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Abstract

New Jersey has a deep pension-funding crisis. It has made excessively generous pension promises without funding them; simultaneously, it has run up some of the highest debts, lowest credit ratings, highest tax rates, lowest citizen satisfaction rates, and highest out-migration rates of any state. Its responses have proven futile or counterproductive. While the pension crisis has arisen largely from a lack of citizen oversight, the state has recently increased government-worker control. While it has failed to fund its pensions, it has recently made a cosmetic dedication of lottery revenues that will only serve to hide—not correct—underfunding. And while the state already shows signs of tax-base flight, it contemplates enormous tax increases. New Jersey’s future likely requires its officials to reduce pension promises for work not yet performed and to trim some already-granted pensions that run in excess of earnings during working years and reasonable New Jersey compensation levels.
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The New Jersey Pension Crisis: Flailing in Deep Waters

Scott Andrew Shepard

Though one of the wealthiest states in the Union,1 New Jersey faces one of the country’s deepest budget crises. A 2017 Mercatus Center report ranked the state’s financial condition as the worst in the nation;2 other good judges reach similar conclusions.3 It has the highest taxes, the worst business climate (or one of the very worst),4 the second-lowest credit rating,5 and one of the most sclerotic state governments6 of any US state.

In common with most of the states now in the worst fiscal shape, New Jersey’s woes arise largely from the financial burdens created by decades of underfunded, overgenerous government-employee pension promises.7 For many years, the state and municipal office holders have been able to make pension promises to government workers, satisfying influential government-employee lobbies,8 without themselves facing any negative consequences. They would safely have retired or moved on to different positions long before the vast cohort of the baby boomer generation would begin to retire and to present the bill for their largesse—while they themselves, as government employees and public officials, gained personally and professionally from their generosity with taxpayer funds. Now, however, the baby boomers are retiring. The pension-payment bills have begun to come due and will continue to arrive every month for decades to come.

Those bills, when properly calculated, are and will continue to be staggering. New Jersey’s annual budget runs to approximately $35 billion.9 A variety of state constitutional provisions, state supreme court mandates, and obligations under federal programs such as Medicaid render most of the state’s budget automatic—earmarked and essentially untouchable.10 The state can spend only a relatively small fraction of that $35 billion with discretion.11 From this fraction the state must fund any number of obligations, including worker salaries, general operations, facilities maintenance—and government-worker pensions and retiree healthcare costs. New Jersey almost certainly cannot meet its present pension promises out of these funds nor raise enough new revenue to meet them.

The “normal costs” (i.e., the amount required to fully fund the current year’s government-worker pension and healthcare costs), when added to each year’s annualized liability for accumulated funding deficits, already impinge heavily on this discretionary budget, while the state’s Pension and Health Benefit Study Commission looks for retiree-benefit costs to double by 2022 unless changes are made.12 In other words, unless pension and healthcare benefits are cut significantly, New Jersey will soon find itself unable to fund these benefits even were it to dedicate the whole of the state’s discretionary budget to the effort. While this is obviously impossible, the full scene grows darker still. The figures already considered arise using a discount rate (i.e., the rate the state expects to earn on the funds that have been set aside to meet these bills) on pension assets already collected—a rate that most observers recognize as significantly too high; the official rate was reduced in 2017 from 7.9 percent to 7.65 percent,13 and it will be reduced again to 7.5 percent in 2018.14 But this number must fall further—arguably to the risk-free rate that US treasury bonds pay.15 Even a much smaller cut, as to the average actual return earned over the past 10 years, would add significantly to the state’s annual pension-funding obligations.

Meanwhile, these figures fail to account for the fact that the state has never paid its full normal costs, plus full annualized deficit-reduction contribution, in any year and has no plausible plan to do so.16 The real pension-funding shortfall already runs to about $200 billion (or closer to $300 billion if healthcare benefit promises and local-government obligations are included) if the state uses a risk-free rate matched against current “closeout” obligations.17 And as ludicrous as these numbers are now, they compound every year, while something less than the full amortized underfunding payments are made.

And so we reach the crisis: it is hard to imagine a scenario under which the current pension and healthcare promises could be honored. Cutting them appears to be the only option. The state’s own pension commission has recognized flatly that “[a]ny attempt to fully fund the existing pension benefits, whether under the terms of the proposed pension funding amendment or any other schedule, will inevitably force cuts in essential services such as education, infrastructure and public safety,” while “[t]he tax increases which have been discussed to date as the answer to the funding crisis would only raise a small percentage of the revenue needed.”18

But most of New Jersey’s public officials want nothing to do with cutting these benefits. The New Jersey teachers’ union has, by far, the best-funded and most powerful lobby in the state.19 It and the other government-employee unions have had great and sustained influence on New Jersey politics and policy. As a result, one of the first acts of the new administration of Governor Phil Murphy has been to enact legislation shifting control over pension investments and benefits—but not responsibility for losses or underfunding—to the uniformed-employees’ union.20 Murphy has further promised to honor all of the state’s pension promises in their entirety while raising taxes significantly.21 His task has been complicated, however, by the federal tax bill that became law in 2017.22 Among other provisions, it has limited the federal deduction for state and local taxes paid (“the SALT deduction”) to $10,000.23 This limitation will raise taxes for a significant group of higher-end earners in high-tax, high-cost New Jersey.

