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Edward Lilly 
 
Good afternoon.  We were very pleased to get Phyllis Borzi to address us this morning.  
Therefore, we‟re doing our Washington Report during the luncheon for a little bit of a change.  
But, again, it was almost a coo to get the Assistant Commissioner to join us and to speak to us.  
The Washington Update is generally one of the highlights of the Conference.  I‟m going to have 
Susan come up because we‟ve doing a tag-team here.  This past year, I‟ve been the Chairman 
of the Legislative Committee.  I just want to give you a few highlights of what we‟ve done with 
the Legislative Committee and some of the things that have happened in the past year.  
 
One of the things I want to start out with is a week-and-a-half ago or maybe two weeks ago, we 
put out a survey on legislative issues.  I want to thank everyone who responded to that survey.  
We will use that information in developing our legislative program.  Just so you know, every 
survey that we do provides us with a tremendous amount of information.  The Executive Board 
and the Legislative Committee has a Washington Report every year.  We also have a Hill Visit, 
where we speak with people and senior staff at the Senate and in the House and in the 
Executive, particularly at the Department of Treasury.  The information that you provide us with 
about your plans and your administrations and how you deal with issues are essential to getting 
our voice into Washington in a coherent way that we can back it up with documentation.  So that 
is fantastic.  So I encourage you to continue doing the surveys. 
 
We‟ve had a couple of successes in the past year.  One of them was Roth 457, an issue that we 
pushed for very hard and we got that right after the session ended.  I know there are a number 
of plans that have already implemented the 457.  When it comes to the legislative program, I 
want you to know that not only do we push for legislation but we follow up afterwards.  Since 
Roth has become law, we‟ve had a webcast and earlier in the year going through all the issues 
of Roth 457.  I know that during this conference, we will have an in-depth session on how to 
implement a Roth 457.  So when the Legislative Committee gets something done, we carry it 
through in NAGDCA to get to other things.  The National Save for Retirement Week has always 
been something, well…not always but for the past five years, it‟s been something very important 
to NAGDCA to get done and to get a Congressional Resolution.  We are in the midst of doing 
that and, hopefully, we will have a resolution in the next couple of weeks out of the U.S. Senate.  
Again, it‟s your participation in promoting National Save for Retirement Week in your own 
localities and reporting them back to headquarters that we can really make a case every year 
that National Save for Retirement Week does deserve Federal recognition and we‟ve been 
successful in doing that.   
 
Last week Dodd-Frank was an important Bill that was going through, in particular how it deals 
with stable value funds and benefit response of Wrap Contracts.  Again, it was something that 
the Legislative Committee got very involved in, talking to a number of members of Congress to 
have the provisions of the Dodd-Frank Bill not impair our ability to offer stable value funds.  We 
are continuing to follow up on that with appearances and letters to the SEC and other 
organizations that are now continuing their work on the Dodd-Frank legislation.   
 
Each year the Legislative Committee does come up with a series of recommendations which 
becomes our legislative program.  We even told you about them before.  They are on our 
website.  They are on the list of priorities on the screen there.  I‟m not going through each one of 
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them in the essence of time here.  But we do create a legislative program.  Again, your survey 
did help us and will help us in the future take these issues and if there are any things coming up 
in Congress about taxes simplification or reform of Defined Contribution and Defined Benefits 
Plans.  We now have some real good baseline information with which to express our voice.   
 
I mentioned also that with the Dodd-Frank, there are some SEC-related issues dealing with 
Stable Value Funds that have written to them on.  It actually appeared before Senior Staff back 
in the spring, as well as the Government Adviser Registration Regulation where we were able to 
express our voices on that potential rule so that we are not seriously or negatively impacted. 
 
That is all I want to go through.  I wanted to give you a briefing of what the Legislative 
Committee has been up to.  Susan White is here with us and it‟s great to have Susan, our 
Legislative Counsel, to bring us up-to-date on everything that she knows about which is going 
on in Washington.  Believe me, she is down in the bowels of what is going on there.  She has 
been representing us very well for a very long number of years.  Susan, it‟s all yours.  
(applause) 
 
Susan White 
 
Thank you, Ed.  I want to thank Ed and the whole Executive Board for a great year.  As Ed was 
telling you earlier and I say every year, our strength is in who all of you are and in your 
participation.  That gets funneled up through the Executive Board.  The Legislative Committee, 
which has been very active, has been phenomenal advisers this year.  That message always 
finds its way to Washington.  I think the involvement of the membership is what has given 
NAGDCA its credibility and has certainly given it its voice in Washington.  You know, we have to 
remind ourselves that we are the voice for state and local government plans on behalf of state 
and local governments and public employees.  We‟re the only group on the Defined Contribution 
side that does that.  So your active support in answering our questions, the surveys, as Ed said, 
remains very important. 
 
I want to just have a shout out also for the achievement for finally getting the Roth 457.  As you 
know, that is something we have worked on for a number of years and kept hearing from all of 
you on how you had participants and others like your employees asking for it.  So we‟re really 
pleased to see that it now has moved forward.  We viewed it as the Roth having its own 
controversy in Washington.  We understand that and we kind of always seemed to have one 
foot in each camp.  But the view of NAGDCA and of our Executive Board and of Ed Lilly, when 
he came on the Board, who really pushed the issue strongly, was that getting folks to save for 
retirement was hard enough, as you all know.  We needed one more tool in the toolbox, 
particularly if people were asking for you.  So we are pleased. 
 
Just a word also on what Ed already mentioned about National Save for Retirement Of course 
we‟re so thrilled to have the Assistant Secretary here with us today.  I think her talk, more than 
anything, magnifies and clarifies the need for education of participants, financial literacy, etc. , in 
this issues as they grow more and more important in the Defined Contribution world.  So 
NAGDCA remains as committed as ever in trying to raise the bar on the issue of financial 
literacy and supporting National Save for Retirement Week.  It‟s one way that we have found 
that this is helping to bring visibility to the issue.  Just so you know, we can‟t have a resolution 
introduced in the House of Representatives this year because the new leadership passed rules 
prohibiting resolutions.  But the Senate is moving forward.  We‟ve been talking with Senator 
Conrad, Chairman of the Budget Committee in the Senate, and Senator Enzi, the ranking 
Republican on the Senate Health, Education, Labor, and Pension Committee.  They are 
prepared to introduce the resolution in the Senate very shortly.  Our Executive Board had a 
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chance to review language this weekend that they have drafted.  So we are pleased in going 
forward with that.  We have also been in some discussions with the Administration about a role 
at a higher level.  As the Assistant Secretary as said, they certainly do a lot of work in this area 
across all of their agencies.  But are there other ways we might join hands with them also to 
bring visibility to this issue?  That is the status of National Save for Retirement Week. 
 
Where are we in Washington?  Well, I don‟t think that I have to tell most of you.  I think the press 
and what you see every day tells you the situation there which is very difficult and very 
controversial at the moment.  The environment in Washington has made it very hard to get a lot 
of things done.  When you go back and look at the fact that we did get the Roth 457 done, you 
kind of scratch your head and ask, “How did we do that?”  At any rate, we still have a very 
divided Congress with the Democrats in control in the Senate, as you know, but now by a lot.   
You can look at those numbers and see 51 Democrats and 47 Republicans with two 
independents.  The House is where we saw the big shift in November elections which has 
changed the dynamics substantially in Washington to 141 Republicans and 193 Democrats.  So 
that is the situation, just so you‟ve got that on paper.   
 
We‟ve just listed for you here, the leadership of the key committees affecting retirement plans.  
It pretty much speaks for itself but I guess really what we want to tell you again, in terms of our 
representation, NAGDCA has always worked with both sides of the aisle.  Again, I think 
because of your interest are of interest to both sides of the aisle and we‟ve always kept the 
message really straight.  We‟re concerned about offering tools to save for retirement, about 
making these plans better.  We tend to be able to find a way to work with that process on both 
sides of the aisle.  But, again, if the bigger picture isn‟t working and if legislation isn‟t moving 
and things aren‟t happening, it makes it certainly hard to address anything, really.   
 
There are a number of intersecting developments in Washington right now.  I guess the most 
recent ones before this PowerPoint discussion are difficult because they‟re due into NAGDCA a 
month before we come here and then, of course, all these things happen in Washington.  
Clearly, you saw that the President has announced a new $400 billion package on a Jobs Bill.  
The Administration and Congress on both sides of the aisle are making jobs, jobs, jobs the top 
issue.  The White House, today, has posted on its website and you can always go to these 
websites for these Federal agencies, as well, and look at their materials.  They‟ve got the outline 
of that jobs proposal today.  I think the actual legislative language proposal, maybe it‟s gone to 
Congress by now, will go up there later today.  My guess is that Democratic leadership or 
someone on the Democratic said of the aisle till introduce the President‟s proposal.  There will 
be a number of proposals.  You‟ll begin to see this fall the discussion from both sides of the 
aisle.  Whether or not there will be a way for both sides to come together and actually pass 
something remains the big issue.  But the President‟s proposal, from what I‟ve seen of it, and 
I‟m sure you‟ve all heard, is focused very heavily on the jobs development infrastructure, 
transportation side of things.  The last stimulus package that we saw after he came into office, 
particularly for state and local governments, the really huge dollars were on the Medicaid side.  
Many of you who are in state and local government know how Medicaid affects your state and 
local budgets, even if that is not an area that you deal with directly.  It can certainly wreak havoc 
with your budgets with the states, counties and then some of the big cities responsible for the 
populations and administering the Medicaid program.  So that is where the stimulus focused 
much of its effort last time and this time you‟re seeing it much more on the infrastructure-
transportation side.     
 
The other major thing that we saw happen was this play out over the increase in the debt ceiling 
which I think we were all tortured by at the end of it and glad to have it over with.  Basically, 
what happened there was that they dealt with about $400 billion dollars of debt.  Another thing 
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to explain is that raising the debt limit has to do with dollars that have already been spent or 
have been obligated or been approved by Congress.  So this was never about future spending.  
It was really about raising the debt limit as we always have in this country to allow for those 
things that Congress has already decided and the Executive Branch has signed off on to move 
forward.  So, ultimately, they finally dealt with $400 billion of the $900 billion that needed to be 
raised.  The President does, in this complicated multi-layered process that they came up with, 
will have the power to move forward to raise the debt ceiling if Congress doesn‟t do it.  
Congress will have to override his raising of the debt ceiling and there is just no way that it will 
happen, I believe it will require a two-thirds and I think everybody understands that.   So I just 
want to let you all know that you can breathe a heavy sigh of relieve that you won‟t have to be 
listening to this process any longer.  
 
Congress passed that debt ceiling on August 4.  August 16 was the first meeting of the Super 
Committee that was put together with six members of Congress from the House side, three 
Republicans and three Democrats and six from the Senate side.  So the Super Committee must 
deal with everything, really, by December 23.  So we will be listening to a lot of this process.  
They will be seeing whether or not they can come up a process to cut about $1.5 billion out of 
the Federal budget.  If they don‟t come to an agreement, there is an understanding part of the 
deal that there will be a sequestration, an across the board cut that will take 50% out of Defense 
and 50% out of Entitlements and other discretionary programs, other than Medicaid.  Medicaid, 
ass a low income healthcare program, was exempted from that sequestration which, again, 
would have had a major impact on state and local budgets.  I do believe that if there is a deal, 
ultimately, there will be ways that they find to cut back on Medicaid, as well.  There are some 
people that if I had a crystal ball and be able to tell you what I think is going to happen here, that 
would certainly be a miracle.  But I think there is some thinking that maybe there will be some 
type of a deal because Defense if on the table, although Senator John Kyle from Arizona, a 
member of the Senate Finance Committee, said last week some time that if Defense were cut, 
he would drop off of the Committee.  But it is kind of hard to understand that because that was 
already part of the deal that everyone agreed to.  So if you are confused by this process, you 
are not alone.  We just have to guess at what may happen here but, again, because everything 
seems to be in a pot on this table, they may come to some understanding.   
 
Also, just let me say on this issue, the things that Congress has to do are not really these things.  
They have to pass appropriations Bills just like your state legislators do every year to fund all of 
the agencies.  That is where we saw some earlier battles this year.  What you basically had is 
the government running on something called the continuing resolution which basically allows for 
now increases in discretionary spending or most of the programs that you see coming into your 
states and cities and local governments but maintains those spending levels at the same as the 
prior fiscal year.  That has been essentially the state of things domestically for some time now, 
for a couple of years.  
 
Currently the Federal government is funded on a continuing resolution that expires at the end of 
this Federal fiscal year, September 30.  So you‟ll probably see a few flaps about that but we see 
that the leadership on the House side, the Republican leadership, has said that they will be 
addressing this.  They think they will probably be extending the continuing resolution, at least for 
a month or so, until they can get back from some of the holidays that are coming up in 
September to really try to resolve the final 2010 going forward budget.  
 
Those are the things they have to do unless you want the government to shut down.  This 
bigger issue of entitlements and taxes and things like that are important to the country for sure, 
but they become political footballs and they aren‟t things that have to get done to keep the 
government functioning.  So this is just to clarify that, as well.   
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We‟ve dealt with the debt limit deal.  We just wanted to list out for you here the members of the 
Super Committee (Joint Select Committee on Deficit Reduction).  Senator Patty Murray, who is 
in the Democratic Senate leadership, along with Jeb Hensarling, who is a member of Congress 
on the Republican side from The House, will be co-chairing this committee.  They come from 
very, very different states.  Texas and Washington states have very different political dynamics.  
But they have met once and said all the right things publicly about how they plan to try to work 
together.  
 
You also have Max Baucus, who we work closely with his staff on retirement issues, as 
Chairman of the Senate Finance Committee.  It is important for him to be there because he has 
jurisdiction over all of the entitlement programs that certainly are going to be on the table here; 
Medicare, Social Security, Medicaid, the tax code, etc.   
 
John Kerry, who is on the Senate Finance Committee and Senator Kyl, who I mentioned who is 
on the Senate Finance Committee.  You have Pat Toomey.  Rob Portman, who is a newcomer 
to Congress.  He is the new Republican Senator from Ohio.  You‟ve been him before on The 
House side working on a lot of the retirement-related issues that NAGDCA has been involved 
with over the years.  He and Senator Cardin, who we‟ve worked closely with also, of course 
sponsored the Bill that ultimately became part of EGTRA.  A lot of the rollover provisions and 
some of the things that we work so hard to attain for public plans is part of that process.  Rob 
Portman is there. 
 
Again, from The House side, Clyburn and Becerra are Democrats.  Becerra is from Los Angeles 
County.  The Democratic leadership is Chris Van Hollen.  Dave Camp chairs the House Ways 
and Means Committee.  Again, we work with them because that is where our programs reside in 
the House of Representatives, the Governmental Defined Contribution Plans.  Fred Upton, 
actually chairs the House Energy and Commerce Committee from Michigan.  As the 
Republican, he is there probably in large part because Medicaid is on the table.  We saw 
proposals earlier this year coming out of his committee to block grant the Medicaid program to 
change it from a basic entitlement to a block grant.   
 
Tax reform…is that going to happen?  Where does it stand?  Again, if I had a crystal ball or if I 
really knew the answer to that, I guess I would be sitting on a beach somewhere and not here 
talking about it.  We certainly know that the Administration has done a lot of work on tax reform.  
I think there probably are some proposals that aren‟t ready to be out there in public yet that they 
have and that others have.  I think there is a real interest on both sides of the aisle and some 
real common interests.  Again, as the President has said, “Now is there a way for members of 
Congress and members of this country to come together around those areas of common 
interests?”  I think there is an interest to reform on the corporate side and on the individual rate 
side.  We certainly saw that in 1986.  Who would have ever thought that Speaker Tip O‟Neal 
from Massachusetts, a long-time very vocal Democratic and President Ronald Reagan would be 
able to come together on a tax reform bill.  So we‟ve seen stranger things.  I can tell you that, in 
Washington, you start to see proposals coming out on this or that and you can tell that interest 
groups and others do think they at least want to be prepared for tax reform.  I can certainly tell 
you that within our Executive Board we‟re talking about what our priorities are and certainly 
preparing for that day so that we‟re ready, particularly when the Board comes back to 
Washington for meetings, etc., to be a part of that dialogue.   
 
I see some themes developing in the retirement areas.  Certainly, if they do tax reform, it will be 
a part of any package that will be approved.  It‟s really interesting because Brookings Institute, 
as many of you know and have met Mark Every, who is over at Treasurer as Deputy Assistant 
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Secretary.  We deal with him on our issues a lot.  Mark was at Brookings.  There is some 
crossovers here.  You can start to look at things.  They just came out with a proposal on Friday.  
I think you‟ll see other proposals.  It makes an effort to look at the whole issue of progressivity 
and why people in the lower income levels aren‟t able to save the way we see at the higher 
income levels.  I think we know the answer to that.  So their proposal would essentially shift the 
paradigm in terms of how defined contribution plans are funded by taking the current tax 
deduction and turning it into a 30% credit which would play out in a very different way for 
income levels.  I think what they‟re trying to get at there is a way to give people at the lower 
income levels a way to have some retirement dollars because I think everybody is very 
concerned about the numbers that we‟re seeing out there. 
 
I think this whole issue of progressivity and maybe changing the dynamic of how these plans 
are funded, you may see become a discussion item.  I‟m not so sure that they will be looking at 
changing the structure of the plans of the management of the plans.  There is more to come, I‟m 
sure, in terms of details.  But I did want to point that out to you.   
 
