of
employer pensions, Social Security, and
Medicare coverage on personal saving but
our paper is the first examination of the
impact of retiree health insurance on sav-
ing and wealth accumulation. We find
that public sector workers aged 50 and
over covered by retiree health insurance
had accumulated $70,000 to $100,000
less in net wealth than comparable private
sector employees without retiree health
insurance. Thus, workers expecting that
their employer will subsidize their health
insurance in retirement tend to save less.

In a second paper, Morrill,
Vanderweide, and I examine the impact
of policy changes on the choice of health
plans by retirees in North Carolina.1? All
retirees receiving a pension were eligible
to remain in the state health plan at no
premium. Retirees had a choice between
two plans with one plan (Standard Plan)
being more generous than the other
(Basic Plan). Retirees could select either
plan, but if they wanted to add depen-
dents to their plan both the retiree and
the dependent had to be in the same
plan with the retiree paying the full cost
of his dependents” coverage. In 2009, 93
percent of retirees were in the more gen-
erous Standard Plan. Over a four-year
period, non-Medicare-eligible retirees
were subjected to changes in the default
plan, introduction of a Comprehensive
Wellness Initiative (CW1I), the elimina-
tion of the CWTI, and the introduction of
a premium for enrollment in the Standard
Plan.

Statistical analysis shows that these
policy changes significantly altered enroll-
ments in the two plans. The results indi-
cate that the policy initiatives caused retir-
ees to change to the less generous health
plan, thus shifting costs from the state
to these retirees. The evidence suggests a
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strong role for defaults in retiree health
plan choices. The findings suggest that
plan sponsors can effectively move retirees
from one plan to another through the use
of plan characteristics and requirements.
We are now engaged in a similar project
examining how active workers responded
to similar changes and the introduction of
a new consumer-driven health plan.

Supplemental Retirement Plans
and Financial Education

Many public sector employees are
offered the opportunity to enroll in sup-
plemental retirement saving plans. State
and local employers can sponsor 401(k)
and 457 plans while schools, universities,
and health care organizations can also
establish 403(b) plans for their employ-
ees. Very little is known about the par-
ticipation and contribution rates of pub-
lic employees in these plans. However,
it does appear that public employers are
much less likely to offer employer matches
to these plans or to have adopted auto-
matic enrollment or auto-escalation poli-
cies relative to private sector employers.!3
The current state of supplemental plans
raises important questions about the fac-
tors that prompt public employers to offer
one of these plan types over another, and
why some employers offer two or three
different retirement saving plans.

In the educational sector, manage-
ment of 403(b) plans appears to be inef-
ficient and likely inhibits wealth accu-
mulation by teachers. David Richardson
and I find that states that allow all inter-
ested vendors to offer investment options
to 403(b) plan participants had higher
administrative fees and were more likely
to include other fees, such as front-end
fees and surrender charges for similar
investment products.’4 Emma Hanson
and I review 403(b) plans in all 50 states
and find that in over two-thirds of the
states, 403(b) plans were managed at the
school district level. In most cases, there
was little or no oversight of the vendors
or restrictions on their fees.!

As states reform their primary pen-
sion plans and reduce the generosity of
retiree health plans, supplemental retire-
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ment saving plans will become increas-
ingly important for public sector employ-
ees. Future public employees will assume
more responsibility for their retirement
income. The importance of financial lit-
eracy and the need to understand some-
times complicated retirement plans will
increase over time. In papers with Steven
Allen, Morrill, and Jennifer Maki, I exam-
ine the role of employer-provided retire-
ment planning programs,'® financial
literacy programs,!” and the success of
informational “nudges”® in retirement
planning. Our analysis shows that these
types of programs have been successful
in enhancing financial literacy, increas-
ing the knowledge of retirement benefits,
altering saving behavior, and modifying
retirement plans.
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High-Skilled Immigration, Domestic Innovation,

William Kerr

High-skilled immigrants account
for about 25 percent of the workers in
the most innovative and entrepreneur-
ial US. industries, and they are respon-
sible for a roughly similar share of out-
put measures like patents or firm starts.
Immigrants have also accounted for the
majority of the growth in the U.S. sci-
entific workforce since the 1990s. The
magnitudes of these contributions make
understanding the economic conse-
quences of immigration an important
research priority.

In this piece, I summarize the major
themes that have emerged from my work
on high-skilled immigration. I start by
describing the construction of the ethnic
patenting records that I use in most of my
studies. I then outline projects that have
considered the economic consequences
of high-skilled immigrants for the United
States. The last part of this research sum-
mary focuses on the outbound economic

*Kerr is a Faculty Research Fellow in
the NBER’s Program on Productivity,
Innovation, and Entrepreneurship. He
is an Associate Professor at Harvard
Business School. His profile appears later
in this issue.

consequences of high-skilled emigration
for the home countries of those who
move to the United States.

Developing Data

While the substantial role of immi-
grants in U.S. technological develop-
ment has long been recognized, data
constraints have posed a significant chal-
lenge for research. Some datasets, like
the decennial Censuses, provide rich
cross-sectional accounts but limited lon-
gitudinal variation. Others, such as the
Current Population Survey, provide bet-
ter longitudinal detail but less cross-sec-
tional heterogeneity. Moreover, it has
been especially difficult to collect data
on the role of high-skilled immigrants in
research-oriented firms and universities.

Most of my work on high-skilled
immigrants builds off the assignment
of probable ethnicities to individuals
who appear in US. patent records. The
United States Patent and Trademark
Office (USPTO) publishes all the pat-
ents it grants, which have exceeded
200,000 grants in recent years. Every
patent must list at least one inventor, and
patents are allowed multiple inventors.

19231, July 2013.
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18 R.L. Clark, J.A. Maki, and M.S.
Morrill, “Can Simple Informational
Nudges Increase Employee Participation
in a 401 (k) Plan?” NBER Working Paper
No. 19591, October 2013, and forthcom-
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and Global Exchanges

Several features of patent litigation make
it advisable to correctly list the identities
of those truly doing the innovative work
when filing for a patent, and through the
assignment of patents, this inventor role
can be separated from ownership of the
property rights to the patent.

I use the names of inventors to assign
their probable ethnicities. This procedure
exploits the fact that individuals with
surnames of Gupta or Desai are likely
to be Indian, Wang or Ming are likely to
be Chinese, and Martinez or Rodriguez
are likely to be Hispanic. Name match-
ing procedures have been developed to
provide probabilistic ethnicities for vir-
tually all inventors in the USPTO sys-
tem. The name approach is compara-
tively stronger at separating among Asian
ethnic groups than among European or
Hispanic names. This approach does not
isolate immigration status directly for
multiple reasons, but it does provide an
indirect measure that proves useful in
research.

The appeal of this approach is that it
permits assignment of ethnicities to indi-
vidual patent records. With this granu-
larity, the USPTO records can be aggre-

gated in many ways, for example by
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