The government of New Jersey, then, has shown no inclination to begin limiting or reducing pension benefits—likely the only effective solution available to it. Rather, it has focused only on patches. These include dedicating the state’s lottery profits to pension funding for 30 years, a plan to which Governor Chris Christie and the general assembly had agreed in 2017; raising taxes (ostensibly, for now, preponderantly on wealthier taxpayers); and the already-referenced transfer of additional authority, without responsibility, to government-worker unions. None of these proposals, though, are even real patches—the type that hold things together for a little while until some permanent solution can be reached. Rather, they are either essentially cosmetic (which is the best possible face to put on the lottery-revenue dedication) or they are actively harmful, like the other two proposals. They are political expedients that obscure the problem and deter its genuine resolution for as long as possible. And each of them demonstrates a fundamental, structural flaw in New Jersey’s government-employee benefit system that the state needs to confront—but that these initiatives not only ignore but also exacerbate.

This paper will consider the possibility of New Jersey’s imposing a “millionaires’ surtax” on its 17,000 to 20,000 or so highest-income-generating families and will conclude that the likely effect of such a tax will be to exacerbate a capital and income flight from New Jersey that appears already to have begun. This flight threatens to set off a vicious spiral into economic decay that will do little to pay off the state’s pension promises while greatly injuring the state’s financial condition. It will look at the recent transfer of additional control over pension investments, accounting, and benefits to the state’s uniformed government-employee unions and will determine that this move will only deepen a serious and crippling problem of New Jersey’s pension governance—that government-employee interests are already significantly overrepresented in pension decision-making, while the interests of economy and the protection of taxpayers and the private sector are underrepresented.

This paper will review the recent dedication of state lottery funds to pension funding and conclude that, because the dedicated funds were not replaced by other revenue streams or spending cuts, the change is effectively cosmetic and possibly even obscurantist, rather than meaningfully effective. New Jersey faces no real choice but to begin to revise and reduce some of its pension promises; it would be well for the state to act quickly, as further delay only increases the likelihood of more pervasive and less equitable cuts later on. Suggested limitations on pension promises include switching from defined-benefit to defined-contribution pension benefits for work not yet performed (by both current and future employees), installation of payment caps on the largest pension payments, and related cost-cutting measures—all designed with both affordability and equity to all parties in mind.

1. The Millionaires’ Surtax, General Tax Increases, and the Vicious Cycle

New Jerseyans appear conflicted about how to respond to this wave of pension-funding obligations. In an early 2017 poll by Quinnipiac University, half of the state’s voters approved of raising taxes to—as the pollsters rather opaquely put the question—“fix public employee pensions.”24 Two-thirds of those voters, though, objected to across-the-board tax increases for this purpose.25 Rather, a slightly higher number supported raising taxes on residents earning more than $1 million a year.26 This millionaires’ tax, proposed by State Senate president Stephen Sweeney in 2015, would have targeted 17,000 New Jersey families, ostensibly to raise an additional $675 million per year.27 A more recent proposal by Governor Murphy would go further, raising the highest rate to 10.75 percent—the third-highest rate in the country.28

One way to make sense of these numbers is this: many New Jerseyans are in favor of other taxpayers—namely the highest-earning few thousand—paying more to fund pension promises but are unwilling to pay more themselves.29 The poll results themselves do not allow this interpretation to be tested; the pollsters failed to ask how many of the voters questioned were themselves millionaires who would be subject to the surtax (though we can reliably presume that the number was fairly small, if the survey was random).30

This is a shame, as the question is vital. If the Quinnipiac poll fundamentally demonstrated that most New Jerseyans are not themselves willing to pay materially higher taxes to fund the state’s pension promises to current workers and retirees, then the state legislature faces a profound and fundamental crisis. If the 17,000-odd families that would be targeted by the surtax are not willing to pay it, they—or at least many of them—are free to decamp to states that tax income less heavily and that have lower taxes in general.

These families are spoiled for opportunity. New Jersey has one of the highest state income-tax rates in the country already,31 as well as one of the highest overall state tax burdens,32 making most states relatively attractive destinations even before the addition of a millionaires’ surtax.33 New Jersey, though wealthy, is not particularly large and has many neighbors, making a move more feasible for many New Jersey families than would be the case in many other American locales. States with no income tax and warmer weather than New Jersey, such as Florida and Texas, also appear to be popular destinations for outgoing New Jerseyans.34 And of course, the families that would be affected by any millionaires’ tax would by definition constitute the highest earners in the state—those in the best position to pay relocation costs and to recoup, and more than recoup, those costs in future tax savings.