The second theme that I think you may well see in the debate if tax reform takes off is around 
retirement issues in the defined contribution area.  How do we prevent leakage, particularly as 
we see more movement toward defined contribution plans.  I‟ll mention a little bit more about 
that when I walk through the issues that have been NAGDCA priorities and how they may or 
may not be deal with or how they‟ve played out over the years.   
 
The third theme that you could see in the retirement arena around tax reform is the age-old one 
that we all love called simplification.  Simplification always sounds great.  Everyone loves it.  It 
seems to be something that everyone from different ends of the spectrum can rally around when 
they can‟t agree on everything else.  But I can tell you that simplification sometimes makes me 
nervous because it is usually not all that simple.  There have been proposals in the past.  I can 
see where those could be on the table in some way, shape or form, to combine all defined 
contribution plans.  As you know, there are some very specific provisions in the 457b world that 
are important to public employees.  We have talked ad nausium with Treasury and Congress 
about those.  We‟ll continue to do so.  We watch closely for that.  As the arguments and issues 
move forward in tax reform, we‟ll be a part of that discussion.  We‟ll be at a point where we will 
have to make some decisions about what are priorities of the organization and where will we be 
willing to fall back some.  But we‟re not there yet.   
 
So those I see as the three developing themes.  I‟m sure there are others making savings more 
accessible to the lower incomes brackets, preventing leakage and simplification. 
 
Again, when you talk about if tax reform can happen, they think that the driver may be and for 
Republicans to come to the table, that the Bush tax cuts expire at the end of 2012.  So that may 
be a way that everyone is willing to come to the table when they see that this is the case.  The 
President has made very clear that he is not going to renew those, certainly at least not at the 
highest income levels.  But at the moment, they expire for everybody.  So that will be something 
to watch in terms of how that gets combined with any effort on Capitol Hill and otherwise around 
tax reform.   
 
I‟m going to skip over some.  I know the PowerPoint mentions the Dodd-Frank Bill.  Ed talked 
about that.  What I would just like to saw on the Stable Value Study and then jump back to our 
issues on tax reform, is that NAGDCA has had a very narrow issue in the Stable Value area.  
Ed did a stellar job with the Executive Board speaking to the SECC in a fabulous two-hour 
intensive meeting discussion where I think a lot of things got talked about.  Our ordinary issue is 
really the Wrap Contract issue.  So we‟ve pretty much gone it alone which we find ourselves 
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doing a lot in Washington which is fine.  We join hands with others where they meet our 
interests.  But there are a lot of others out there on the private side that have much broader 
issues regarding the stable value study that the law required which comes out on October 21 of 
this year.  I think there is a push in Washington to try extending that study back a bit or some of 
the things that have come out.  The FCC just put out a series of questions so that they would 
better put the stable value study together.  I don‟t know whether that time line will get extended.  
But just so that you all understand, NAGDCA‟s position has been a very narrow one related to 
Wrap Contracts not being defined as Swaps under the whole stable value scheme.  We hope 
that will be taken into account in the study that is required under the law. 
 
What are the potential tax reform pension simplification issues that would be of interest to 
NAGDCA?  These are not in any particular order.  As Ed mentioned, you were all great in 
helping to answer that survey.  So we‟re kind of sorting through where the priorities are.  I‟ll take 
these two top ones first.  The maximum deferral proposals and employer contributions, we see 
interestingly enough in the survey information that came back from you that a lot of you are 
interested in the maximum deferral proposals.  During EGTRRA, they were not a top priority of 
NAGDCA because as we did surveys of NAGDCA back then and looked at the membership, 
because we‟re dealing with public employees, you did not always see the maximum deferrals 
happening.  There were so many other issues of concern for NAGDCA.  I think that will be an 
issue that will be interesting also because if you see this paradigm shift, if we are no longer 
looking at deferring income into defined contribution plans or if we see some hybrid or in tax 
reform they should lower the marginal rates so we move to some type of a credit, all of these 
things or at least these two top issues could be turned upside down on their heads.  Then there 
is the issue of employer contributions and how they are taken into account in terms of maximum 
contributions.  Our surveys certainly show that these two issues were of interest to our 
membership as it appeared this time. 
 
The very top issue that you all continue to tell us is important is the exemption from the 10% 
excise penalty for early withdrawal.  So when I talk about simplification not being that simple, 
when you see under the Bush administration the past proposals to combine contribution plans, 
they were always very sketchy.  They didn‟t specifically saw, “Oh, well, you know, under the 
457b plan now you will have the 10% excise tax penalty for early withdrawal.”  We would 
assume that those kinds of things would be lost or diluted in some way.  So we wanted to point 
that out.  We‟re not that far ahead yet in tax reform that we know whether this will be an issue.  
But, certainly, we will continue to watch it.  I think one of NAGDCA‟s messages going forward 
under tax reform will be that we shouldn‟t do anything that could discourage saving for 
retirement, particularly in this world today where we‟re seeing the pressure on defined benefit 
plans, even in the state and local sector, even though NAGDCA has always said we support a 
strong, three-legged stool:  Social Security, defined benefit plans, supplement plans.  That 
position hasn‟t changed.  Defined contributions included as supplement plans.  Certainly, we 
acknowledge that the world is changing somewhat out there and things like the 10% excise tax 
penalty.  Is there anything we want to be doing right now that could discourage retirement 
savings?  I think we‟ll be looking at that closely for a while to come. 
 
Another area is the Retirement Catch-Up Provision, which is always important on the 457 side.  
We‟ve always talked about it in Washington as being important because teachers, public 
employees may not make the dollars in their earlier years, not that they‟re rich in their later 
years in terms of salary, anyway.  But this is something that helps public employees later on in 
life when they may be more able to do something to try to get those retirement dollars up.  We 
saw that this was still up there as a priority for all of you.  So we will continue to talk about that 
and watch for that. 
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The coordination with other qualified plans on the contribution limits, again, I would say on some 
of these things the place where things fall out and the contribution limits really are the places 
where if Congress wants revenue neutral proposals when they start to change the tax code and 
do these things, this is where they are doing to get the dollars.  The dollars are going to come 
from those limits.  But, again, if they turn the thing around and you are all of a sudden looking at 
a credit instead of deferral limits, the whole discussion may start to shift.  Again, I‟m not saying 
that is going to happen.  I‟m just saying that I‟m seeing some proposals out there, some interest, 
and some discussion.  Certainly, we know that the Administration and others, including 
NAGDCA, has been concerned about the lower income levels.  In fact, NAGDCA has always 
supported a strong savers credit and improving on the savers credit.  
 
The Brookings Institute, and you might want to go to their website, too, and take a look at what 
they are proposing, says that their proposal will strength the savers credit.   
 
A few of the other issues that have been on NAGDCA‟s list are the emergency withdrawals and 
financial hardship rules.  I would just note that on the 457 side, as we‟ve sought to make those 
programs stronger and better at the Federal level going back to the inclusion of the Trust 
Provision for 457 plans on the heels of the Orange County crisis and the almost “loss” of those 
assets because they were deemed to be owned by the employers.  Going back to that, many of 
the things that we argued was these are good plans.  They are worth making stronger because 
we have hardship withdrawal requirements.  You don‟t see the loans in 457 plans the way you 
do on the 401k side.   
 
Then there are the rollover provisions.  Certainly, again, all of those pieces will be looked at.  I 
will just say that we worked very hard in EGTRA when it was first drafted, when the first 
Portman-Cardin bill came out.  We saw rollover provisions that allowed rollovers out of 
governmental plans into IRA‟s, etc., but not the other way around.  We worked very hard to 
make sure there was parody so that rollovers were allowed both ways.  So we will continue to 
keep our eye on those issues.   
Another issue that has come up since the Roth was instituted.  This always happens and we 
welcome…In fact, I think it was our current President, Galen who thankfully brought this issue to 
our attention.  So we have had some discussions with the board already with Treasury and with 
the Senate Finance Committee Staff.  When the Roth IRA was drafted, there were no RMD 
requirements for the Roth IRA but there were for the 401k.  Then the 457 last year was kind of 
drafted off of that.  As many of you went to implement, some of you don‟t have as many issues 
there.  But some of you were very concerned about the application of the RMF, to the Roth 457, 
because you are concerned that participants will be forces to roll those dollars out into IRA‟s 
where there are higher fees.  I think we‟re trying to that message across.  So that is an issue out 
there.  Aside from tax reform, I‟ll think we‟ll continue to talk about.  But if there is a tax reform bill 
and there is an opportunity to fix it if are able to maintain these plans in any way that they are 
right now.  We could continue to talk about that. 
 
The finale issue is the whole issue of loans.  I would just say on loans because I kind of get a 
kick out of it that this was never a priority for NAGDCA.  When we lobbied and successfully got 
the trust provision put into 457b in ‟96 in the Small Business Act, miraculously, after the 
legislation was passed, loans for 457 popped up in the Conference Report.  There wasn‟t even 
statutory language.  In fact, Treasury never put our rags for years because they said this is not 
statutory language.  So somewhere-somehow loan language for 457b has gotten into the 
statute and how issues „NO.”  Treasury felt there had been so many private letter rulings and 
there was so much going on in the lone area that they had to issue regs.  So there are loans but 
I think there is a lot of scrutiny on this issue.  Again, it is a leakage issue that I mentioned earlier 
as a potential theme under tax reform and retirement planning and funding.  People may take a 
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look at that issue.  Again, we will then be in a position to ask “Where is NAGDCA on this issue?”  
But there is nothing solid yet. 
 
Thank you, all.  (applause) 
 

 

IRS Update 
Moderator:  Alex Turner 

Speakers:  Marilyn Collister & Cheryl Press 

 

Alex Turner  

 

Good morning.  The IRS Update is always one of the most highly attended and most anticipated 

sessions.  I hope that you will get a lot of valuable information from our experts today.  

Presenting today, sitting at the opposite end of the table from me, is Cheryl Press from the 

Internal Revenue Service.  Cheryl is a Senior Counsel in the Office of Chief Counsel, Associate 

Chief Counsel, Tax Exempt and Government Entities for the IRS.  Sitting next to me is Marilyn 

Collister from Great West Retirement Services.  Marilyn serves as Great West‟s Senior Director 

for Legislative and Regulatory Affairs.  Today‟s format, first Cheryl will discuss the latest 

developments at the IRS impacting 457 plans.  Then Marilyn will address a variety of current 

issues at the plan level.  Hopefully, we will have a few minutes at the end for questions and 

answers.  It is a packed program this year.  So without further delay, I will turn it over to Cheryl. 

 

Cheryl  Press 

 

Good morning.  I‟m always really happy to come before this group because you are the 457 

group.  Before I took over Bob Architect‟s 403b gig, I was just the 457 lady.  So it is a good 

match.  I‟m here today really to talk about the IRS updates and what is going on.  There are 

some interesting issues that we are seeing.   

 

The regulatory agenda, the Legislative Guidance Issues Project got published last Friday, I 

believe.  Also some of the issues that are going on during the audit process because we are 

continually auditing the 457b, 457f, 401a government, etc.  So that is on-going.   

 

Let me first turn to 457b issues.  We did get one piece of guidance out since the last NAGDCA 

Conference.  That was with respect to unforeseeable emergencies.  But we‟re going to be 

talking about that a little later in more detail.  So I‟m not going into detail on that now.  The 457f 

we will talk about shortly with respect to guidance.   

 

We are still taking 457b PLRs.  We are still getting in quite a few 457b PLRs.  Recently, we got 

in one 457b PLR with all the Roth language in.  We‟re going to be granting that PLR to the plan 

that came in and asked for it shortly.  Now these PLRs aren‟t made public but looking through 

the Private Letter Ruling, we were able to see a lot of different things that are going on with 

respect to the options, now that the  Roth has been added.  
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We‟re also going to talk further on about the Roth in detail.  So I‟m going to save some of my 

comments for that point, as well.  Suffice it to say, the one thing I want to get across that I know 

Marilyn is going to be discussing ad nausium is that the Roth is just another investment in the 

group of investments offered by a plan.  There is nothing special to it except that it is after-tax.  

But most of what you are going with your Roth is governed by 457.  So it‟s not like an IRA and 

the access, the distribution, all those other things are really just under 457.  To the extent you 

meet all the Roth rules, then you are taxed under the 408a and you‟re not taxed on the 

earnings.  You‟re tax-free after that point.  So assuming you meet all the 457, you meet the 

408a, just the qualification, you‟re going to be fine.  You‟re going to hear this again from Marilyn 

which is why I‟m repeating it because it needs to be repeated more than once.  I get a lot of 

calls where people don‟t really understand what they are getting into.  So it‟s really just more of 

a head‟s up.   

 

Another thing that came up while we were looking at the PLR is really just a situation, not so 

much with the Roth versus your other investments.  But when all your investments were pre-tax 

and you were shifting among your different investments, you probably had everything taxed the 

same.  Now as you‟re adding in a new investment option which needs separate accounting, you 

have to recognize and your participants have to recognize that, to the extent you are offering 

your investments on the Roth piece, those investments can only be directed among the after-tax 

versus the investments on the pre-tax.  One of the things I‟m concerned about is what I was 

thinking while Phyllis was doing her speech yesterday and she talked about when ERISA came 

in, that none of this other stuff was relevant that they worked on to what is going on now which 

is why they‟re trying to update their guidance.  Well, if you think of when 457 came into the code 

in 1978, we didn‟t have electronic transfer.  We didn‟t have electronic sign-up.  You had to make 

your election probably on a piece of paper.  They said the election before the first day of the 

month that the amount would become due, whenever that was.  Probably you had your 

investments right there, as well.  I would be surprised and maybe some of you can comment 

later, that people probably weren‟t making daily trades among their different investments.  So 

fast forward to 2011, the market is going up and down.  People have access to trade their 

investments daily, depending on what the plan provides.  All I want to point out is I think we‟re 

okay with that.  You still have that election before the first day of the month with respect to the 

amount.  My concern is that the accounts, the pre- and after-tax investments, stay separate and 

that someone is watching that it doesn‟t morph into finding people changing the amount every 

week, too.  I know that you guys are all very conscientious.  But it is very easy when you are 

looking at that kind of data.  So when we come in and ask, “Can we see when people signed up 

or can we see if they‟ve done it on the first day of the month,” you‟re still going to need the 

paper to follow that trail.  It is probably very easy to do.  There is probably a computer program 

that does it.  But since a lot of people are doing it from home, I‟m just saying you need to have 

practices and procedures in effect, just to make sure that everything is running smoothly and it 

doesn‟t go off onto some other plane.  That is one of the things that we have seen.   

 

Another thing that came in on a PLR recently was with respect to the hardship withdrawals.  I‟m 

discussing it up here because it kind of makes sense for me.  I‟ll reiterate it further down the 

line.  How do you allocate among the investments when you‟re taking the money out to satisfy 

that unforeseeable emergency?  Before you just had all your pre-tax.  Then we added on the 



NAGDCA 2011 Conference 
 

rollovers from the 403b and the 403b and 401k that have different access restrictions.  You can 

get to it earlier.  Now we going to have the Roth after-tax.  One of the things you want to look at 

is how you are allocated.  There is some guidance that has come out under 408a.  I‟m not here 

to discuss that.  But what I‟m here to point out is 457 has that crazy, unforeseeable emergency 

requirement because you are not subject to the additional 10% penalty.  So what happens 

there?  You have to take the money from all the other money available before you take it from 

the 457 account.  So you‟re going to have to start making sure when you have your allocations.  

What we seeing is people allocating equally among the investments.  You can‟t do that.  You 

couldn‟t do it before the Roth, and you certainly can‟t do it after the Roth either.  So you have to 

make sure that when you‟re drafting that you‟re not just following the 401k because we do 

require you to look outside and see if they have IRAs or other assets or whatnot before you take 

those amounts.   

 

Other things we‟re seeing with 457b is we still have grandfather plans out there.  We‟re still 

getting grandfathered plan stuff in.  Normally, there is like one person left.  They should have 

gone away like 40 years ago so people must have started the plan and getting benefits at 20.  

We‟ve been getting 415m, which are the excess benefit.  We‟re still getting the 415m plans.  

We‟re still just getting basic 457b plans.  I suspect now that the Roth has come out and we‟ve 

got the first one in and they‟ll be made public soon, that hopefully that will serve as a template 

for what you all can do. 

 

I‟m going to answer some of the other Roth questions when Marilyn gets done with her 

performance because I know there were some unanswered questions at the webcast.   

 

Let me just turn to 457f.  That is kind of everything else you deal with probably, like sick and 

vacation plans, severance or anything that doesn‟t meet the requirements to be a sick and 

vacation or severance plan.  We‟re working on the regulations.  I think for the third year they are 

on the guidance plan again.  The good news is that they are still on the guidance plan.  It‟s not 

just going to cover really 457f.  It‟s going to cover a bunch of stuff in there.  What you‟re going to 

have is the updated 457b, some Roth language put in to make the 457b regs, and corrections to 

the 457b regs.  We‟re going to go into detail about the severance pay plans.  That is a big deal 

with governments and schools.  We‟ll get some guidance out there and how we‟re going to deal 

with the severance pay plans because I think the last thing we said was in 2007-62.  I said when 

my daughter was in elementary school that came out.  She is in high school now and the regs 

still aren‟t out.  So there you have it.   