If New Jersey’s high earners (or a substantial number of them) are willing to move rather than pay the proposed surtax (or pay materially higher taxes generally), a series of potential consequences follows. First, as some of the targeted families decamp, the amount expected to be recouped from the surtax itself falls, because fewer families will be available to pay it. (If a tax on 17,000 families is expected to bring in an additional $675 million per year, then the average surtaxed family in New Jersey is expected to contribute an additional $40,000 per year [approximately]. Should only 1,000 of those 17,000 choose to move rather than pay, the expected surtax revenues would fall by $40 million annually.35) Meanwhile, the state will also lose all of the other tax revenues—income, sales, property, and other—contributed by those high-earning families, reducing net state income and requiring some portion of the surtax raised by the millionaires’ tax to be used to replace the net revenues lost.

Not many of New Jersey’s highest earners have to move out of state for the surtax to end up producing far less net revenue than expected. The result is that if the state remains committed to meeting its pension-funding crisis by increasing taxes rather than decreasing (at least some) benefits, then taxes will have to be raised on a less wealthy tranche of families—perhaps those earning over $500,000 per year.36 Yet some of these families will be unwilling to pay the surtax as well and will themselves move away. So the process will continue—and will be magnified because of the growth lost to the state as families or companies that might otherwise have moved to New Jersey elect to move to a different state or to stay where they are.

This process is referred to as a vicious cycle: a cycle because of its repeating quality; vicious because its results are so dire. Once vicious cycles have begun, they tend to continue until they burn or tire themselves out. The way this particular vicious cycle would burn itself out would be by expanding the surtax to include more and more families who earn less and less income every year, with a certain number of families affected each year (or realizing that they will soon be affected) moving to lower-tax jurisdictions. Finally, everyone who could be surtaxed would be surtaxed, and yet the unfunded pension promises would remain unfunded—with no possible means remaining for the state to fund them. Even if this cycle were to “tire” before it burned out, it would leave the state poorer by the tax revenues and innovative spirits of all the taxpaying families that had moved away or had chosen to move to (or stay in) a state other than New Jersey. In other words, once a spiral of this type kicks off, the best possible outcome is permanently lower growth and diminished prospects.

One potential way to avoid a vicious tax-burden cycle would be to fund the pension promises by cutting spending on other government-provided services. In one sense, this is merely a different aspect of the same danger, as families also face increased incentive to leave New Jersey (and others not to come) if their taxes remain at the same level but their children’s schools deteriorate, their neighborhoods grow less safe, the state’s bureaucracy becomes additionally inefficient, and so on. Another complication arising in New Jersey is that most of the state’s budget is (as noted above) mandated spending.37

The common term to describe entities that face more obligations than they have resources is insolvency. Should the state’s political branches set off a vicious cycle of this sort, insolvency will follow almost inevitably.

Of course, vicious cycles of this sort are not common occurrences. Moving is expensive, time consuming, frustrating, and, practically, difficult and emotionally fraught. But the cycles do happen and currently appear to be unwinding in Puerto Rico and in Chicago specifically and perhaps in Illinois generally (and in response to conditions that are in many ways very similar to those now besetting New Jersey).38

There is some evidence that a vicious cycle has already begun in New Jersey, even without imposition of a millionaires’ tax. For more than a decade, New Jersey has lost more citizens to other states than almost any other state.39 While its absolute population has remained fairly stable because of immigration from outside of the country, the native-born citizens it is losing to other states are on average far wealthier than either the foreign immigrants or the average remaining New Jersey population.40 Meanwhile, taxpayers who remain in New Jersey express more eagerness to leave than those in just about any other state.41

In fact, the emigration of just one single wealthy citizen from New Jersey, who took his tax dollars with him, proved enough to make a deep dent in the state’s budget projections. Early in 2016 David Tepper, a hedge-fund billionaire, moved to Florida, which has no state income tax—thereby saving himself nearly 9 percent a year in income taxes alone. His relocation simultaneously cost New Jersey just as much. Given that Tepper appears to have earned more than $6 billion in the four years preceding his move, this single migration cut the state’s revenues by about $150 million per year.42 (Note that if the original proposed millionaires’ surtax were to trigger just four such relocations, the tax would end up causing a net decrease in state revenues; the same effect would be achieved if only 40 families earning one-tenth as much as Tepper behaved accordingly.)

The threat to the state’s finances is so great that the state’s budget director made a special point of warning the state senate’s finance committee about the development. Concerns about the effects of future tax flight have become strong enough that the state has begun to develop plans for monitoring the state’s highest earners to seek out early intelligence of their possible departure and to ensure against any attempts to protect their assets while they remain citizens of New Jersey.43 The state’s public officials have perhaps incompletely comprehended the potential effects flowing from the imposition of an additional millionaires’ surtax combined with heightened scrutiny of millionaires’ financial dealings and personal behavior.

Meanwhile, the state’s growth rates have begun to fall below those of its neighbors in almost every category.44 Of states in New Jersey’s neighborhood, only Connecticut has, in recent years, put up worse numbers.45 Both states are careening toward disaster.46

A related vicious cycle seems to have gathered significant momentum in the concomitant arena of government-funding costs. New Jersey’s credit rating has been reduced 11 times in the last eight years. (Two of the major credit-rating agencies have decreased the rating four times; the third had reduced it three times.47) Every time the credit rating sinks, the state’s running costs rise with no concomitant gain to the state’s services. In other words, taxes must ultimately rise to no benefit. This works to accelerate the taxpayer-flight process and increase the danger of a vicious cycle and insolvency. The concern is particularly pressing in New Jersey, one of the most deeply indebted states in the United States.48 It inspires no confidence that New Jersey’s credit rating has fallen to the lowest of any state except Illinois.

The recent federal tax law adds to the concerns that a vicious cycle of tax flight might be instigated or enlarged. That legislation caps federal deductions of taxes paid to state and local governments at $10,000.49 This means that not only would the tax deduction not apply to any additional levies occasioned by a millionaires’ tax, but many New Jersey taxpayers who make quite a bit less than a million dollars are going to see significant tax increases in 2018 even without any new state taxes being levied.

New Jersey’s new governor, Phil Murphy, chaired a committee that attempted unsuccessfully to solve the pension problem in 2005.50 He has acknowledged that the problem has grown significantly since then but has promised to honor all current pension promises.51 His plans for funding this guarantee were, during the 2017 gubernatorial campaign, to adopt and extend Sweeney’s plans. He calls for an increase in the top income-tax rate to 10.75 percent—a $300 billion per year increase in business taxes—and the legalization and taxation of marijuana.52 He has not yet addressed the concern that even if these taxes were all passed, even if they brought in as much additional revenue as anticipated (all without setting off or accelerating the tax-flight cycle in New Jersey), and even if every penny from these revenue increases were dedicated to retiree-benefit (pension and healthcare) funding, they would fail—by a wide margin—to cover the pension-funding shortfall expected by 2023.53

If New Jersey has not begun to rotate through the vicious cycle, it may well expect to commence soon. If the process has already begun, it will pick up speed. Every additional cycle will compound the depth and breadth of the state’s crisis while decreasing the assets that will be available to the state when it finally faces economic reality.

2. Underrepresenting Taxpayer Interests at the Negotiating Table

In 2018, the general assembly passed—nearly unanimously—an act transferring control of pension funding and pension policy for uniformed state workers (police officers and firefighters, primarily) into the hands of those workers’ union officials, by establishing a policy-making committee for those pensions with a permanent majority of union officials.54 This committee will be responsible for making pension-fund investment decisions and will have the power to change the level of uniformed-worker benefits and their relative responsibility for pension-fund contributions.55

Government-employee union representatives obviously have every incentive to increase benefits for their represented employees while minimizing contributions by those members. In a private setting, this impetus would be governed and restrained by economic necessity; the overriding goal of a pension plan’s control committee would necessarily be to keep the pension fund solvent over the long term—a goal that would necessarily limit the committee’s impulses toward generosity.

That natural check will not apply to this union-dominated committee, though. While it has been granted the authority to make pension-fund investments and to alter (which, given the committee’s composition, means “to raise”) government-worker benefits, the committee faces no adverse incentives. Rather, if it invests poorly, or increases benefits or reduces contributions recklessly, the state’s taxpayers are still entirely on the hook to make up any difference.

This is a mistake. Not only does it leave the committee unconstrained to act on its natural predisposition to increase benefits and decrease employee contributions, but it also creates incentives for the committee to make inappropriately risky investments. Any windfall benefits deriving from the dangerous investment risks taken will redound, under the committee’s ministrations, to the union members’ benefit, while any “windfall losses” will be laid at the ever more debt-burdened feet of the taxpayers.

Even before this enactment, New Jersey pension law has been studded with features that partake—to varying degrees, if not comprehensively—of this serious incentive mismatch and failure to meaningfully represent the interests of New Jersey’s private-sector taxpayers. Already, the structures of collective bargaining overrepresent government workers at the expense of taxpayers—overrepresentation that has fueled the large increases in government-employee pension benefits since the adoption of government-employee unionization throughout the country.56

Consider, for instance, the 2011 New Jersey Pension and Health Benefit Reform Law.57 The law was a bipartisan effort at curbing the already-explosive growth in pension liabilities. The reforms increased employees’ pension contributions from 5.5 percent to 6.5 percent of salary immediately, with contributions rising to 7.5 percent over the following seven years.58 It also created a fifth tier of reduced benefits for new hires and suspended cost-of-living increases for all retirees until funding ratios improved significantly.59 Sweeney’s support of the measure earned him the undying and deep-pocketed enmity of the New Jersey Education Association (NJEA)—the public teachers’ union that is also the big-footed lobbying powerhouse in the state.60 The law increased employee contributions to the pension fund but also included a provision that ultimately undercut the value of that increased contribution obligation. The law is a more constrained version of the power-without-consequences provision that was just enacted. Under this provision, once various retirement systems (i.e., pension funds) achieved a “target-funded ratio” of 75 percent, the governor was instructed to establish pension-planning committees for those funds. The committees, consisting half of government-employee union representatives and half of appointees meant to represent public employers, were empowered to reinstate cost-of-living increases, decrease employee contributions, and otherwise increase government-worker benefits.