 

They are also going to come up with a very detailed way to determine present value under 457f.  

We have not had regulations.  49CAPa had very discreet regulations.  But this will say, “Well, if 

your severance pay plan went bad and on this date, these people were promised this benefit…”  

there is going to be a formula that everyone can follow so that everyone is on the same page.  

We‟re going to talk about sick and vacation pay plans for the first time and really try to get at 

what is a bona fide sick and vacation pay plan and start getting a regulatory process on that out.  

That, obviously, became more important when 49CAPa was passed and they also have the 

exception for sick and vacation pay.   
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Then, finally, we‟re going to have what is a substantial risk of forfeiture for any of you that do 

Exec Comp for your state and local government employees, whether it is the superintendent, 

the dean of the college, the coach, the board of something, the state hospital, whatever it is, it‟s 

going to cover a lot.  We do see a lot of that coming in.  

 

We talk about normal retirement age.  401a plans, and I‟m shifting a little bit, but the service is 

very interested in your 401a plans.  One of the issues we‟re working is what is a normal 

retirement age for state and local government plans?  You are not under ERISA so we‟re 

dealing with pre-ERISA sort of legislation and statute.  But what we‟ve discovered is that, while 

the majority are fine, some were not quite so sure.  Not only do we want to figure it out  because 

it‟s my understanding there are a lot of determination letters pending based on some of the 

decisions made with respect to the normal retirement age issue.  But the other way it kind of 

coincides with 457 is with the special patch-up.  What we‟re seeing as well is with respect to the 

457 catch-up to get your three years prior to normal retirement age, your double amount, you 

have to pick a normal retirement age in your plan.  Your normal retirement age has to be based 

on your DB normal retirement age.  If you don‟t have a DB, there are some other exceptions you 

can use.  If you have nothing underneath, you have to use 65.  So you either have to get your 

401a something discreet.  At least that gives you the option to provide the range of choice which 

is probably the best because we all know that normal retirement age special catch-up has 

nothing to do with normal retirement age.  So you, obviously, want to give your participants the 

most flexibility possible.  The ideal way to do that is to look at your normal retirement age and 

look at the date they are first eligible to retire with no actuarial reduction, then you have a pretty 

broad leeway so the person may not be staying until 65.  But what we‟re discovering is some 

plans don‟t have anything in their underlying plan and that is causing difficulty with respect to 

457 and 401a.  

 

I should tell you that we are trying to coordinate.  We do have a Government Plan Task Force 

now.  It‟s like the whole thing is to have everybody coordinate and work together.  In that Task 

Force, there are agents, guidance people, determination level people from Cincinnati, the DL 

folks.  There is also the audit CAP, voluntary compliance…  What we‟re looking at is issues and 

trends that we‟re seeing and trying to nip those in the bud and get either guidance out or 

something out there so people know what to do with their plans.  No one is going to blow up a 

401a plan.  But we want to give you the guidance that we‟re doing. 

 

Plan design issues have been discussed already.  So let me move on at least to the guidance 

plan somewhat.  It‟s pretty broad.  In a lot of them, what you find, is that it didn‟t get out last year 

and it‟s still on.  But that is a good thing.  Because if it ends up getting off, it‟s probably never to 

surface again for a long, long time.  So first of all, they are doing the cumulative list of changes 

in the requirements for 401a plans.  That is standard.  401k and m, to those of you that have 

grandfathered 401k plans, the final regulations on suspension reduction of safe harbor 

contributions.   With respect to 403b, we got the plan termination out.  The one thing like Phyllis 

talked about with some of the plans out there having multiple, multiple vendors, I think that has 

been avoided in 457.  It has always been a very rational limited investment option.  You can 

contrast that with 403b which was the wild, wild west where some people had like 100 choices 

to choose from.  But what we are discovering now that people are finally required to submit to a 
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written plan, people are sitting down and trying to come up with something that workable.  

Because, ultimately, as an employer, if you do offer a 403b to your school teachers or your 

teaching hospitals that are affiliated with a state university, you‟ve got to make sure you are 

doing everything correctly and have your written plan and what not.   

 

The 403b prototype program has transition relief until the next one comes out.  So if you do 

have a 403b, you‟re in good shape.  But, hopefully, that will be coming out soon, as well.  My 

understanding was that they are shifting how the determination letters are done overall.  So 

what has happened is, as they are looking to shift and reconsider how to deal with the DLs in 

general, this has kind of had to hang back a little bit.  Even though we don‟t have a lot of the 

same issues as the private plans, but it is a by-product of reconsidering all the issues and 

looking at the big issue as opposed to whether we get this out.  Then if we change the DL, oh-

oh, then we have to go back and tell everybody we have to change the 403b.  That didn‟t make 

sense.  But that is definitely a priority. 

 

In group trusts, we are still looking at Puerto Rico.  So if anyone from Puerto Rico is here, I want 

you to know that your issue is still being looked at.  We‟re still having meetings on it.  The other 

issue with respect to the group trusts where you can basically put all your retiree health care 

plus your 403b or your 457, maybe your 401a, all together in one trust, we‟re still working on 

that.  The one thing that has been difficult is just custodial accounts, if you have those in your 

403b and that is what you offer your employees.   

 

Let me continue with 414d.  That is a big one.  I was really glad.  That is “What is a government 

plan?”  Now that kind of goes to the root of all of us here.  That has been out there for a long 

time.  I was glad it was picked up again.  There are no PLRs currently and I‟m sure some of you 

are frustrated trying to get PLRs.  That would be out of Employee Plans and not Chief Counsel.  

Chief Counsel actually takes the 457 PLRs.  Almost every other PLR is handled by Employee 

Plans National Office.  They are not accepting them still.  That is a big issue because a lot of 

this stuff that we‟re looking at is based on, “Do you have a government plan?  Do you have 

something else?”  What about if you have an agency or instrumentality?  You‟re not sure 

whether it is a government plan.  It could be funded by the government.  You want to make sure 

your employees get in the right plan because if we come in and see the Ice Skating Rink of 

County X, no, they are not really government employees. 

 

The other important thing that is kind of part and parcel with the government plan status is the 

Indian Tribal Governments Guidance.  Hopefully, that will be getting out soon, as well. 

 

414h2, Pick-up Arrangements, is a big deal for government people.  My understanding is that it 

is on track to get out.  It‟s in the pipeline.  It has not been dropped off.  414x is also up there.   

 

The EPCRS Update is going to deal with all the chances to the regs we made under 403b.  

EPCRS, among other changes, is going to be updated to include all those changes.  So if you 

need to come in for your plan, you now have the option of going into the Employee Plan 

Compliance Resolution System.  So for those of you who don‟t know if your plan kind of goes 

bad and you want to correct your plan, and it‟s not a 457 plan, then you can come into this.  If 



NAGDCA 2011 Conference 
 

your plan goes bad and you‟re a 457 plan, you can self-correct pretty much and as long as you 

do it moving forward you are covered.  Congress gave you a big pass in the statute when it was 

passed so you don‟t really have to worry about it.     

 

Let‟s move to audit issues quickly.  Let me just talk about some of the stuff that is still coming in 

and actively coming in.  It is kind of surprising.  Let me talk about the early retirement cases.  

We have a lot of cases that have come in on audit.  They call them early retirement plans and 

they are basically all small cities.  They are cities or townships or government jurisdictions.  

Initially, how they started out is they were offering retiree health benefit plans to retirees.  Once 

you leave employment, we‟re going to pay your health insurance benefits to a certain extent, 

whatever has been negotiated.  But what happened was, either on audit it is discovered or 

through a series of collectively bargained agreements, you find out that someone doesn‟t need 

the health benefit at retirement because their wife works for the government.  They don‟t need 

that.  So why can‟t we get that cash benefit?  We‟re losing out.  So we want something because 

if you are only providing this, then it is not fair to those of us that already have this.   It‟s not 

even early retirement because everyone vests at 55 and 15 years service.  That is not early 

retirement.  They do not have to terminate service at that time.  So you can call it whatever you 

want but if you vest up front, you‟re vesting in whatever.  If it was just the health benefit, it 

wouldn‟t be so problematic because they are non-elective.   But when we get in there, either we 

see through the collective bargaining suddenly there is a cash option or the plan itself hasn‟t 

been amended but the collectively bargained sets out a whole different set of rules or benefits 

that are available to the other employees. 

 

These are very difficult cases to deal with because what happens is that if I promise you at 55 

and 15 certain benefit, you are outside 457b at that point.  But you‟re not in the early retirement 

exception.  Because what is happening is everybody gets it at that same date whether they 

retire or not which means you are under 457f.  You have turned into an ineligible plan.  When 

you hit 55 and 15, whether you have taken the benefit or not, you could be taxable.  Now what 

happens if someone 55 and 15 has selected the health and never gotten anything…never 

gotten any cash and they have already left?  How do we present value all this stuff?  It‟s very 

difficult.  It is much easier to plan ahead because when the plans go bad and they turn into f, it 

is very difficult to present value because we don‟t even know when those people are actually 

going to retire.  So how do you even figure it out?   

 

That kind of goes to the second one, the choice of cash or non-elective benefit cases.  About 

either or nine years ago, we had a lot of 403b plans that were offering either cash or sick or 

vacation, and they had to get rid of the option for the cash.  Like I said, what we are seeing here 

is not really the sick and vacation.  That seems to be going pretty well.  We have guidance that 

covers all that which has been published.  When you cash out and when you don‟t cash out, 

when you defer and how you defer….whatnot.  So what we do see being offered are other 

benefits such as the main one being the health benefit.   

 

Finally, the Exempt Ords Division of the IRS has had a hospital or university reasonable comp 

audit going for quite a while.  Some of them are state and local universities and hospitals.  What 
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happens is that if they are no good, they ultimately end up being under 457f, as well, or they 

don‟t quite work.  So some of them have floated out to me.  I‟ll just mention two quickly. 

 

One would be after a president or somebody retires at the university, they offered them a 

consulting agreement.  Then they don‟t have to take the amount into income until like three 

years later.  But when you read through the agreement, what you are finding out is that they 

probably have to work only one day or something.  That is not substantial service under the 

457f.  So if you are going to offer consulting, I don‟t know that „on-call‟ or „two days‟ or „made 

available when needed‟ is going to cut it.   

 

The other issue, actually, is that we have started to see that when we got rid of the mutual fund 

stock option stuff way back, we are starting to see some new stuff marketed that is trying to take 

the place of the mutual fund stock option.  We did push back on that and it is closing, being 

treated as a 457f, no matter where you put your money.  So just be aware as you are doing this 

that you may as well try and get it right.  I know people don‟t like having that risk of forfeiture so 

sometimes you try to do a bunch of stuff to get around it.  But they are floating up to our office 

as we see the issues come up.   

 

I don‟t even know if there Is a „we‟ anymore.  I think I‟m the only one doing 457.  Everybody has 

left….retired.  I am training people I want you to know that if I‟m hit by a bus, my man-in-waiting 

just got hired like two months ago.  We are trying to resolve these issues.    This is just a little 

flavor of what we are doing.  I‟ll discuss some other stuff later one. 

 

Marilyn Collister 

 

Good morning.  I‟m going to talk about Roth 457.  We‟re going over a few of the questions that 

didn‟t get answered in the webinar.  Most of you probably listened into that.  There is the new 

revenue ruling on unforeseeable emergency withdrawals.  We‟ll go through that.  The Board 

asked me to just mention the SEC Pay-to-Play Rules because they impact governmental plans.  

Then to the extent that we have time, I‟ll just give very quick updates on where we stand with 

the stable value funds swap issue, the delayed dates on fee disclosure and some proposed 

legislation, all of which would be revenue losers so probably won‟t get enacted anyway.  But 

there are three new proposals that would impact defined contribution plans. 

 

With regard to the Roth 457 that was enacted at the end of 2010 and signed into law in 

September, it had two provisions that impacted Roth.  The first was that we were granted the 

Roth 457 accounts.  The second one is called In-Plan Conversions which means that if you are 

a participant that has Roth accounts and you‟re eligible to take a distribution, you could roll that 

money into the Roth account within your same plan.  We‟ll talk about that just briefly.  So one of 

the things and Cheryl mentioned this, at the beginning a lot of people thought, “Oh, a Roth 457 

is another plan and I‟m going to get to put in twice as much.  I can put all my money into a Roth 

457 and money into a pre-tax 457 and it‟s just another type of elective deferral.” 

 

 It‟s a new type of elected deferral within your current plan.  It is called Designated Roth 

Contributions.  The plan document, of course, has to be amended to allow for the Roth 
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Contributions.  Once you have put a Roth dollar in the plan, it stays a Roth dollar throughout.  

You can always change your future elections to just do pre-tax if you want, but there is no 

concept of re-characterization if you are familiar with how Roth IRAs work.  The Roth dollars 

stay Roth dollars throughout. 

 

 It is after-tax contributions, subject to wage withholding at the time of the contribution.  

Employees may contribute both pre-tax and Roth in the same year as long as they don‟t exceed 

the 457e15 contribution limit.  So this year, it is $16,500 unless you are over age 50 and then 

you get to add another $5,500.  Or, if you happen to be in the special catch-up, it is $33,000.  

So you can put all that as Roth, all pre-tax, 80-20, 60-40, 50-50 or whatever you want but you 

just get the one limit. 

 

The other difference from Roth IRAs is that there is no income limit.  So all of your high-paids 

are eligible for Roth accounts.  There is still an income limit that applies to the Roth IRA.  Cheryl 

also mentioned this to some extent.  You have to have separate accounting of all the 

contributions and the earnings and the losses on the Roth accounts.  All the record-keepers 

have geared up to do that.  They‟ve been doing that on Roth, 401k and 403b for a few years.  

We keep those accounts separate so that we‟ll know when you go to take a distribution how 

much of it is Roth and how much of it is pre-tax so we can do the tax reporting correctly. 

 

Now if there is an employer match or forfeitures or anything like that, especially on the 401k 

plan for example, all that money goes into the pre-tax account.  You can base a match on the 

amount somebody is putting into the Roth.  But the actual match itself goes into pre-tax dollars 

the employer puts in.   

 

If your plan allows it, you can allow roll-overs from other Roth plans into a Roth 457.  If they 

were in the prior Roth plan preceding coming to work for your plan, you get to use the earlier 

date if it is coming from another plan.  So if I work for Employer A for three years and had a 

Roth account and I just went to Employer B, if I roll my Roth dollars into Employer B‟s plan I get 

the benefit of three years of Roth participation I had in the prior plan.  It is very important to also 

remember though that Roth IRAs cannot be rolled into a plan.  So even though with the pre-tax 

plans, you can go from an IRA into a plan on the Roth.  Roth IRAs cannot come into a plan. 

 

Distributions from Roth, as Cheryl mentioned, this is very important.  It‟s the 457 Rules that 

determine when you can take a distribution from the plan.  It doesn‟t matter if it is pre-tax or 

Roth.  Severance from employment is at 70 ½.  So the 457 Rules say when you can take the 

distribution.  Then you look to 402CAPa which is the Roth Rule to figure out whether that 

distribution would be qualified or non-qualified.  If it is qualified, there is no tax on the earnings.  

If it is non-qualified, then the earnings are taxed.  If it is 457 dollars coming out of 457 plan, 

there is no 10% penalty.  But you are taxed on the earnings.  If you rolled in Roth 401k or Roth 

403b funds and you take them before 59 ½, then there would be the penalty on the non-

qualified distribution but not on 457 dollars. 

 

So what is a qualified distribution?  Well, there are two parts to that.  The first part is that you 

have the account for five taxable years.  You don‟t have to contribute every year.  You don‟t 
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have to be employed for all those years.  But you count it from the year that the first dollar went 

in.   

 

Cheryl Press  

 

That was one of the questions on the webcast so what Marilyn…someone said, “What if I work 

two years and then I leave.”  So long as you leave your money in for the next three years in that 

457 account, it can be a qualified Roth 457.  You don‟t have to actually be working there and 

contributing.  But you must have it in that account for at least five years. 

 

Marilyn Collister 

 

Yeah, and that is the first key, five years.  And, if you put it in anytime, let‟s say you are just now 

implementing your Roth.  The first contributions go in October-November, you get to count 

entire 2011 calendar year as your first year of participation.  So that is why a few plans are 

pushing to get it in this year. 

 

The second key is that in order for it to be qualified, in addition to the five years, you have to be 

59 ½ in a typical situation.  There is death and disability but those aren‟t good options.  

(laughter)  So typically it is five years of participation and age 59 ½.  For 457, you also have to 

be severed from employment because the 457 Rule determines when you can get it.  The Roth 

Rule determines whether or not it is qualified.  So…fives year and 59 ½ and severed from 

employment is when you can take a qualified distribution.  None of the earnings will be subject 

to tax. 

 

A non-qualified Roth distribution would be either you didn‟t have it in there for five years or you 

weren‟t 59 ½ and you needed to take the distribution.  You have severed service, you‟re only 50 

and you want to take your money out.  Maybe you‟ve even had it for ten years but you‟re only 

50 and you‟re not 59 ½.  That is the second key.  So you would take it pro-rata, which is 

different than the Roth IRA.  In the Roth IRA, you can just take your contributions out and leave 

the earnings in there.  But not in this plan.  It has to be pro-rata and you would pay tax on the 

earnings piece, but no 10% penalty if it is 457 dollars.  There is an example there.  If you have 

$10,000 in your account, this shows how the pro-rata works.  You can see that if you download 

the presentation. 