In two important ways, these committees are more constrained, and thus less dangerous to taxpayer interests and state solvency, than the uniformed-employee control committee now instituted. First, the committees were designed ostensibly to include as one-half of their membership representatives of taxpayer interests, with the other half representing the unions. In other words, the committees would not be—structurally and necessarily—controlled by a majority of union officials.61 Second, the committees faced some restraint on their generosity: they could increase benefits only once pension assets reached the level of 75 percent funded, and they could do so only in ways that would leave funding above 75 percent.62

Despite these topical differences, however, vast arenas for mischief nevertheless remained built into these committees. For instance, the balance on the committees between representatives of the unions and those of the taxpayers could never arise above the notional. In every instance, the government-employee unions may appoint half of the committee. The unions have a narrow and nonconflicted interest: to maximize the benefits flowing to their members while minimizing the contributions that those members have to make to the solvency of the pension funds. The unions have only that job and that interest. Half of the votes on the committee, then, will always lean toward expanding pension benefits for union members and thus expanding costs to taxpayers.

Putatively sitting across the table from them, meanwhile, are an equal number of committee members assigned to represent taxpayers’ interests. This representation of interest, though, is far more complicated than the one on the other side of the table. Taxpayers do not have the same clear and undivided interest that the employee unions do. Some taxpayers are themselves government employees and so probably prefer that everyone’s taxes rise to some degree so that their benefits can be increased a relatively large amount. Some taxpayers are uninformed about or uninterested in pension policy. Some would not mind paying more taxes to benefit government employees—even though they are not themselves public employees—or have been convinced by various politicians that someone else will end up paying the taxes, and not them. So the taxpayers do not speak with one voice.

Even if taxpayers were to speak unanimously, they could still speak only through their representatives. Those representatives can be expected to represent the true antithesis to the government-union interest—maximizing contributions and minimizing benefits, thus minimizing taxpayer obligations (i.e., making them the equivalent of representatives of a private employer and therefore a coherent adversary in the sort of one-on-one, face-to-face negotiations that are established by these committees)—but only if the governor, who assigns the taxpayer representatives, is both programmatically opposed to increases in pension obligations and uninfluenced by government-employee union contributions. In practice, in New Jersey, this means never. As has been considered, the public-employee unions—especially the teachers’ union—are both powerful and strategic; they permit no Democratic Party divergence from strict support for the union position and have sometimes thrown their weight behind Republicans to punish straying Democrats—sometimes to great effect.63 So while in New Jersey a Democratic Party victory—and particularly an undivided Democratic Party government, as has recently been installed—ensures deep political-branch attachment to union interests, no New Jersey executive can dare stray too far in opposition to those interests. The practical effect is that an “evenly divided” control committee is really, unavoidably, one already stacked in favor of union interests against taxpayer interests.

The final potential conflict of interest may be the most adverse to fiscal responsibility and genuine representation of taxpayer interests. Though assigned to represent taxpayers, any committee members who are themselves government employees simply cannot unreservedly represent the taxpayer interest, as they themselves will profit if the government-worker unions against whom they argue win the negotiations. If all of the governor’s appointees on the board are government employees, then no one in the room—no member of the committee—wholly and without conflict represents the taxpayer’s expense-minimizing position. This structure cannot be expected to do justice to New Jersey’s taxpayers, and it manifestly has not.

As a result, these committees can be expected to favor increased benefits or decreased contributions any time a conclusion of 75 percent funding can be reached. They—and the political branches generally, especially given the current government configuration—can also be counted on to agree that the 75 percent funding has been reached quite generously. One method of overestimating the funding ratio has already been considered: the unjustifiably generous discount rate that the state uses to estimate future returns on current capital.64 Similar sympathetic valuations of the expected costs of benefit increases or contribution reductions can likewise reduce the efficacy of this 75 percent funding minimum. Perhaps most dangerous are the artificial budgeting gimmicks—the most extravagant of which may well be the lottery-revenues dedication of 2017, considered just below—that have for so long characterized and distorted New Jersey’s budgeting process in addition to endangering its long-term solvency.65

Meanwhile, a 75 percent funding target itself hardly sets a financially responsible threshold. Even in states that have otherwise achieved general financial stability, responsible parties should not entertain sticky (i.e., hard to withdraw, once granted) benefit increases until the current promises have been fully (i.e., 100 percent) funded. Even then, the state should agree to increases only if a number of other factors obtain. The state should ensure that full funding is stable and protected against the next inevitable downturn, rather than the mere result of a short-term high point on the business cycle. It should block any increases until it has achieved full funding, using a theoretically and historically appropriate discount rate. It should move only if the state’s budget is not already strained to breaking and its taxpayers not already pushed to the wall, so that any temporary miscalculations about the actual funding level of the pension programs or about the cost of the proposed benefit increases will not result in crisis. Finally, it must design any benefit increases so that its bounty is contingent; these benefit increases should continue only so long as all of the assumptions and presumptions that underlie its grant remain in place. Should funding slip below the necessary threshold, for whatever reason, the benefit increases ought immediately to decrease as necessary to restore full funding and stability. The 2011 control-committee provisions meet none of these standards.

3. The New Jersey Lottery Dedication and Alternative Income Streams

In 2017, Governor Christie and the general assembly agreed to dedicate the proceeds from the New Jersey state lottery, currently running at about $1 billion a year, to partial fulfillment of pension obligations for the next 30 years.66

This move was sold as an essentially costless way of firming up pension financing without cutting benefit promises for any worker.67 The governor ensured the public that investors and rating agencies would eagerly endorse the move, thus reducing the costs of borrowing for the state and improving its overall financial position.68

In fact, none of this happened.69 None of the credit agencies retracted any of their reductions to New Jersey’s creditworthiness; in fact, the kindest interpretation of the move by the markets was to find it “‘slightly credit positive,’ as it ‘remove[d] the prospect of a complete pension contribution holiday going forward.’”70 Most analysts thought the exercise essentially meaningless.71

Given the content of the lottery-revenue dedication, “meaningless” is the best interpretation available. While it does remove the prospect of a complete pension-contribution holiday if the provision is not suspended for any year in the next 30 years, a suspension would require nothing more than a provision in a budget agreement. The state has already demonstrated its willingness to suspend its pension-funding laws in just this way. In 2010, Governor Christie agreed with the legislature to begin addressing the state’s accumulated pension underfunding, but only eventually. The plan called for the state to contribute one-seventh of the annualized (over 30 years) funding deficit (or 1/210 of the total unfunded liability), two-sevenths in 2012, and so forth. In other words, not until 2018 did the state intend to fund a full one-thirtieth of the debt and so begin getting the underfunding slowly under control.72 Since 2014, however, the state has given up on even this gradual effort and has suspended portions of its scheduled repayment obligations.73 Dedicating the lottery profits to pension funding could have had a significant positive value if, say, the proceeds had been dedicated to paying down the state’s unfunded pension debt more quickly than has been required under the amortization schedule, while the state still credibly committed to full annual funding of actual normal costs and the already-scheduled reductions in amassed underfunding. In light of its failure, year after year, to even fully fund the latter costs, the move could even have been meaningful if it had been used along with other contributions from state revenue collections to fund these already-established obligations.

This latter accomplishment would have required the state to increase other revenues or decrease other spending enough so that it had the funds available to honor its scheduled pledge. It would also have required the state to increase other revenues or decrease other spending by enough to replace or eliminate the bills that the lottery had been paying before its dedication to pension funding.

The state did none of this. Rather, it just shifted the pocket from which it pulled the money for the (partial) payments of normal costs and amortized underfunding reductions that it already intended to make.74 It did not add to its anticipated funding levels, which still lag far below its 2011 statutory promise of full funding75—because, as we have seen, the state likely cannot afford to pay normal costs plus actuarially appropriate reductions of previous underfunding while remaining a going concern.76 It did not make any attempt at paying more than the normal costs and the already-required amortized back payments each year. And, most importantly, it made no new provisions for additional revenue or decreased spending to make up for the shifted lottery revenues.77 The lottery dedication merely robbed Peter to (partially) pay Paul. Its financial position was not changed at all; the debts and deficits are just in Peter’s name now.

Debt markets were not fooled—or impressed. But even this neutral, “merely cosmetic” evaluation of the lottery-revenue dedication may be overly optimistic. The funding dedication may materially worsen the state’s position for two reasons. First, even though the move does nothing to alter the state’s overall financial condition, it has allowed the state to claim that the market value of the lottery receipts over the next 30 years is an asset of the pension funds—one that can be used to boost the headline figures about how funded the pension accounts are (or, more correctly, to reduce the “book value” of the state’s pension underfunding).78

This increase in the notional book value of the funds has two effects. First, because the value of the next 30 years of lottery revenues will be highest in early years of that period,79 this change in notional value will give the state cover to continue, and perhaps even to increase, its deficiencies in paying even the annual normal costs plus amortized back payments of its pension promises. Evidence so far suggests that this was an intended consequence of the lottery-fund diversion—one that is already being taken advantage of.80

The second effect of the increased book value of total funding—described in greater detail above—is that without doing anything to solve the pension-funding crisis in New Jersey, it puts funds closer to the 75 percent notional-funding trigger that would allow the pension oversight boards actually to increase government-worker pension and healthcare benefits in coming years, such as by reinstating the cost-of-living adjustment or otherwise increasing retirement benefits or decreasing worker contributions.81 This presents a possibility worth monitoring, given the natural conflicts of interest built into these boards and the urgent need to reduce some classes of net benefit for some workers and retirees.82

The danger is enhanced because, when estimating the additional revenue that the lottery proceeds will bring to pension funding (and thus the amount by which the dedication increases the pension-funding level), the state has used the still-inflated discount rate of 7.5 percent.83 A more realistic rate would result in the cosmetic effect of the dedication decreasing significantly.84 Even assuming that the inflated discount rate were realistic, lottery revenues have declined a bit in recent years but are projected by the state to grow consistently in coming years.85

In short, the dedication of the lottery proceeds in New Jersey for 30 years to pension funding was at best an empty, cosmetic gesture. At worst, it facilitates additional underfunding by the state and raises the risk of further unaffordable retirement-benefit increases—increases that, once granted, have proven immensely difficult to withdraw.