 

Cheryl Press 

 

Let me just add one other thing because I‟ve gotten some calls from people concerned 

somehow that there is a disconnect when then money does come out of the 457 asking, “Are 

you sure it is not double-taxed because there is nothing allowing that money to get out tax-

free?”  When you look at the 403b and the 401k, those plans always had after-tax contributions 

in them or had the ability to have after-tax.  So the extent that you had after-tax in, when it was 

distributed Section 72 ruled how it was taxed.  What Section 72 says is that to the extent you 

have basis, which here you have paid your tax up front, you don‟t pay tax again.   In 457, you 

can‟t get the same way.  I‟m just here to tell you that no one is planning on double taxing.  We‟re 
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working on some language to get out there for those people that need extra handholding and 

think about these highly technical issues.  We‟re aware of it. 

 

Marilyn Collister 

 

In the End Plan Roth Conversion, this has been another area where I‟ve gotten a lot of 

questions.  There is a lot of confusion because everybody thought, “Oh, this will be great.  I‟m 

30 and I would like to convert my pre-tax 457 money into a Roth.”  But you can only do it if you 

are entitled to a distribution.  You can only do it when you are severing service.  It has to be an 

eligible rollover distribution.  So it is not as nice of a benefit as it might possibly have been for 

the younger people who had a long horizon to get a lot of tax-free money.  You can put your 

contributions in but you can‟t convert pre-tax to Roth until you are eligible to take a distribution.  

Then that works like an in-plan rollover from the pre-tax money type or account to the Roth 

account within the same plan.  You have to pay the tax just like you would if you converted an 

IRA to a Roth IRA.   

 

Now I‟m going to move on to unforeseeable emergencies.  I‟m going to set it up and then let 

Cheryl talk about the three situations that were in the Revenue Ruling.  I think that one thing that 

we wanted to get across to people is that now that we‟re getting some additional things like 

funeral expenses and things that are specifically set out, some people are thinking that is like a 

safe harbor.  If you have a funeral expense, you can just get the money.  We want to be sure 

that you understand, you have to meet all the other requirements.  When you download the 

materials, I‟ve set out what the definition has to be pursuant to the regulations in order for you to 

do the unforeseeable emergency.  So you are not required to offer them but if you do, you need 

to make sure you are following all the rules and you‟re getting adequate documentation and that 

it meets one of these requirements.  It‟s not for the purchase of a home or payment of college 

tuition like you have with 401k or 403b.  I think Cheryl mentioned that the fact that the 

unforeseeable emergency rules are more restrictive than the safe harbors in the other plans 

because there is no 10% penalty.  That is a big issue.  You have to think twice before asking for 

this money out of a 401k or a 403b.   

 

So whether the participant is faced with an unforeseeable emergency is based on facts and 

circumstances.  It has to be limited to the amount reasonably necessary to satisfy the need.  

What I think we‟re really concerned about is plans that sort of treat the plan like a checking 

account.  They can just come in and ask for the money and they don‟t get documentation.  They 

don‟t limit it to the amount of the need.  With regard to the rollover accounts that Cheryl 

mentioned now, if you‟ve got money rolled into the plan that is available at any time, they need 

to take the money out of the rollover account before they get the money out of the 457 plan 

which is restricted.   

To the extent that the damage or whatever is covered by insurance or that you have other 

assets to cover it, then the withdrawal is not available.  Now we did just get a new Revenue 

Ruling at the end of 2010 on November 8.  It specifically says that in each of these cases, all the 

rules were met.  They documented.  It was limited to the amount that was necessary.  They had 

to show that there were no other assets.  So it is not like a safe harbor.  You have to go through 

all the rules to see whether or not they are entitled to the distribution.  
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There were three fact situations that Cheryl is going to talk to us about.  In each case, they fit 

that other similar extraordinary unforeseeable circumstance if it was granted.  It was 

circumstances beyond the control of the participant.  Those seem to be the two keys.   

 

So the first fact situation. 

 

Cheryl Press  

 

Wow, I‟m just going to give a little bit of background.  I think last year I talked about the funeral 

expenses.  I got a call from a large state administrator.  They had actually started to limit it.  I 

think when we worked on the proposed regs, the language said family member.  When we 

finalized the regs, we put in dependent.  For good reasons, we thought it would actually give 

access to other people that wouldn‟t have been available if you limit it to family members.  But 

when we started getting some calls from Congressionals, we realized that people looked at that 

as a cut-back.  So we decided to try and get some guidance out.  You‟re not just going to do 

one example.  So we came up with some other examples at the same time.  Why are you just 

going to do one?   

 

The other thing that you want to note from this, and I have talked about this before or other 

people have talked about it before, is that you do have a kind of a higher standard of 

investigation into somebody‟s financial situation because that is what the regulations require.  I 

don‟t think you have to do a formal audit on this person but what we discovered is that a lot of 

plans or vendors or whoever was doing this was really doing a check sheet.  It was more like 

self-certification.  The person would come in and say, “I don‟t have an IRA.  I don‟t have….”  

That didn‟t really cut it.  The thing with the unforeseeable emergency is you have to do at least 

some due diligence and have some documentation or at least ask the questions and have 

something there in case we come in or someone else comes in and says, “Well, why did Joe get 

this unforeseeable emergency for this and I‟m not getting it for mine.  He has.”  So you really 

need to cover yourself, not just for the service but all your other participants that are coming in.  

They do talk to each other.  So you want to make sure. 

 

So let me go through the situations.  Like Marilyn said, there are no safe harbors.  These just 

discuss different situations.  We don‟t want to micromanage how you do your program.  We 

want you to look at the facts and circumstances and each person come in and make a 

reasonable choice.  We‟re not there to be big brother and we don‟t want to be.  That is why 

we‟ve kind of let it alone.  We‟re just going to trust you that we‟re going to do the right thing.  

There are substantial regulations on it. 

 

Nevertheless, the first situation is pretty easy.  We all could have figured this out on our own.  

Actually, I had it down as black mold.  We had a visiting professor from Oklahoma.  We let him 

come up with the example.  But the black mold situation was deleted by our higher ups and was 

much more dull…water damage not covered by insurance.  Those guys really have no sense of 

humor.  So nevertheless, what you have here is someone who, God knows by looking at the 

last three weeks and all the flooding didn‟t have flood insurance.  Most people don‟t have flood 
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insurance in the Northeast.  You don‟t expect in Vermont that your house is going to roll down a 

river.  So all this says is that you give the estimate.  It‟s probably more than they‟re going to 

have in their account at this point and you show that you don‟t have the other assets available.  

You meet all the other requirements.  It‟s no problem.  You could get that hardship.   

 

Of course, once again, the reason you need the documentation is because under the 

regulations it says the amount of the hardship is limited to the need.  So if someone has one 

window that fell out and it is $45.00, they don‟t need a $3,500 loan.  So that is why you at least 

have to ask because people will come in and say, “Yeah, I had damage.”  But you don‟t know 

what they had.  So you do have to ask.  So, yeah, the black mold is now the water damage.  I‟m 

sure a lot of people will be applying, unfortunately, shortly. 

 

The second situation deals with the funeral expenses.  This is the one that kind of brought this 

to the point where we decided to issue guidance.  What we are saying is that if you have close 

relative and you need to bury them, they don‟t have to be a dependent, per se, so long as they 

meet all the other requirements.  It‟s other extraordinary.  So it could be an adult son.  It could 

be an adult child paying for a parent‟s funeral.  I don‟t really care if it is a brother and sister.  

What I want is that it meets all the rules.  There is no other money.  There is no one in the 

service or government wants to deny anyone a proper burial.  We just want the due diligence.  

You want to make sure there is some sort of connection.  Well, someone said, “Are you going to 

define whether it should be a brother or sister, this or that?”  I‟m like, “No, we‟re reasonable 

people.  We want to look that you‟re not paying for Michael Jackson‟s funeral.”  You know what I 

mean?  So we‟re just going to let you decide that.  We don‟t want to micromanage this because 

it is very highly factual, all of these.  And, it‟s very specific to each individual person requesting 

the hardship because they have to show all the facts.   

 

The third fact situation is that we talked about accumulated credit card debt.  We know that 

credit card debt is a huge problem in this country.  So it was decided that we wanted to let 

people know if you had credit card debt because you sinned and did bad things that you 

shouldn‟t have like you went to Vegas and blew all your money and then bought a boat or ran 

off with somebody.  No, you can‟t do it.  On the other hand, we‟re not saying that all credit card 

debt is created equal.  For example, the question has come up, “What if I use my credit card to 

pay for medical expenses that I couldn‟t afford.  It was the deductible and it was above the 

amount in this.”  I certainly believe that if you can trace it and document that it goes to 

something that would fit in to one of the unforeseeable emergencies, then it should work.   But if 

it is just credit card debt for other reasons, it is very sad.  You get a lot of calls.  The amount of 

hardship withdrawal requests have gone way up.  We‟re getting a lot of calls in my office.  It is 

sad.  

 

But the rules are what they are.  One of the reasons that we‟ve pointed out over and over is, 

since you are not subject to the 10% penalty, they do want it restricted to the need.  But we‟re 

trying to show here that you can be reasonable and get your documentation.  Then you should 

be fine. 
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So now you‟re going to learn about Pay-to-Play Rules under the SEC.  That guy couldn‟t get his 

credit card debt released under his hardship.   

 

Marilyn Collister 

 

I was asked to just mention this because it does impact governmental plans.  It‟s an SEC Rule 

that is curbing political contributions to certain governmental candidates that could otherwise 

choose and adviser for your retirement plan.  So they are saying they want the hiring of advisers 

to manage public funds to be based on the best interest of the plans, not kick-backs or favors.  

So under the rule, if there is an investment adviser or their associates who make a contribution 

to an official of a governmental entity, then it is unlawful for that adviser to get any fees paid for 

the services that they are providing for two years.  Now the rules are very complicated but the 

complication is on the adviser side.  If I‟m an adviser and I make a political contribution to a 

governmental official to try to solicit business for a governmental plan, then I‟ve got a lot of 

rules.  I‟ve got record keeping.  I‟ve got a lot of things that I have to handle.  But know on your 

end that these advisers now are subject to these rules.  They can‟t make a contribution and 

solicit business directly.  They can‟t pay a third party, maybe a consultant or lobbyist, to try to 

get that business unless that third party is also subject to these Pay-to-Play Rules. 

 

Cheryl Press 

 

Can I ask a dumb question?  How do you know?  When they come in your office, do you ask 

them, “Have you made a political contribution?”  How do you get the information?  They‟re not 

wearing a sign on their head, “I‟ve made a political contribution to so-and-so.”  So what kind of 

due diligence would the government have to do to kind of know that?  Maybe I‟m missing it. 

 

Marilyn Collister 

 

It‟s on the adviser.  The adviser has to know that they can‟t get paid if they do these things.   

 

Cheryl Press 

 

Okay, but what if the adviser doesn‟t tell you?  Okay, I‟m guess I‟m missing something.  I just 

don‟t see the connection.  Even if the adviser comes in, how do you know what they‟ve done? 

Do you query that adviser as they walk in?  Doesn‟t someone have to ask them?  I don‟t know.  

I‟m just asking. 

 

 

 

 

Marilyn Collister  

 

We‟re just trying to make everyone aware of the rule so that if you know that it is an issue, then 

you‟ll have to, as the plan fiduciary figure out whether or not you have to query them or not.  

There are some diminimus rules of $350.00 per election if you‟re entitled to vote for the person.  
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If it is outside of your district, it is $150.00, including the associates, all the employees and 

managers and supervisors within the advisers group.  The adviser has to do all the record 

keeping.  There is no record keeping that is on the governmental employer.  They have to keep 

track of all the contributions made to a political party or political action committees.   

 

Now here are some brief updates.  Last year we talked about the fact that Stable Value Funds 

might be considered swaps.  They mentioned that in the Washington Report, as well. So just an 

update there. The SEC and the Commodities Futures Trading Commission have issued a 

request for comments.  They are trying to determine whether a Stable Value Fund or Stable 

Value Contract should be a swap and, if so, whether they should be exempt from the rules.  So 

they‟ve got to make both determinations.  If they determine they are not swaps, end of story.  If 

they are swaps, then can they be exempted?  

 

It says right in the comment that they realize that Stable Value Funds are commonly used in 

plans to provide principal secure investments.  They have asked 29 specific questions dealing 

with what kind of products are out there.  One plan-related question is trying to assess the risk 

to a plan if the Stable Value Provider should fail.  All the comments are due by September 26.  

So I know a lot of the trade organizations are working on answering these various 29 questions.  

That is where we are with the swaps.   

 

The service provider and participate on level fee disclosure. Phyllis Borzi talked about this.  I‟m 

just noting things are getting finalized but the effective dates have been delayed.  So the new 

effective date for service provider to plan sponsor fee disclosure is now April 1 of next year.  As 

you know, only ERISA Plans are required to comply but many governmental employers use 

ERISA as a guide and will be basing their fee disclosure on these rules.  So it applies to current 

contracts by 04/01 of next year and new contracts prior to execution. 

 

With regard to the plan sponsor to plan participant fee disclosure, that is due after the end of the 

first quarter.  The outside limit is 45 days after the end of the quarter which will be May 31.  I 

know for our plans, we get the statements out quicker than 45 days after the end of the quarter.   

 

Lifetime income disclosure, I think Phyllis mentioned this as well.  You know the DB Plans are 

going away.  Dr. Clark mentioned this.  DC Plans are taking over.  Everybody takes their cash 

and there is no lifetime income.  What this Senate Bill would do is just be to require disclosure in 

a DC Plan.  So if I have $100,000 in my account, once a year my employer would have to tell 

me what $100,000 translates into as a monthly benefit at age 65.  Here again, it is only ERISA 

that are required to do it.   They‟re hoping that when they see what the monthly amount will be, 

it will spur people to increase their contributions.  This is similar to what the Social Security 

Administration was mailing out.  Now you have to go on the website to get it.  But it is just 

translating your account balance based on assumptions that the Department of Labor is going 

to issue, a model disclosure prescribing the assumptions.  I know that what bothers some of our 

employers is that even though we have a model disclosure and we‟ve been prescribed 

assumptions, the act would say that no plan fiduciary or plan sponsor or other person is going to 

have any liability solely by given out this income stream based on the assumptions that the DOL 

has issued.  What about if you tell this participant that based on these assumptions, you‟ll have 
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$500.00 a month and then they only get $400.00?  Are they going to somehow blame the plan 

sponsor for using faulty assumptions.  So that is out there.  It has not passed yet.  Even if it did, 

it would be solely ERISA plans.   

 

We‟ve gotten a lot of questions on 3401t which is a 3% withholding requirement.  This would be 

a governmental entity that has a certain amount of expenditure for products or services.  It 

would be required to withhold 3% of that.  Now it has been delayed several times and you can 

read that if you download the slides, but now it has been delayed until 2013.  I think that in 

Regulations, they are working things that may delay it further.  It could even be repealed.  Just 

know that it is out there.  The big query that I have is does that apply to payments made by the 

plan?  I have submitted that question to the IRS individuals did a webinar about a month ago.  I 

haven‟t gotten a response yet but they are working on it.  The closest thing that I heard in the 

webinar is when they answered a question saying, “In our health plan, if we buy insurance, is 

that subject to withholding?”  They said, “No, that is a benefit.”  You don‟t have to withhold if you 

are buying insurance or you are paying the doctor for benefits.  But they said, “If the employer 

hires a third party administrator to do the record keeping for the health plan, then that would be 

subject to withholding.”  But if that money came out of the plan instead of from the employer, 

that is the question that we‟re still trying to get answered. 

 

Briefly, there are three things that have been introduced.  I don‟t think they‟ll go anywhere this 

year because we‟re not really getting anything done much.  Anyway, these are all Revenue 

Rulings.  But this would waive the 10% penalty if you had a mortgage payment that you couldn‟t 

make because you were unemployed and it would also increase the age at which distributions 

would be required.  The required minimum distribution age from 70 ½ to 75.   

 

S1432 would waive the 10% penalty for early withdrawals for public safety employees who 

sever on or after age 50.  Right now we have that special rule for the qualified public safety 

people.  If they turn 50 and they sever service on or after age 50, they don‟t have to pay the 

10% penalty from their 401a or from their defined benefit plan.  That is the rule now.  It has to be 

a defined benefit plan.  What this would do is open it up to defined contribution plans, as well. 

 

The last one is a Bill that would provide a waiver of minimum required distributions for 2011 and 

2012.  None of these have passed but they have been introduced and we‟ll keep watching 

them.   

 

Alex Turner 

 

Are there any questions for the panel?  

 

Question: (inaudible) 

Answer: I don‟t believe that it covers record keepers at all but I‟ll double check that. 

 

Question: (inaudible) 
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Answer: It is my understanding that it is just participants and beneficiaries that have active 

accounts. 

 

Question: What I was asking about is Pay-for-Play.  If a provider or record keeper wants to pay 

somebody in order to get the business, where does this come in?  They‟re not advisers, as you 

just said, so what protection, as a plan participant, have I got to make sure that they are not 

taking money out of my plan to pay somebody to get the business? 