4. The Painful but Necessary Reforms to Come

Disinterested parties generally agree that New Jersey will be extremely hard pressed to fulfill the pension promises it has already made, even to the employees already covered. Nevertheless, the new administration appears set to continue on the current path for as long as it can. Delaying the reckoning will not soften it, however; it will only increase the likelihood of a still greater crash a bit farther down the road.

Good—if incomplete—proposals for real reform abound. New Jersey should, for instance, follow its neighbor across the Delaware River in moving new workers from the open obligations of current defined-benefit pension plans to defined-contribution 401(k) plans of the type that long ago became the norm in the private sector and the federal government. Because the taxpayers’ inputs are defined in advance, such plans allow for coherent planning and funding of the sort that is simply impossible under defined-benefit plans. New Jersey will almost surely need to go further than did Pennsylvania’s recent reforms, though. In its 2017 legislation, the Commonwealth made defined-contribution plans a partial option for current nonuniformed employees and a full option for new employees.86

New Jersey’s funding deficit will likely require it to take broader action. It should, for instance, move all current workers—not just new hires—to defined-contribution plans for all work not yet performed by those employees after the date of the relevant legislation. Even this broader legislation will not address the already-accrued pension promises that, as the state itself has recently recognized, are unmeetable. It would, however, at least stabilize and cap any new obligations at—presumably—a manageable amount. It would also ensure that similarly situated employees accrue the same benefits for the same work done at the same time. Anything else does an obvious injustice and, given the significantly different demographics between older and younger workers, runs the risk of violating civil rights law. This would be a good first step.

And yet, it can only be a first step. Because the previously made promises have already grown unpayable, they will likely have to be trimmed back. The state probably cannot avoid this harsh and dreary necessity. If it acts soon, it may minimize the reductions and the pain to the neediest workers and retirees by targeting cuts carefully. If it waits until it has triggered a vicious cycle of taxpayer flight or it has otherwise narrowed its remaining options, the state will oblige itself to take more drastic and less equitable steps.

New Jersey enjoys—compared to Illinois and some of its fellow deep-crisis states—one advantage in its efforts to trim already-accrued pension promises. Some of these states, including Illinois, have tied themselves in merciless constitutional and legal knots that—according to their state supreme courts—forbid them to reduce any benefits for current workers, whenever those benefits are or were earned. New Jersey, despite the best efforts of the NJEA,87 lacks any such confusion. The New Jersey Supreme Court has held as recently as 2015 that

each year’s appropriations act will reflect the present legislative and executive judgment as to the budgetary priority of this pressing need for which those branches will be answerable to the public and to the financial marketplace. It is not the place of this Court to dictate that judgment, for the Constitution has left such budgetary and political questions to the other two branches.88

In New Jersey, then, the only bars to comprehensive pension reform—i.e., reform to bring benefit promises in line with financial possibility and voter tolerance—are statutory. And what statute grants, later statutes can withdraw.

The state must focus on two considerations when reducing benefits that have already been promised for work that has already been performed. Those considerations are equity and misfeasance (whether intentional or unintended but structural) arising from conflicts of interest and inappropriate union-favoring bargaining procedures established by past pension and benefit laws. The two considerations will often interrelate: overly generous pension benefits that take clear advantage of taxpayer funding will often provide the clearest evidence that past bargaining processes were wrongly skewed in favor of certain government employees, so that adjusting for equity will effectively correct—as far as is still possible—for any such negotiating imbalances. Equitable considerations, then, are considered first below.

When contemplating reducing benefits for work already completed, the highest consideration must be equity. Equity demands above all that elderly and infirm individuals, who have already served a career in government work, not be impoverished. On the other hand, equity forbids the state, in close negotiations with government-employee unions, to impoverish New Jersey’s taxpayers, to denude those taxpayers of government-provided services, or to dissolve the state as a functioning concern as a result of taxpayer flight or outright insolvency, in order to fund extravagant government-employee pensions—pensions that will in very many cases far exceed those that private-sector taxpayers can ever hope to accumulate.

These competing considerations counsel for adopting comprehensive pension limitations and reductions that first cut across accidents of negotiation or other contingent circumstances to ensure that savings arise in the fairest ways possible. One reform might be to cap all pension benefits for all current and future retirees collecting under the defined-benefit formula at some absolute figure. This could be a fixed number, such as $125,000 per year (as New Jersey has a particularly high relative cost of living), perhaps then adjusted for inflation or cost-of-living considerations. The cap could also take the form of a formula, such as twice the average cost of living in the state for each relevant payment year. In either case, the cap could be prorated for workers who spent only part of their careers working for the state of New Jersey or its municipalities.