 

Answer: As I understand the rules, and I can get some more information to NAGDCA to give out 

to everyone, but I was just bringing it to everyone‟s attention.   I haven‟t learned all of the 

details.  But it would be if that adviser had made a contribution to… 

 

Question: I‟m not talking about advisers.  I‟m talking about the record keeper. 

 

Answer: I‟m not sure it covers record keepers but I will find out. 

 

Question: Well, somebody else said it did so I‟m asking what protection is there with respect to 

dealing with record keepers that are paying kickbacks. 

 

Alex Turner 

 

I would think probably the only protection you would have is either if your governing board or 

governing organization required a disclosure of that in the contract documents and potentially 

required a disclosure like many public contracts do of basically an affidavit of non-collusion.  

The only other protection you would probably have is there was something in your state law 

because I agree with Marilyn.  I think the only entities that are regulated by the proposed SEC 

Regulation are the people who are giving investment advice and not the record keeper. 

 

Answer: The other thing, too, I know there have been some other issues about Pay-to-Play.  But 

this particular one is only restricting people that make political contributions so there may be 

other instances where payments have been made to third parties that aren‟t specifically covered 

by this rule.  It is just restricting the political contribution piece.   

 

Question: This question is for Cheryl, please.  On the UFEs, Cheryl, when a participant puts in a 

UFE requesting money back for a legitimate reason and they do not have any other assets, 

however, their spouse has significant stock market investments, does that preclude the 

participant from receiving the money.  They filed a joint return. 

 

Answer: I don‟t know that these regs require you to start investigating everybody else in the 

family.  If they were the beneficiary, perhaps you would have to look at their assets.  But it just 

says, “…doesn‟t require.  But if they do an illness or accident of the participant…blah, blah, 

blah…then …” I don‟t really know.  I don‟t see how that would factor in.  I don‟t know why we 

would have access to look at those people‟s even private affairs unless she is a joint holder…on 

those bank accounts…on those stock accounts…that is a different situation.  You know what I 

mean?  If someone has business that is an LLC and the participant isn‟t involved, unless 
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somehow they are listed on those assets, I don‟t think you would be required to.  But I‟ve never 

been asked the question. 

 

Question: We require for any UFE that comes to our board that the participant submit their last 

year tax information to the board.  That is what we review to determine available assets.   

 

Answer: One thing that I can say is that these regulations, while strict, are the minimum.  You 

can always make under your plan or your rules something stricter.  But you know, I don‟t know 

that everybody goes to the extent of asking for tax return.  You are perfectly okay doing it.  

There is nothing prohibiting you from making the unforeseeable emergency distribution more 

difficult.  But this is at minimum that you have to provide.   I mean, when you think about it, you 

don‟t even have to provide it if you don‟t want to at all.  So it doesn‟t bother me if you are doing 

that.  But I don‟t know that these regulations require that. 

 

Answer: To amplify on that, a lot of that kind of that kind of depends on the property law in your 

state.  For example, community property and things like that.  It would seem to me that you 

probably should be asking whether the spouse had available assets that the participant had a 

legal right to access.   

 

Answer: That is the question about whether they had a legal right to access.  I mean it is on a 

joint return, so it really does go because as community property, you owe 50-50 in a community 

property state regardless.  But I don‟t think the regs are that specific as to that.  But you would 

have to look about whether she is on the account or not, basically. 

 

Answer: And to flow from that, if the spouse had property that was clearly a separate account 

that the participant couldn‟t access, say from an inheritance, I don‟t know that you would take 

that into an account in an unforeseen emergency.   

 

Question: I‟m Benjamin Cummins from Texas Tech University.  Regarding the lifetime income 

disclosure, a group of students and I had the idea that in addition to the lifetime income 

disclosure, they make easy provisions for participants to increase their contribution limits.  Is 

there discussion of including some sort of form to make it easy for participants to see their 

lifetime income projections and make an easy adjustment to their contribution limits. 

 

Answer: All the contribution plans are allowed to have automatic enrollment and automatic 

increases.  Not a lot of 457 plans have adopted that at this point.  But it is available to them.  I 

think more employers are looking at it to try and get those investments up.  I think that with the 

communication, if you were going to do the lifetime income disclosure that you would also have 

a little blurb on there about how to increase your contribution.   

 

Answer: The Federal Plan lists both the DC part of your plan and it shows you what your lifetime 

annuity would be if you kind of left within a certain period of time and at different ages.  But it 

really is amazing about how little it can be if you choose the annuity.  It wouldn‟t hurt for people 

to be educated that they might be able to live on $100,000.  It sounds like a lot but if it is $500 a 
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month, it is not that much when you add it to Social Security, depending on where you are living.  

But I know that people can put away more but it is good for people to know out there.   

 

Question: (inaudible)….if in the future that you may be possible that you could roll a Roth IRA 

into a Roth 457 or is that issue a closed issue? 

 

Answer: I think it would take new legislation and what are the prospects of that?  I think there 

was some concern about people getting credit for an after-tax dollar that was really a pre-tax 

dollar and not being able to police all those things.  But it is a different thing.  Before you could 

only go from 401k to 401k or IRA or 403b to 403b or 403b to IRA.  Now you can even take an 

IRA with no plan dollars and roll it in.  But on the pre-tax side, the record keeping and making 

sure the taxes have been paid is a little easier.  So I think it would take another Bill to pass to 

get that to happen. 

 

Answer: It‟s not because the 457 is new.  It‟s not available to any of the Roth. 

 

Answer: Right, you can‟t come into Roth 401k or Roth 403b either. 

 

Question: Cheryl, this is question for Cheryl.  I‟m in the back. Last year I asked about IRS 

clarification on qualifying events in the situation where the plan has multiple employers.  What is 

the status of that? 

 

Answer: It‟s in the pipeline with everything else.  There is the Q.  It goes through the Q and 

there are a lot of people who have to review once it gets even through my office.  The Senior 

Counsel level has to go up so I‟ve not heard anything on that specifically.  Did you check the 

new Guidance Plan to see whether that was posted as a guidance item? 

 

Question: I did not. 

 

Answer: Okay.  I don‟t have it in front of me but I don‟t believe that it was though.  I suspect that 

we‟re not going to be working on that much that is not on our guidance plan.  For guidance 

purposes, other than our PLRs and audit or what not.  So you can talk to me after and give me 

some more information. 

 

Question: I have another unforeseeable emergency question.   

 

Answer: See how these unforeseeable emergencies don‟t go away?  (laughter) 

 

Question: Let‟s assume that in a bona fide unforeseeable emergency, we‟ll be looking at the 

assets and we‟ll see that the participant has a second piece of property.  The participant will 

say, “I can‟t sell that property because if I do I‟ll lose money on it.”  What additional diligence do 

we have to do to confirm that?  The second part of the question is even if the person won‟t lose 

money in selling the property, do we have to force them to sell this other piece of real estate 

before they have access to their account?  
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Answer: Why we ask to take another question, I don‟t know.  (laughter)  But I think it could be by 

the time they had to sell their other assets in that case, they might never be able to sell it.  You 

have to look, once again.  I‟ve leaving it to administrators to be reasonable.  You know, in 

certain parts of the country, you may never be able to liquidate that other asset.  Then they 

could be foreclosed upon their home.  The question there would be is, “Are you actually making 

the emergency or need worse by going that route.”  That is how I would look at it?  So once 

again, we don‟t get down to the nitty-gritty.  There are rules.  You need to see that what you are 

doing is reasonable and have documentation.  But you don‟t want to make the need worse or 

the situation worse by doing that.   

 

Answer: And, the code only says that you only have to liquidate to the extent that it would not 

cause an additional hardship.  So if you determine that it is an additional hardship, they don‟t 

have to sell the property. 

 

Answer: I think in that case I might.  You don‟t know.  I guess we‟re done. 

 

 

Target Date Funds and Regulations 
 

Moderator:  Lori Lucas 
Speakers:  Dagmar Nikles, Glenn Dial, John Dewey 
 
 
Lori Lucas 
 
I want to thank everyone for coming in out of the sunshine and spending some time here with 
us.  I want to welcome you, also, to the panel here.  My name is Lori Lucas.  I‟m the Defined 
Contribution Practice Leader at Callan Associates.  We‟re going to be here to talk about Target 
Date Funds and Regulations.   

 
 With me, my distinguished panel consists of: Dagmar Nikles, the head of Investment Strategy 

for Blackrock US & Canada, DC Group, a Director at Blackrock; Glenn Dial, the Senior Vice 
President at Allianz  Global Investments, and John Dewey, Vice President at PIMCO, an 
Account Manager in the DC practice. 

 
 I wanted to start off first by setting the stage in terms of where we are with Target Date Funds 

and where the regulators are in their thinking from what we‟ve seen over the last couple of 
years.  First off, how many of you do have a Target Date Fund in your plan?  (Almost everyone)  
Now, if you were to think about it, on a scale of (a) very satisfied, (b) somewhat satisfied, or (c) 
not satisfied, how many of you are very satisfied with your Target Date Fund?  (a very good 
number)  How about somewhat satisfied? (a good number) How about now satisfied?  Okay, 
good. 

 
We‟re here to create dissatisfaction.  No, we‟re actually here to really talk about what the future 
holds in terms of evaluating and making sure you continue to be satisfied with your target date 
funds and that they continue to meet your needs.   
 
I want to talk first about Target Date Funds prevalence as we saw with the response in this 
room.  The Target Retirement Date Funds are the most popular default investment vehicle.  
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Seventy percent of plan sponsors use them as a default.  When they do, they capture a lot of 
money.  Now, we‟re seeing the typical plan having 18% of its assets in the Target Date Fund 
that it offers.  That continues.  
We have a thing called the Calla DC Index, which we started in early 2006.  What we find is that 
every single quarter all throughout the financial crisis, there were net in-flows, very significant 
net in-flows, into Target Date Funds, throughout the past five-and-one-half years.  So it can be 
argued that Target Date Funds are likely to be one of, if not the most important investment you‟ll 
be offering in your DC Plan. 
 
What we also know is that there has been some progress made in terms of the way Target Date 
Funds are evaluated and selected.  Look at this chart which is from the 2011 Calla Trend 
Survey.  By the way, I‟ll have a couple of surveys which I‟ll be referencing.  If you want the 
results of those surveys, just give me your card at the end.  I‟ll be happy to give you the 
complete survey results.  The Calla Trend Survey from 2011 shows a pattern whereby fewer 
and fewer plan sponsors are offering the mutual fund that is the Target Date Fund, of their 
record keeper.  It used to be in excess of 55%.  Now it‟s down to 40%.  That is still a pretty good 
chunk that is using the Target Date Fund of their record keeper, but a few years ago the 
conversation was, “Well, my record keeper XYX offers the Target Date Fund and, therefore, I‟ll 
use that one.”  We are having more in-depth conversations about, “Is that actually appropriate 
for my plan.  Let‟s look at it more in depth.”  That is a lot of what we‟re going to be talking about 
today.  What are the criteria that we should be using in evaluating these Target Date Funds and 
making sure they are the correct ones for our plans. 
 
The complexity is illustrated in this chart, when it comes to Target Date Fund evaluation.  In the 
prior session, people wondered, “What is the standard that we should use for selection a Target 
Date Fund?”  There are really two important aspects to it.  First of all, you need to figure out 
which level of conservative or aggressiveness you are looking for.  Typically, that translates into 
what we call the “glide path” or the amount of equity allocation over time.  So this chart shows 
the equity allocation of a number of Target Date Funds.  They all start off very aggressive.  You 
can see they are kind of tight in the beginning when they are 20-50 funds and the people are 25 
years old.  But as you go along the horizontal axis and people are reaching retirement or getting 
close to retirement, notice how much dispersion there is at age 65 where that gray bar is.  There 
is about a 33 percentage point different in Target Date Fund equity allocations at age 65 relative 
to the most conservative versus the most aggressive Target Date Fund.  So that is a huge 
decision point right there.  How aggressive or  conservative do I want my Target Date Fund to 
be?  From there, how do I evaluate within that framework of the appropriate level of 
aggressiveness or conservativeness, how do I evaluate them from there.  So we‟ll talk a little bit 
about that. 
 
Historically, this whole aggressive-conservative thing has been framed in a kind of strange way.  
It‟s been framed in the context of, “Does the glide path of the Target Date Fund stop at 
retirement and become flat?”  You can see some of these lines, particularly the pink one at the 
top.  At 65, equity allocation is the same as at 75, 85 and 95.  Some of them, such as the really 
black line, which is the average of all the Target Date Funds, that continues to glide down past 
age 65 all the way to age 75 where it begins to flatten out.   The black line would be the through-
fund, gliding through retirement and continuing to have a difference in equity allocation gliding 
down through retirement and the pink line that flattens out would be what we call “to.”  It‟s only 
managed too retirement, at which point it becomes a static equity allocation through retirement. 
 
That is how this has been framed historically.  Do you want a “to” Target Date Fund or do you 
want a “through” Target Date Fund, as though that was the important consideration.  The reality 
is that there are very aggressive “to” Target Date Funds and there are very conservative 
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“through” Target Date Funds.  In fact, both “through” and “to” Target Date Funds have equity 
allocations, as low as about 27-29% at retirement.  They differ more on the upside.  “Through” 
Target Date Funds can go as high as having 63% in equities at retirement and continue to glide 
down, where the “to” Target Date Funds (kind of) end up at the highest allocation of 50 percent.   
 
But there is a lot of range between “to” and “through.”  Just looking at it like, “Do I want a “to” 
fund or do I want a “through” fund,” really misses out on the more important point which is do I 
want an aggressive fund or do I want a conservative fund.  So we‟ll talk more about how you 
can figure that out and think about that and frame that as part of the evaluation process.   
 
Why is this so important?  Well, this is where the regulators come in.  You look at this chart of 
performance.  I‟ve got three years here, 2008, 2009 and 2010.  This shows the range of returns 
for 2010 funds, the most conservative funds that are close to retirement.  The range in 2008 
was enormous.  This is what drew the attention of regulators.  Legislators said, “You mean to 
tell me you can have a 20-10 fund that lost as much as 29.5% and another fund that called the 
same thing, 2010, and it only lost 9%?  How is that possible?  What is going on here?”  So we 
had a lot of scrutiny.  We had a hearing that the SEC and the DOL held in 2010 saying, “Explain 
to me what is going on.  Why would you have these funds that are aggressive?  What are “to” 
and “through”?  They really got hung up on the concept that there were these different ways of 
managing these funds.  What was the right way? 
 
The (kind of) ended up by the DOL saying, “Well, there are all different ways of managing these.  
We‟re not going to be the arbiter of how you manage these but we do want a lot of disclosure.”  
So they started writing some regulation around disclosure.  The SEC took a similar tact but 
came out along the lines of if you do anything but stop your allocation at retirement…have a 
static allocation for the 20-10 fund at retirement or whatever the fund is at retirement….we want 
you to make it really, really clear.  Maybe you should even change the name so that the name 
reflects when the Target Date Fund actually does become static.  So you have a 2010 fund that 
becomes static in 2010, it would be named 2010.  Then if you had a 2010 fund that became 
static in 2020, then you would call that 2020.  Well, imagine how confusing that might be to 
participants.  But that is kind of their thinking like, “We want to do something to really clarify the 
differences between these “to” and “through” funds.   
 
The regulations have not been finalized.  I think there was a lot of negative feedback on these 
naming conventions and that kind of thing.  But that is really where the focus has been in terms 
of trying to get more disclosure and consistency around how these funds are either managed or 
at least explained. 
 
Having been around in the industry long enough to remember the time before the Pension 
Protection Act when Target Date Funds were not that popular, there was a real sense of relief 
when the Pension Protection Act came along.  We could all say, “Now we can all use these very 
widely and they solve a lot of our problems because they are professionally managed.”  These 
Target Date Funds are easy participants to select.  All they need to do is know what their time 
horizon is to retirement.  They are great for delegators.  We have (kind of) created a lot of 
communication and education around this concept of, “Don‟t worry about it, participants.  We‟ll 
take care of your money.  It‟s going to be well-managed in these Target Date Funds.  In fact, 
don‟t even look at them because you are just going to get confused.” 
 
I think the pendulum swung pretty far to that side of the thinking because we were trying as an 
industry to do something that would make people feel comfortable within a diversified portfolio.  I 
think everyone in the SEC and DOL hearing in 2010, they all agreed on one thing.  That wasn‟t 
a good idea.  We (kind of) went too far and we didn‟t explain Target Date Funds well enough. 
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 People just had some misconceptions.  Their misconceptions were that somehow there was a 
guarantee, that at 2010, “I” would have X amount of dollars.  “I” won‟t ever have to worry about 
my retirement again because I‟ve got a Target Date Fund and it‟s going to take care of me.  I 
don‟t even have to think about how much I‟m saving because I‟ve got the Target Date Fund.  It 
does everything. 
 
There were a lot of misconceptions about what these Target Date Funds do and how they work 
and what the role of the participant is with respect to the Target Date Fund.  So I think there was 
a lot of agreement that we do need to help people better understand Target Date Funds. 
 
I think what is up for debate is “well, how do you go about that.” I don‟t know how many of you 
saw the presentation just before lunch where they had the very entertaining Roth 
Communication.  I thought that was wonderful.  I think we need some kind of creativity like that 
for Target Date Funds.  We‟ll talk a bit more about some approaches to communication.  That is 
really where, as an industry, we all can agree.  Better communication is key. 
 