A more sophisticated version of either of these caps could float depending upon what might be required to allow the state to fully fund the normal costs of its pension obligations for a given year, while making that year’s actuarially appropriate contribution to paying down the pension-fund deficit that has accumulated for past years. The disadvantage of the floating-cap proposal is that it would leave pension beneficiaries relatively unsure of their income for future years, though of course they could always use the floor of the range as their expectation for planning purposes, treating the rest in any year as windfall.

This cap, however constituted, would at a stroke save the taxpayers from funding the state’s greatest extravagances while simultaneously placing the first burden for bringing the pension program back into balance on parties most able to assume it.

In addition to this overall cap, the state might institute additional savings. It might add a further limit, capping any government employees or retirees at an annual pension limit equal to—at most, and independent of accumulated sick days, vacation days, or overtime pay—an average of their annual pay in each of their last, say, three years of work. This secondary cap would stop employees from making more in retirement than they did while they were working—a cap that wholly meshes with considerations of equity. The limitations arise to minimize the effects of “pension spiking,” a practice of including in a final year’s salary the cash-out value of that employee’s unused vacation and other leave or significant overtime payments—all of which inappropriately inflate the final salary figure upon which pension benefits are based. (Of course, spiking could also be forbidden explicitly by statute.) This secondary cap could also be indexed to inflation. Additional savings could be achieved by subtracting from each year’s pension ceiling the amount that pensioners will earn in Social Security benefits for that year, thus more tightly binding their pension income to their actual, uninflated final years’ earnings and avoiding unaffordable overgenerosity of payment.

These twin caps would ensure that any savings achieved by decreasing previously promised benefits for previously accomplished work would occur carefully and fairly, with firm guarantees that no employees who had dedicated a career to government work and who had not gamed the system would find themselves living in penury—or, in fact, in conditions any worse than any honest employee could reasonably expect. A secondary advantage of these caps is the work they do to diminish benefits flowing to bad-faith employee behaviors without having to undertake massive individualized investigations or even to impute bad faith to almost any present or retired government employees. They achieve this effect by curbing the benefits that would otherwise have flowed to those who had gamed the system for their own benefit or had taken advantage of gaming opportunities established on their behalf (as by pension spiking or by collecting significant pension benefits from more than one position) merely as a by-product of doing equity.

These caps might contain additional provisions expressly designed to catch as many fishy situations as possible—for example, by setting the second, salary-specific cap at the maximum amount made by any given employee to the one highest-paid eligible position, to eliminate the problem of double-dipping. The state might also forbid any pension benefits to be paid out to employees who are still earning full-time government salaries in New Jersey to stop the fairly pervasive practice of employees working the required number of years at one position, earning a pension and “retiring,” and then taking a separate government position for the rest of their working careers, allowing them to collect pension benefits before they had really retired from state work and to milk inordinately generous annual public support from heavily burdened taxpayers.89 The state might adopt other rules—independent of the comprehensive caps—aimed at radically reducing or stripping away pensions from those reliably proven to have acted by fraud or collusion. By and large, though, equitably and thoughtfully devised pension-compensation caps will do the work of justice—unwinding the worst abuses enacted under what can at best be characterized as a deeply conflicted policy-development system. This system is fraught with disproportionate union representation and thoroughgoing agency problems—largely as a by-product of achieving equity for pension beneficiaries and taxpayers alike, while returning the state—at least as regards pension funding—to some sort of financial stability.

5. Conclusion

New Jersey faces an immediate and dire pension crisis. Over decades, it has mismanaged its pension policy and funding in myriad ways, such that it is extremely unlikely to be able to meet the promises it has already made to retirees and current workers for work already performed, much less extend these promises to work not yet performed or employees not yet hired. As a result, the state will likely have to move all workers to defined-contribution pensions for work not yet performed and make careful reductions in already-promised benefits to some classes of beneficiaries—namely, those best able to absorb the reductions and those who would otherwise have enjoyed, at taxpayer expense, pension benefits greater than the best normal salaries they had ever earned.

These unpleasant tasks likely cannot be avoided. They can be delayed for somewhat longer, but delay will likely increase the costs of reform while rendering the eventual cuts less equitable. Further tax increases on the already-groaning taxpayers of New Jersey are likely to slow the state’s economy further while setting off further waves of taxpayer flight to less heavily taxed (and better governed) jurisdictions. The lottery-revenue dedication (to the extent that it is not a meaningless gesture) actively threatens to stimulate a last round of pension-benefit increases, thereby compounding the eventual pain when cuts can no longer be avoided. And any moves to put even more pension-policy authority in the hands of already overrepresented government-employee unions represent a dereliction of fiduciary duty on the part of elected government officials and should perhaps be deemed an effective, even if not technically a legal, fraud and collusion against the people of New Jersey.

The state’s political branches must face their hard task. They must seriously consider comprehensive pension reform, applicable to the whole of the government-employee pension system. The state’s political branches, and New Jersey, have no time to lose.
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