We‟ve got some questions for the panelists.  They will be addressing a lot of these questions in 
their remarks.  What they don‟t address, we can address afterwards when we open it up for 
questions.  But some of the things we‟ve asked the panelists to talk about are:   
(a)  About this to-versus-through debate: what is it, explain where it is valid, where it is perhaps 
not, what are the merits of thinking funds this way. 

(b)  Is there a better way to think about Target Date Funds? 
(c)  Do participants even understand Target Date Funds in this context 

(d) How are Target Date Funds evolving, an important topic, from a regulatory perspective and 
a fiduciary perspective 
 
Again, these are going to be very important vehicles.  They are today, but they are going to be 
even more so going forward.  They are the default fund in many defined contribution plans. 
(e)  Is there a special level of fiduciary duty that we owe with respect to target date funds? 
(f)  Is there a special level of accountability?  Are we living up to whatever that might be? 
(g)  What other factors should plan sponsors consider in selecting Target Date Funds? 
 
We‟ve got a lot on the agenda.  We will leave a lot of time for questions.  But first of all I want to 
hear from our panelist to just to set the stage a little bit more in terms of thinking about Target 
Date Funds and the ways to evaluate them.  So Dagmar? 
 
Dagmar Nikles  

 
 Thank you.  As Lori mentioned in her opening remarks, there are a lot of misconceptions around 

Target Date Funds.  We‟ve tried, as an industry, to make it a little bit easier for plan sponsors 
and participants to kind of navigate the Target Date landscape.  So “to” versus “through,” that 
whole debate, was an effort to make it easier to segregate different Target Date Funds into 
these two different buckets.  I want to talk a little bit more about that and share with you our 
thoughts around that “to versus through” debate.  

  
Before I go into a little bit more detail, I just want to talk quickly about the definitions of “to 
versus through” as we‟re seeing them in the industry.  So a "To" Target Date Fund assumes 
that you do manage a glide path to retirement.  There is no post retirement roll-down off the 
glide path.  The assumption is that these type of strategies or Target Date Funds tend to be on 
the more conservative side.  Compare that to “through” the glide path which involved post 
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retirement.  People typically expect that there is more equity risk at or around retirement.  
Overall, the assumption is they tend to be a little bit more aggressive.   
 
Let‟s take a peek into those two different categories and actually see if those assumptions hold.  
On the next slide, what I‟m showing you here is two Target Date Funds that fold into the 
“through” category.  We‟re looking at two different points within across the glide path of these 
Target Date Funds.  So, on the top, you can see the allocations to equities and fixed income of 
these two different “through” providers at retirement…at 65.  At the bottom, you can see the 
terminal allocations.  So where do these glide paths end up eventually at post retirement?  Now, 
what you will see and I think what was very striking, is the huge differences in equity allocations 
within this “through” bucket.  So at retirement, about 40% differences in equity allocation, it 
decreases somewhat when we look at the terminal portfolio.  But basically, what we are seeing 
here is a lot of differences, a lot of different equity allocations within that one bucket.   
Now let‟s look at two examples of “to” managers.  Here we‟re looking at just the retirement 
portfolio, given as there is no roll-down.  Here you can see Manager C and D, still with quite a 
bit of difference between the allocations…somewhat less though.  Now let‟s bring the two 
together.  The initial assumption was that “to” was going to be more conservative on average 
through Target Date Funds are going to be more aggressive.  What I‟m showing you here is 
Manager B, that is a “through” manager, and looking at the equity allocations and fixed income 
allocations, comparing that to a “to” manager.  What you are actually seeing is the “to” manager 
is more aggressive than the “through” manager.  So simply looking at “to” versus “through” may 
not really give you a sense of where the Target Date Folds…what the range of outcomes of that 
Target Date Fund is.  Ultimately, that puts into question about the whole idea of categorizing 
these Target Date Funds.   
 
Let‟s take another look at how “to versus through” plays out in the markets.  What you can see 
on this chart here is returns for the 2010 fund annualized 2008 and 2009.  We‟re looking at the 
downturn.  We‟re also looking at the reverse.  So we‟re looking at both sides of the market.  You 
can see the allocations of the various Target Date Funds to equities at the 2010 fund level.   
 
Not surprisingly, we‟re seeing a pretty high correlation between allocations to equities and the 
returns realized.  Now it‟s more interesting if we look at the best performing Target Date Fund 
over that two-year period in this example, it would actually be a fund that is a “through” fund that 
has a post-retirement roll-down.  By the same token, a couple of funds at the very bottom end 
are also holding within the categories of “through” funds.  So, again, it puts into question about 
how valid of a framework the “to versus through” categories are. 
 
We do feel that, ultimately, what you need to understand as a plan sponsor is what the glide 
path is, the shape of the glide path pre-retirement and post-retirement.  What type of asset 
classes are being utilized in the glide path?  Also, what type of investment strategies are used to 
implement the glide path?  Unfortunately, it is not as simple as looking at “to versus through” to 
get a sense of what the outcomes are.  It really takes a little bit more digging to understand the 
glide path and get a sense of what type of outcomes a participant can expect.  
  
Glenn Dial 
 
 
I just had a thought.  We‟re throwing all this “to and through” terminology at you and showing 
you some pretty cool graphs and everything, but I was trying to think about if there was an 
easier way to say it, “to versus through?”  I just thought of something…I just had a moment.  
“To” funds are managing to retirement.  “Through” funds are managing through.  But what they 
are really doing, we can‟t put on participant statements, because they should be renamed 
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Retirement Ala To Funds and Death Funds.  Those are the “through” funds.  Can you imagine 
that on a participant statement?  Do you want the Retirement Fund or do you want the Death 
Fund?  I don‟t know.  If one is managing to retirement and the other is managing to death, right?  
So a “through” fund is thinking of it as managing to death.  That is an easy way.  Retirement 
Funds and Death Funds, what do you think?  I don‟t think that will fly for some reason. 

 
I‟m going to come back and address that a little later.  But what I want to talk about right now is 
something called “prevailing circumstances.”  It goes back to what Lorie mentioned earlier about 
how there is a large concentration of assets and just a few managers.  Why is that?  It really 
goes back to the fact that just about four or five years ago, we had a couple of significant 
changes.  We had new rules comes out…new laws in the Pension Protection Act, QDIA Rules.  
Targeting Funds became very, very popular at that time.  
 
The problem is that the Target Date Industry is so young that when these funds came out and 
all of a sudden we had PPA and final QDIA regulations, there were only about seven or so 
funds that had a three to five year track record that you could pick from.  So you had new rules.  
You were told that they were QDIA.  They qualified for a safe harbor and this was the right thing 
to do.  Load up on them.  But there wasn‟t a lot of product available.  So when you look at today 
where 80% of all the assets sit in Target Date Funds, you‟re looking at 80% of all assets sitting 
in three fund families.  Do you think that is true for any other asset class?  No!  Why is that?  
Again, the prevailing circumstances four or five years ago, there just wasn‟t any product 
available.  We had new rules. 
 
 Now we fast-forward to today.  What are the prevailing circumstances today?  Well, today, we 
have experience and we have some time to vet the PPA and the QDIA regulations.  Now we 
understand them.  We‟ve vetted them.  We think we‟ve got a pretty good handle on them as an 
industry.  From a regulatory standpoint, we‟re better informed.  From a product standpoint, we 
have about 50 different fund families that have a three-year track record or longer.  So you have 
a lot more product available now.  So what you are seeing in the marketplace is because of 
prevailing circumstances today versus five years ago.  A lot of plan sponsors are going back 
under new conditions.  We understand the rules and there are more products available.  We 
want to try to find a more appropriate Target Date Fund that matches up with their participant 
behavior patterns and their goals and objectives as plan sponsors. 
 
I took a poll a while back and if you asked people, “How did you select your large cap fund?”  
They could all bring out all kinds of reams of data on how they selected their large cap fund.  
Ask a plan sponsor how they selected their Target Date Fund and there is usually a moment of 
silence.  There is a “deer-in-the-headlight” look.  Sometimes the answer is, “Well, it was the only 
one available on my record keeping system.”  This is shocking!  This is the largest asset class 
going forward.  This is the one that you guys have the most scrutiny, but in fact it is getting the 
least amount of scrutiny.   
 
I think part of that is, again, the laws were new and we‟re getting used to them and all that, but 
the fact is the QDIA also gives us that warm and comfortable feeling because a QDIA is a safe 
harbor.  A safe harbor gives us the greatest legal protection afforded under ERISA, so you feel 
good about it.  But we forgot about the second part of the final QDIA regulations which said, 
“Oh, by the way, as a fiduciary, you‟re not relieved from your fiduciary responsibility for the 
selection and monitoring of the Target Date Fund.  It has to be in writing.”  So you want to have 
that process in place and have it documented in writing. 
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The other kind of tidbit that I want to throw out is that the second part of the regulations says 
that a QDIA must minimize the risk of large losses.  So keep that in mind as part of the final 
regulations when you are looking at this. 
 
The other part that I like to throw out is when you‟re trying to figure out what is the best Target 
Date Fund when you have a big population.  Some employers here have 100,000 or 200,000 
employees.  So how do you find one Target Date Fund that covers that kind of demographics.  I 
like tell people to narrow it down to the delegators within your population because the 
delegators are your employees that either don‟t have the time and/or the knowledge to do their 
own asset allocation.  If you have a sophisticated investor who has the knowledge and time, 
they going to go build their own models.  They‟re going to pick from the core line-up.  They may 
not use the target date funds.  So when trying to select a Target Date Fund, we always say that 
universe of employees and narrow it down to the delegators.  Think about them while you are 
picking the fund. 
 
The Allianz Chart here on “To versus Through,” what you are looking at there is all the 2010 
funds.  This is what all the 2010 funds looked like at the end of last year in terms of the percent 
of equity which is stocks, the percentage of stocks that we‟re holding at the time, and how much 
risk that we‟re taking.  The bottom axis is the percentage of equity.  The vertical axis is the 
amount of risk, as measured by standard deviation.  So the higher you are up on the spectrum, 
the more risk your 2010 fund is taking.  The lower you are, the lower the risk.  The further to the 
left, the least amount of equity you had.   
 
 This is telling us two things:  (1) All the funds colored in blue, those meet the definition of 
Morningstar as a “To” Fund and (2) All the red ones meet your definition as a “Through” Fund.  
I‟m not saying I agree, just that they meet the definition.  What I‟m saying is that just by looking 
at the blues and reds and how they intersect, right away you can say, “Wait a minute.  The blue 
and red stuff doesn‟t really help me.”  What this chart does is from a directional standpoint, 
directionally speaking, the further you are down and to the left, the more your profile looks like a 
“To” Fund because you are taking less risk at the retirement age.  The further you are up and to 
the right, the more your profile looks like a through fund because you are taking more risk at 
retirement age, assuming people are going to hold it until death. 
 
That is my “To and Through” explanation. 
 
John Dewey 
 
Why don‟t we look at “To versus Through” just one more time.  If it‟s not obvious by now, “To 
versus Through” really doesn‟t give you the insight that you‟re looking for in developing and 
providing solutions for participants because as we‟ve seen through all these different charts, 
you‟ve got a lot of different solutions with different names on them or even the same name on 
them.  So the question to me becomes, “How do you evaluate Target Date Funds and look at 
them across the spectrum?”  What is interesting is Target Date Funds, and DC in general, is 
really a product of the eighties and nineties, right?  With this experience in equity bull markets, 
as a result, you would expect a very high allocation to equities imbedded in DC plans and 
Target Date Plans.   

 
However, in 2008 as we saw, particularly in this six-month period between September 08 and 
March 09, there were 2010 Target Date Funds that lost, in one case, over 40% in that time 
frame.  Now if you are retirement‟s doorstep and you lose 40% of your assets, in my mind, that 
is a little too much risk to have on the table.  Yet if you had that 2010 Target Date label on there, 
you‟re thinking, “Okay, I probably don‟t have that much risk in there.”  
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But, in fact, if you go to the next slide and look at the market average, risk in terms of equity 
factor risk is reflected there in red across all vintages.  Because Target Date Plans is a product 
of the 80‟s and 90‟s, having a huge equity concentration, you can see that the risk here is really 
a single risk factor of equity risk.  In a 70-30 portfolio, for example, 99% of the volatility comes 
from equity volatility.  
 
So going back to thinking about how do we evaluate Target Date Funds and perhaps the 
evolved Target Date Funds, we think there are better solutions out there and ways to diversify, 
which is a fiduciary requirement and mitigate against large losses.  If you go to the next slide, 
you can see a differentiated glide path which incorporates real assets, which are tired to 
inflation, which is the single largest risk facing employees saving for retirement.  In this glide 
path, by the green colors there, commodities and real estate included in the glide path.  Now 
these are high risk asset classes and they switch out with the lighter green over the course of 
the glide path to TIPS which is also linked to CPI, conveniently.  But what we‟re trying to do is 
deliver a glide path that has broader diversification, tied to inflation and, as a result, narrows the 
outcomes for participants in terms of really good outcomes and poor outcomes, which links back 
to why we‟re doing this in the first place.  We‟re saving for retirement.  We have to meet income 
goals or income requirements in retirement.   
 
Let‟s go to the next page.  By crafting a glide path with more diversification, you can see that the 
equity risk factors go down dramatically.  The other risk factors, broad fixed income, 
commodities, real estate and other, start to take up a bigger portion of the underlying pie.   
 
This morning I was asked what if that has been the case in 2008.  In fact, having REITS in there 
in 2008 would have hurt.  But it‟s not just about the down markets.  It‟s also about the up 
markets.  As I mentioned, these funds were really created in an equity bull market.  As we know, 
there are a lot of different markets, evidenced by the 60s and 70s when you had huge inflation 
and the traditional higher rates of returns where equities out-performed bonds which out-
performed cash really gets turned on its head where commodities and REITS out-perform TIPS 
and bonds.  During the 60s and 70s, equities didn‟t even keep pace with inflation.  So the point 
is not to try to figure out which type of environment we‟re going into next but to deliver a solution 
that is appropriate for all different types of environments.   
 
We‟ve run some simulations looking at different types of environments.  A turbulent environment 
would be reflective of the first ten years of this century and a for a normal environment,   we‟ll 
call it an equity bull market, for lack of a better descriptor.  But you can see that by having more 
diversification in the glide path, you actually get a better outcome in terms of investment results, 
with the exception of the normal market which go down a little bit.  But you get those results with 
half the volatility.  We think that is really important.   
 
 Also imbedded in this analysis is guarding against market loses, large market loses.  The left 
tells of black swan events.  We think this is a critical part of the process.  As these become the 
default option for your participants, you want to mark sure you are delivering a solution that is 
thoughtful and does protect them because they are going to be relying on these funds in 
retirement.   
 
Lori Lucas 
 
We‟d like to open it up to questions and while everyone is thinking about their questions, I want 
to touch on and tie together two themes that I have heard so far.  We‟ve talked about selecting 
Target Date Funds and about the selection criteria.  We‟ve also talked about conveying Target 
Date Funds to participants.  I think there is a role for retirement income replacement analysis in 
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both in the sense of selecting Target Date Funds based on how much income they are likely to 
replace for participants in retirement, whether it is on their own or as a compliment to the DB 
Plan.  Then we can say, “Lining them up, here are the funds that are replacing the most.  Here 
are the funds that are replacing the least.  Now let‟s look at the risk-return tradeoffs.   Where are 
we comfortable in terms of both risks and retirement income replacement that is likely to be 
generated when we project out.”  

 
Then you can further take that one step toward participant education and say, “Maybe the best 
way to really talk about Target Date Funds with participants is from a monthly income 
replacement perspective.  How much monthly income will this Target Date Fund help them 
generate in retirement?”  More and more we are seeing the industry moving away from talking 
about lump sums into monthly income in retirement.  I think that is something that people can 
identify with.  “Oh, yeah, I saw my Social Security Statement.  Here is how much I‟m going to 
get from my Social Security.  Here is how much I‟m going to get from my DB Plan.  Here is how 
much I‟m going to get from my DC Plan.”  That helps them digest whether the target date fund is 
getting them to the right place or not. 
 
Then I want to hear from the panelists on the topic of income replacement and Target Date 
Funds.   
 
Dagmar Nikles 
 
I‟ll take the first stab at that.  We believe that, going forward, we‟ll see a shift towards more 
income-based solutions within DC Plans.  When you think about traditionally what participants 
were getting in terms of retirement income like Social Security, often participants had access to 
a DB Plan.  Traditionally a DB Plan offered a guaranteed monthly income.  DC, in that 
framework, was really constructed as a supplementary savings vehicle, providing a lump sum.  

  
Obviously we know with DB Plans being frozen and being less and less important in terms of 
the retirement wealth portfolio, participants are still looking for this level of certainly so that they 
know this is how much I have accumulated in monthly spending in retirement.  Ultimately, I think 
that is how we think about retirement.  We think about the expenses that we have to cover and 
being able to provide a more meaningful measure in DC, not jump lump sum but something like 
this is how much income you have accrued, that‟s going to be very important.  That will also 
allow participant, then, to decide, “Oh, I have not saved enough.  I need to save more.  I have 
monthly spending of $3,000.  I only have $1,500 accrued income.”   So turning a lump sum into 
something more meaningful I think benefits a participant and gives them more control over how 
much they need to contribute. 
 
Glenn Dial 
 
I would agree.  I think when we think about savings inside of a DC Plan, instead of thinking 
about how much do I have, it‟s how much income units, for lack of a better word, can I 
purchase?  How can I turn this into income units? 
I also think we need to think beyond the bounds of the financial markets that the folks, including 
myself, on this panel provide…the products.  In other words, there are some retirees, especially 
if they have DB Plans, the income units they buy might be something like maybe they are going 
to go buy an apartment complex or some hard real estate and then they‟ll rent it out.  That‟s 
going to be how they are going to supply income.  Maybe they are going to start a second 
business at age 65.  They‟ve got their pension plan to pay the minimum bills.  So I think it is 
allowing your participants to keep as much money as they‟ve saved for the last 40 years.  You 
don‟t want to risk it all those last five years, your entire life savings, to allow them to buy as 
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many income units as they possibly can, whatever those income units are.  It could be an 
annuity.  It could be a mutual fund.  It could be a rental property.  It could be a second business.  
They could have the big kind of elephant in the room like enormous healthcare expenses that 
were unplanned for.  They‟re going to need that money to pay for those expenses.  So it‟s going 
to be keeping that money that they‟ve saved and then spend it for whatever they will.  It‟s having 
that option, if you will. 
 
John Dewey 
 
Just in terms of meeting those income requirements, I mentioned this before, but inflation is a 
huge driver of your purchasing power in retirement.  If you have a basket of goods that you 
need to buy today, you can put a price on that.  But in 25 or 30 years, you have no idea what 
that basket of goods is going to cost.  You‟ve got to eat and you‟ve got to have shelter and, 
hopefully, you‟ll get to go on a couple of vacations.  But the thing that I think, and we as a firm 
thinks is so important, is to have income driving the majority of the decisions around this asset 
allocation process.  Hence the need for some real assets to be co-mingled into the overall glide 
path. 
 
Question: (inaudible) 
 
Lori Lucas 
 
Yes, I think this is perhaps one of the most frustrating things that plan sponsors encounter is just 
the number of variables they have to think about and how do they rank them.  What are the 
most important variables?  How do they think about them?  What can our panel say to address 
this? 
 
Glenn Dial 
 
I‟ll take a shot.  To get back to my slide, I would say that it‟s just like any other fund.  First and 
foremost, you want to have a process.  It has to be in writing. It doesn‟t say you have to have 
the right process.  But you have to have prudent process that a prudent expert would use and it 
needs to be in writing, not that it has to come to the right outcome, although you‟d like it to come 
to the right outcome.   

 
 We think, at Allianz at least, that Step 1 is to take this basket of 50 different series of Target 

Date Funds, narrow it down to about 10 that meet your objectives as a plan sponsor in terms of 
your goals and objectives.  What do you actually want your Target Date Fund to be?  Do you 
want it to be “to” or “through?”  Then balance that with your actual participant behavior patterns.  
So what are your participants actually doing when they retire?  Do they leave money in the plan 
or do they take it out of the plan?  So, again, goals and objectives, participants behavior 
patterns, record keeping constraints within the plan, balancing against other benefit plans that 
you may have. Document that in writing so that you can say, “You know what?  We took the 
basket of Target Date Funds, narrowed it down to about 10 to align with what we want, with how 
our participants behave, and with those 10, then we did the traditional analysis.  We looked at 
performance and fees and risk and all that stuff.” 

 
So, again, this is not dissimilar to what you are already doing with every other asset class.  
Right now you have an equity mutual fund.  You don‟t analyze every equity mutual fund.  First 
you narrow it down to the best category, like a large cap growth fund.  Within the large cap 
growth funds, then you find the best large cap growth.  Use the same thought process and 
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narrow it down to the ones that are the right type of Target Date Fund and then do your 
analysis.   
 
Dagmar Nikles 
 
I will agree with Glenn in terms of the starting point as understanding what your objective is as a 
plan sponsor.  What is the appropriate risk level for your participants?  Things that come to mind 
that I would look at are, for instance, if there is a DB Plan that is open.  Let‟s say that participant 
can take benefits through a guaranteed income stream.  With all else equal, you could argue 
you could take a little bit more risk on the DC side.  So that could inform the type of Target Date 
Funds you are looking for.  On the other side, if you have a DB Plan but people take lump sums 
as opposed to income streams, then you don‟t have that floor income and you don‟t have that 
longevity risk insurance that you have with a guaranteed income product.  So that could then 
impact your choice of Target Date Fund.  

  
 Looking at a Target Date Fund, having your objectives clearly set, what really drives the 
outcome that participants receive in a Target Date, the fund is largely the glide path.  The glide 
path is probably the single largest driver of outcomes.  The types of asset classes that are being 
utilized are probably the second most important aspect.  There is a tactical component to the 
glide path.  Then lastly, what type of investment strategies are utilized to implement the glide 
path so index versus active?  I do think there is this hierarchy of different steps that you, as a 
plan sponsor, can go through in terms of analyzing a Target Date Fund and find the appropriate 
fit for your plan. 
 
Lori Lucas 
 
I would say as a consultant, I like this chart a lot, that Glenn has put together because with 
some plans that we see when we talk to a plan sponsor who hasn‟t seen a nice chart like this.  
They are just thinking about performance.  They are saying, “Well, I like that Goldman Sachs 
Fund over there that is in the upper right quadrant and that Putnam Fund in the lower left looks 
good, too.”  As a consultant, you know those are completely different funds.  It‟s like apples to 
oranges.  What you really need to do is say, “Where along that spectrum do you want to be?  
Let‟s compare funds within that part of the spectrum.”  You need to figure out what the risk level 
is and then focus on those funds, as opposed to just going all over and saying, “Well, that one 
looks good and that one looks good.”  But they are completely different funds and you are going 
to get completely different outcomes from them. 
 
John Dewey 
 
That is a great point because the outcomes and the ranges of outcomes in the first generation 
of Target Date Funds were very, very wide.  In the Wall Street Journal, it is a function of luck, 
right, whether or not you‟re going to be able to retire.  It was all dependent upon when you were 
born and what the markets did in some of those periods that were the most critical.  We think 
you can approach it a little differently and a little more tactfully and a little more thoughtfully.  
You can really narrow the range of outcomes.  You going to give up the people who do very well 
and replace 200% of their income, but in so doing, you‟re going to really truncate the left tail and 
bring people up to an acceptable replacement income level.  That is really the most important 
thing a plan sponsor is working towards, making sure this retirement plan is replacing income at 
an acceptable level and perhaps even above that, if things work in their favor. 

 
Question: (Inaudible) 
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Glenn Dial 
 
Yeah, I‟m calling 2008 and 2009 markets sequencing risks so that is the risk of retiring in the 
wrong market sequence.  So let‟s just say that happens once every twenty or thirty years.  You 
pick the number.  You don‟t want to be that participant.  Luckily 2008 happened where a ton a 
participants didn‟t have all their life savings in Target Date Funds.  Because had Target Date 
Funds been around for another 20 years and then a 2008 happens and you just happen to be 
that person retiring in 2008 with your entire life savings, retiring that year, starting to take 
withdrawals that year?  If you are in the wrong Target Date Fund, you are down 41%.  Then you 
start taking 4 to 6% withdrawals per year on top of it, you don‟t recover.   

 
Now think of this in terms of what you thought your income was going to be at retirement just 
went down by 40%.  What 40% of life do you give up?  What bills do you not pay?  What food 
do you not eat when income is decreased by 40%.  So in answer to your question why is such 
emphasis put on it, let‟s not sacrifice 5% of the population on the downside so that another 5% 
can have more money on the upside.   

 
Question: (Inaudible) 

 
Glenn Dial 
 
Yes and no.  What I would say is when you say your best performing Target Date Fund was 
down only 9% and your worst was down 41%.  So where do you want to be when you retire, 
down 9% which a “to” fund or down 41% which is a “through” fund.   It proves the case because 
it is a big difference.  That is your life savings.  Not to get too far off tract, but I think you would 
at least want to know which path you are going down so that as a participant I‟m not going to be 
shocked that I was down 41%.  I can say, “You know what?  I knew I was in that type of fund.  I 
knew I was taking more risk.”  When you look at some of the rational for having some of those 
aggressive funds, some of the fund companies in the industry were trying to solve for the fact 
that participants were not saving enough money so we were going to invest our way out of the 
problem by being more aggressive because we didn‟t save enough.  I think the real solution is 
that we have to save enough.  Let‟s try to figure out ways to get the deferral percents up so that 
we‟re saving enough and we don‟t have to take that much risk at retirement date. 

 
Lori Lucas 
 
As a result of that, I see CDOL hearing because there was so much talk about 2008.  It was all 
about 2008.  We did an analysis at Callan saying, “What if you were that 65 year old and you‟d 
been in the Target Date Fund the entire time you‟ve been working since 25 and you‟ve been 
investing aggressively over a lot of different scenarios.  To your point, even when 2008 hit, if 
you had been investing aggressively, there were so many bull markets that occurred over the 
past 40 years, you would probably have been in a pretty good place.  That is assuming you 
enjoyed all those bull markets.  Even that downturn of 2008 didn‟t kill you.  I thought that was a 
very important thing to understand that 2008 is an important variable but it is just one variable 
and you shouldn‟t base your whole Target Date Fund decision on 2008.  You need to look at it 
over all kinds of different scenarios, long and short periods of time.  But the important thing to 
Glenn‟s point is, nothing should be a surprise.  We did see a number of plan sponsors say, “I 
never knew my Target Date Fund could go down that much.”  That is what you want to avoid.  
You want to avoid those kinds of surprises. 

 
 Question: (inaudible) 
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Glenn Dial 
 
I think you‟re good as long as you document that is where you want to go.  You can say, “I have 
a DB Plan that covers 80% income replacement; therefore, we want to go with a “through” fund 
and take more risk because our participants can afford it because most of their income is going 
to be replaced.  I think that is good enough.   

 
 I can make the exact opposite argument.  I can say, “You know what?  Since most of my 

participants‟ income replacement is going to be covered through my DB Plan,  therefore I don‟t 
have to take as much risk to try and catch up for lack of savings because the savings are 
already there in my DB Plan.   

 
 As long as I document the reason I‟m doing it, I think it will be find either way.  Any differences 

in opinion? 
 

Dagmar Nikles 
 
It is really about understanding your entire benefit package, DB included.  You can‟t look at the 
Target Date Fund in isolation.  It needs to pull into your entire benefits objective.  For many of 
you, the DC Plan is one of the components.  It‟s not the only one.   

 
John Dewey 
 
As things change with the DB Plans and the funding issues, you need to think about the new 
participants that are coming in under new guidelines that may not have the same type of 
benefits that people who have been in a long time have.  There is that, as well. 

 
Question: (inaudible) 

 
Lori Lucas 
 
We do have a slide here from our survey where I think it addresses the trend part of your 
question, at least.  The set of bars that address custom target date strategies, these are target 
date strategies that are custom in that they are developed specifically for the plan.  They are 
based on the underlying funds within the plan.  They are basically just a tailored solution for a 
specific plan that can leverage the economies of scale of underlying core investment funds. 

 
 In 2011, 13.3% of plan sponsors …these were large plan sponsors…said they were using such 

strategies.  These were clearly not in the majority, by any means.  But it is up pretty significantly 
from the prior two years at 10.2% and 8.9%.  So where do you stand on Custom Target Date 
Funds? 

 
Dagmar Nikles 
 
We see a lot of interest in Customized Target Date Funds.  I think the fact that a lot of plan 
sponsors have gotten comfortable with the concept of Target Date Funds, now the question is 
how do we get more mileage out of the Target Date Fund?  Can we tailor it more to the 
participant population?  The type of work we‟ve done around customization is looking at 
population specific characteristics, both financial and demographic characteristics as a DB 
benefit.  Again, is it available as a lump sum?  Is it an annuity-type component?  Is it inflation 
adjusted?  What is the retirement age?  If it is a public company, is there company stock?  All 
those factors can influence the glide path.  There is an opportunity to tailor the glide path to 
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those participant demographics.  When you involved in those decisions, you are involved with 
what the glide path is and the underlying components.   

 
Lori Lucas 
 
You might even be taking fiduciary responsibility with respect to that. 

 
Dagmar Nikles 
 
You can do it two ways.  You can either be the investment manager with the final say on what 
the glide path looks like or you can hire somebody else and delegate to have them do it.  But 
there is that element, as well.   

 So in addition to that is the fiduciary liability.  Then, also, you as a plan sponsor need to monitor 
and make sure that you adjust the glide path if the underlying demographics changes on which 
you have based the glide path.  There are pros and cons. 
 
Lori Lucas 
 
We actually, at Callan, just published this week two page studies in which two plan sponsors 
went through the whole process of trying to figure out whether to do a Custom Target Date Fund 
or not.  They came to very different answers.  If you are interested, give me your card 
afterwards so I can shoot you a copy. 

 I think we had a question over here. 
 

Question: (inaudible) 
 

Lori Lucas 
 
This is getting into a more fundamental question of is it worth it.  As we saw on the chart, there 
are still a number of plan sponsors who still have balanced funds or risk-based funds.  Certainly 
they were thinking of moving in 2008 and maybe thought twice because they saw what some of 
the issues that arose with Target Date Funds.  But how do you make a decision to move to a 
Target Date Fund?  What are some of the factors that may drive people to decide to move to a 
Target Date Fund?  Or, just decide to stay with a risk-based fund. 

 
Glenn Dial 
 
It‟s a good question.  When you look at studies that show the average participant…I know there 
is no “average” participant…but if you look at it versus going your own asset allocation versus 
any asset allocation product whether it is a Target Date Fund or risk-based fund or what not, it is 
just astounding the difference.  The average participant doing their own asset allocation makes 
2 or 3% per year versus the average participant in asset allocation fund gets the 8 to 10%.  It‟s 
anywhere from 300 to 400 basis points difference.  So just having professional money 
management doing it, even the worst allocation service is better than the participant trying to do 
it themselves and trying to do it themselves.  I think even the worst Target Date Fund is better 
than a participant doing their own thing.  With that said, I think in general it is better to try to find 
a Target Date Fund that truly does go after the least common denominator because we know 
that in 401k and 457 plans and any kind of DC plans, participants generally don‟t make 
changes.  So let me give you an example.  I‟m 20 years old.  I go into a risk-based fund.  I do 
into the aggressive risk-based fund.  I probably didn‟t make any changes.  Thirty years later, I‟m 
probably in the aggressive risk-based fund.  At least in a Target Date Fund, I am taking risk off 
the table as I go along.  Some take more risk off than others.  Again, it just goes back to you.  
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How much risk do you want to take off the table?  What I‟ve seen some plan sponsors do is go 
for a very steep curve and take a lot of risk off the table.  During the enrollment meetings, I‟m 
going to tell my participants that want to take more risks to just up the year that you buy.  If I 
plan on retiring in the year 2020, if you want to take more risk, pick the 2030 fund or pick the 
2040 fund.  If you want to go down that road, there are some things you can do. 

 
Question: (inaudible) 

 
Lori Lucas 
 
The bottom line is that as far as the qualified default alternative regs go, the DOL is completely 
indifferent as to whether it is a risk-based fund, Target Date Fund, or managed account.  As 
long as you have a good rational for what you pick, they don‟t care.  I think personally why I‟ve 
seen this migration to Target Date Funds is one specific requirement within the reg.  If you use a 
balanced fund or risk-based fund for a default, it has to be the appropriate risk-based fund or 
balanced fund for the participants in your plan.  When plan sponsors here that, they are like, 
“What?  Appropriate for what?  How do we know what is appropriate?”  Then they kind of go, 
“Maybe we should look at the average person and see if there is a balanced fund that would 
meet the average person‟s needs.”  Then they look at the distribution and say, “We have the 
average person at age 46 but we have a lot of people in their 60s and a lot in their 20s.  How do 
we get comfortable meeting this requirement?”  Some of them do.  For a lot of them, that is a 
real problem for them.  They say, “This is tricky and I don‟t feel comfortable trying to make this 
evaluation in this kind of nebulous world that we‟re in.”  I have seen in that instance Target Date 
Funds become an easier solution for a default.  It‟s pretty straight forward.  You just map in 
according to their time horizon. 

 
 Question: (inaudible) 
 

Lori Lucas 
 
 
Yeah, let‟s drill into that.  I think it‟s on the slide.  A QDIA must be diversified as to minimize the 
risk of large losses.  What does that mean? 

 
Glenn Dial 
 
I actually spoke to Brad Campbell about this.  Brad is the guy who was the head of the 
Employee Benefits Division and Assistant Secretary of Labor and the guy who signed the final 
QDIA regulations.  I asked him that question actually.  It‟s a great question, let me add. 

 
 Here is the guidance that the DOL gave.  They said that a QDIA cannot be 100% equity nor can 

it be 100% fixed income.  That‟s a big help, right?  I was really delving down so I said, “What 
about this statement about minimizing?  To your point exactly, we had some huge losses?  
Aren‟t some fund companies in trouble?”  His answer was, “No, what we are really meaning is 
that we want multiple asset classes so you should be spread across a basket of asset classes.  
They weren‟t thinking in terms of returns of losses.  They were thinking more in terms of 
diversification and asset classes.”   

 The DOL is trying to stay out of the investment guidance business.  They want the industry to 
kind of figure that out and of course the industry keeps looking to them.  It‟s kind of like which 
came first, the chicken or the egg.   Unfortunately, we just don‟t have clear guidance as to what 
we want from DOH.  I know that probably doesn‟t answer your question but that‟s all I have. 
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John Dewey 
 
Your comments about the varied markets and even August markets were very turbulent markets 
where we saw a number of significant losses in current Target Date Funds.  It asks the basic 
question of have funds evolved and what is the underlying risk.  I think it is incumbent on all of 
you to understand what the underlying risks are and how much risk is acceptable across the 
glide path for your participants.  I think by going back to the very beginning, which is where we 
started.  You need to understand, it is not “to” versus “through” but it is what is that level of risk 
across the glide path that is acceptable based on the demographics and characteristics of your 
plan in particular.  Maybe you can take a lot of risk and maybe you don‟t want to take very much 
risk.  But it is unique to each and each one of you.   “To” versus “through” doesn‟t do it.  You 
have to go to the next layer on the onion and keep peeling it and try to figure it out. 

 
Dagmar Nikles 
 
To add to this, the funds that we‟re looking at today, they are using an asset only approach.  
Obviously, those asset approaches are exposed to the market.  You can have the most 
diversified Target Date Fund but if all the asset classes go down, the Target Date Fund will be 
affected by that.  It‟s through the use of guarantees and insurance products where you can 
insulate some of the market events from  a DC investment option.  On the back of 2008, people 
are attaching more value to a higher level of certainty in having an idea of where their income or 
their savings are going to be and how long they are going to last in retirement.  I do think there 
is room to include more guaranteed-type of strategies within DC to provide that more certain 
outcome. 

 
Question: (inaudible) 

 
Glenn Dial 
 
I‟m going to tell a story.  My sister-in-law comes to me about a month ago when they were down 
visiting.  Her husband didn‟t make the trip.  He just changed jobs.  He‟s a machinist.  It‟s a fairly 
big company, a Fortune 500 company that just joined and rolled into the 401k plan.  They went 
to the Director of HR.  He didn‟t have an enrollment meeting but net-net, they brought the 
statement to me and wanted to make sure he was in the right fund.  I looked at the statement 
and he was in the Target Date Fund and he was in the age-appropriate Target Date Fund.  So I 
was thrilled.  I thought this was great.  My sister-in-law was relieved.  She said, “Well, my 
husband was concerned because he doesn‟t like all his money invested in Target because we 
shop at Wal-Mart.”   

 
So, to your point, so now I‟m going to have a conservative, moderate and aggressive series of 
Target Date Funds and I‟m going to explain to the 100 million working Americans that this is a 
problem.  For the last 20 years, we were all told to educate employees.  Don‟t give them advice, 
right?  When we look back on it, how were we going to educate 100 million working Americans 
on how to be good asset allocators and investment professionals?  Most people cannot figure 
out if they are conservative, moderate or aggressive.  Everybody is aggressive in a bull market 
and everybody is conservative in a bear market.  And moderate when they are not sure.   It‟s 
not easy.  It‟s very difficult.  So I like to default to the least common denominator.  Make them 
simple so that the names correspond with what they do.  If folks so want to take more changes 
and want to be more aggressive, then do your education.  Meantime, just tell them to buy the 
higher dated fund, if they want to be more aggressive.  Keep it simple for everybody. 
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Recommendations for Implementing a Roth 457 
 

Moderator:  Pamela Hess 

Speakers:  David Fischer, Steven Montagna, Richard Turner 

 

Pamela Hess 

 

Thanks so much.  We‟ve got a great panel today to talk about Roth.  It really is a timely topic 

and one that I think we‟ve learned a lot about for the past five years that is has been available in 

the private sector and now recently in the public sector. 

 

With me today is David Fischer who is the Deputy Executive Director of the New York State 

Deferred Compensation Plan.  It serves employees of the state and participating local 

employers.  The plan has 190,000 participants and $12.5 billion in assets.  They recently went 

live with Roth in July.  Additionally, Steven Montagna, the Program Manager for the City of Los 

Angeles Deferred Compensation Plan.  He has been in this role since 1995 and with the City 

since 1989.  The City of Los Angeles also implemented Roth in July.  Finally, we have Richard 

Turner who is the Vice President and Deputy General Counsel of Valic.  He leads a team of tax 

benefits and ERISA professionals.  

 

So I‟m going to kick us off today with a backdrop on Roth adoption so far by employers from the 

public and private sector, as well as what we‟ve learned from the private sector in terms of 

employee utilization where it is available.  After that, Richard is going to give us a review of 

some of the Roth basics and review some of the reasons why Roth might be an appealing 

feature for employees.  David is going over some of the more technical requirements and talk 

about in-plan conversions and plan documentation.  Finally, Steven is going to take us through 

some of the communication opportunities and obstacles as the City of Los Angeles has rolled 

our Roth.   

 

We asked earlier this year with our 2011 Transient Experience and Defined Contribution Plan 

Survey who currently has Roth and who plans to adopt Roth in the company eighteen months.    

You can see here in 2011, about 40% of 401k Plans we surveyed offered Roth.  That is up from 

33% in 2009.  It‟s been a slow but steady kind of increase since it was originally allowed in late 

2006.  Of course, it‟s only allowable now in 2011.  We‟ll go over all those details shortly.  When 

we asked employers what they‟re planning for the coming eighteen months, we saw that those 

numbers are obviously going to change quite significantly by 2013, up to half of private sectors 

employers and almost four in ten among the public.   

 

We also asked about the availability of in-plan Roth rollover/conversions.  We‟re going to spend 

a lot of time talking about this today.  It‟s a very new topic and one that is timely, obviously.  You 

can see here, just from the stats that we gathered earlier this year that clearly it is a topic that is 

also interesting among employers with about half of those employers on the public and private 

sector that either have adopted this feature for employees this year or plan to in the next 

eighteen months.   
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Given that Roth has been available in the private sector for over five years now, we‟ve learned 

a lot so you all can actually benefit from some of that learning.  I think we‟ve learned a little bit 

about what works and what doesn‟t and maybe what to expect.  We‟ve seen Roth usage 

climbing among employees where it is available.  So where employees have the option to use 

Roth, nine percent on average are using it.  That‟s up from seven percent in 2010.   

 

We‟re got some really good stats looking at it by age and by pay.  It‟s pretty broad.  The usage 

is fairly broad.  When we cut it by new hires and existing participants, obviously it is a whole lot 

easier to get new participants engaged and making a choice like Roth than it is to get existing 

participants.  So, of course, we see higher usage there.  About fourteen percent of new 

enrollees that have access to Roth are opting to use it.   

 

It‟s also been pretty interesting to look at just the distribution of those that view this as a distinct 

choice.  So over half of participants that are using Roth are also using the before tax 

contributions.  Actually, they‟re adding to their savings, not taking away from their savings.  So it 

is actually leading some employees to save more, not less, as maybe we had feared.  It‟s a little 

more prevalent among existing participants.  So if you are giving them something new, they are 

already savings in their before-tax plan.  They are more likely, then, to save more than they are 

likely to say, “Okay, I‟m going to take this out of my before-tax and put this into my Roth.” 

 

We‟ll talk a little bit more about savings rates in a couple of slides.  When we look at Roth 

usage among employees, there were a few variables that were notable among employers who 

had high usage versus low usage.  The time it was available was obviously a very big driver.  

Those plans that had it in place longer had higher usage.  You can see we have some of those 

statistics here.  For those plans that have only been offering it for a year, the average adoption 

is six percent up to five years at seventeen percent.  Now, I think that seventeen percent is a bit 

overstated because those first movers in late 2006 were almost all financial services companies 

that were getting a lot of calls from their financially savvy employees.  Maybe we won‟t expect 

that, but I think where we see other companies like retailers and other types of corporations with 

maybe less financially astute populations after a few years landing right around eight to ten 

percent which seems like a pretty respectable adoption for something that is fairly new. 

 

We cut some of this by age and by pay because, as we‟ll talk about in a few minutes, there are 

clear benefits to people that are lower paid and younger to use Roth.  These gentlemen will give 

you a lot of those great details in a moment.  But what surprised us was the utilization was really 

pretty broad.  So certainly folks are more likely to use Roth where available, almost seventeen 

percent of them.  Still six percent of those are 50 to 59.  So there is pretty good utilization across 

all age groups.  And, similarly by pay, I really thought this distribution maybe would be a little 

left, but I think a lot of folks are viewing Roth as a savings opportunity regardless of their age 

and their pay.  They are viewing it as a good savings option so we see that it is being widely 

viewed as favorable by employees.   

There is always the question of impact on savings rates.  Is this going to hurt my employee 

population?  Are they going to be so confused that they either don‟t save or they save less.  

This is kind of confusing but what we were trying to get at is looking at people who are only 

contributing to Roth and those that are new enrollees versus existing participants and those that 
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are using both Roth and before tax.  What this is kind of showing is that it is not hurting savings 

rates.  Savings rates among Roth investors are the same or better than those that are using 

before-tax only.  That holds true when we cut it by age and by page and other factors that would 

impact savings rates.  What I had mentioned was that existing participants that are seeing Roth 

as an investment opportunity are actually adding to their savings rates so they are saving more 

than folks that are just saving on a before-tax basis.  So it‟s kind of an unintended benefit but 

good to see, nonetheless.   

 

I‟m going to turn it over to Richard Turner now.  He‟s going to take you through some of the 

Roth basics and give us a nice foundation for what it means to invest in Roth. 

 

Richard Turner 

 

Good morning, everyone.  I have a hunch you‟re thinking about this part of the presentation as 

the “eat your vegetables” part where we‟re going to talk about what are the technical 

requirements.  I‟m going to try to keep it relatively interesting.  I promise you I‟m not going to try 

to make it a lecture.  What I am going to try to do is hit some of the high points, the big themes, 

and then when you get to Dave and Steve, you‟ll get some real meat on the actual 

implementation of the requirements.   

 

 The place to start is that 457b plans first became eligible to offer a Roth contribution source, as 

well as in-plan conversions, at the beginning of this year.  We‟ll talk about both of those.  That is 

why this slide is titled 457b Plan Meet Mr. Roth, because until then, of the three primary deferral 

plans that are out there, 403b, 401K and 457b, somehow 457b got left out.  They got brought on 

board at the end of last year, effective the beginning of this year in the small business jobs act.  

I want to underscore one thing because for many of you, if you get questions from participants, 

if they have read the articles in the press they may come back and say, “Well, I‟m allowed to 

have this now.”  The answer is, “Well, we are permitted to include this in our plan so if we‟ve 

already included it, great, we‟ll tell you about it.  If we haven‟t included it, then here is why we 

haven‟t or here is what our schedule is.”  The key point is that it is only if the plan includes the 

provisions for the Roth contributions and then the next step which is a separate decision of Roth 

in-plan conversions.   

 

 Those Roth 457b contributions are very much like they are in the 403b and 401k, meaning it is 

only the employee deferral.  It is not the employer contributions.  The contributions are made 

post-tax.  That sort of is what it is.  We‟ll talk a little bit more about that and we‟ll hear more 

about that in the subsequent sections of this panel presentation.  Even though the individual 

pays tax on the contributions, those contributions so count against their contribution limitations.  

So those are important details.  As you are thinking about the administration of it, then you‟re 

recognizing, “Oh, I can‟t just focus on pre-tax contributions for applying the limits now if I include 

this Roth component.  I‟ve got to aggregate those to applied limits.”   

 An employee, as Pam was highlighting with some of her statistics and the charts and graphs 

which were extremely helpful, depending on how your plan is structured, can split their deferrals 

between pre- and post-tax contributions.  Again, it depends on how the plan is structured and 

how the participant elects.  Now, I understand that in one of the sessions yesterday, there was 
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some discussion about this.  So I just want to touch on one point that is very important.  457b 

plans still have the rule from the old days, that the salary reduction agreement has to be entered 

into by the month prior to when it becomes effective.  It was just a general description.  That 

hasn‟t gone away.  One of the natural questions is, “Well, what if I want to change the allocation 

without changing my deferral amount?  It was half and half between pre-tax and Roth.  Now I 

want to go 25% pre-tax and 75% Roth.  Is that subject to that rule?”  The first part of that answer 

that there is no answer out there in existing guidance.  However, keep in mind that the rule that I 

was just describing applies to the salary reduction agreement.  So one question may be, “Is that 

decision wrapped up in the salary reduction agreement or is it a separate piece of paper, a 

separate document or on-line function from the salary reduction agreement?”  That may help 

get the answer to the question. 

 

 Personally, I think it is still possible to reach the conclusion that you can make that change in 

breakout between pre- and post-tax, even if it were part of the salary reduction agreement if it is 

clear that there is no change in the deferral amount.  But I will concede that it does get a little bit 

cloudy in that situation.  So, for what it‟s worth…. 

 

 Another question that comes up is, “Can the contributions to the 457b Roth be made by 

automatic enrollment?”  The answer is yes.  However, there is nothing about the Small Business 

Jobs Act in the new provisions for Roth and 457b plans.  There is nothing there that has 

changed the rules that we already knew about with regard to automatic enrollment.  For those 

states that have restrictions and require that a participant make an affirmative election for salary 

reduction, for amounts to come out of their paycheck.  So you can still have that issue.  A lot of 

folks will say, “But, yeah, that was over-ridden in prior legislation.”  That is true but it was only 

over-ridden for ERISA plans, not for public sector non-ERISA plans.  So that is just something to 

keep in mind. 

 

 I‟m also aware that there are states that have been taking a look at those provisions and maybe 

changing those provisions, as well.  The decision on the allocation, whether it is 100% pre-tax or 

100% Roth or somewhere in between, those decisions are going to be made by employees 

based on their own individual facts.  Anybody can probably sit down and do the math of pre-tax 

versus post-tax, pay my tax now versus pay it in the future, but there is a lot that goes into it 

based on expectations.  What do you expect to be paying in tax rates in the future?  What do 

you expect the tax code to look like?  It might look significantly different than it does today and 

how does that affect the decision?  So individual employees are going to make those decisions 

based on their facts and their expectations.  Are they looking for tax diversification, and so on? 

 

 I should also mention that when the money goes into the 457b plan and into a Roth account, 

there is separate accounting within the plan.  It is not just the contributions.  It is also the 

allocable gains and losses that get accounted for separately from the pre-tax amounts.  So now 

we get to the distributions.  When are those permitted?  It has the same restrictions as pre-tax.  

There isn‟t a change there.  That is a point of some confusion because I think folks that may not 

have thought about this in the plan context, but they know the IRA‟s.  They know the IRA rules 

are thinking, “Oh, well there are certain things that happen.”  No, you‟ve got to go back to what 

the rules are for the plan generally.  
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When are those distributions taxable?  It depends on whether it is a qualified distribution or a 

non-qualified distribution.  If it is a qualified distribution, it doesn‟t get taxed but it is subject to 

the same rules that apply on the 403b and 401k side.  Five years plus one of those three:  59 ½, 

disability, or death.  So if the individual hasn‟t reached that, they have separated from service 

and they‟re eligible for distribution but they haven‟t reached one of those, then that is not going 

to be a qualified distribution.   

 

Focus in for a second on the 59 ½.  That is important also because now I‟m going to flip it on 

you.  Even if the individual could get a qualified distribution at 59 ½ you have to remember that if 

they are still working, they can‟t get an in-service distribution before 70 ½ unless they are taking 

it from, for example, a roll-over account or an account that is not restricted in another plan.  If a 

participant is taking distribution from a Roth account within the 457b plan and it is not a qualified 

distribution, then it is going to be subject to those pro-rata tax rules.  Now this is something that  

is also worth noting that it may take some time for the guidance to catch up to this because 

remember that when you look at the code and the regs for 457b plans, there really is not a 

provision in there for a post-tax amount.  So now you‟re talking about having a pro-rata rule 

which presumes that you have identified an after-tax account where taxes have already been 

paid on it.  I expect all of that guidance is going to catch up because it is clear that those are the 

rules that are supposed to apply.   But it is worth noting that they aren‟t there. 

 

When are distributions from these Roth accounts within the 457b plan required?  Their RMD 

rules as they apply to the pre-tax.  That is another point of confusion in comparing them to the 

Roth IRAs.  Roth IRA accounts generally are not subject to the RMD rules during the life of the 

account holder.  So you get a different result when you have the Roth account inside the plan.  

It shouldn‟t be that difficult.  It is really just important to step back and remember that the RMD 

rules didn‟t change because you added a Roth account.  You have the same RMD rules you 

had for the plan before.   

 

How about roll-overs?  If I‟m taking a distribution from a Roth 457b account, can I do roll-overs.  

The answer is that, if I have an ERD, an eligible roll-over distribution, it can be eligible to be 

rolled over to another designated Roth account in another plan.  Generally, it is a direct roll-over 

or it can be rolled to a Roth IRA.  It cannot go to a pre-tax account or a pre-tax IRA.  It is pretty 

simple and pretty straight forward.  Just think of it this way.  Once it becomes after-tax Roth, it 

stays that way from now on.  But also remember that the addition of the Roth rules did not 

change the rules for distributions and eligible roll-over distributions with one except, which I‟ll 

talk about.  The reason I point that out is the individual still has to be eligible for a distribution 

before they can determine whether it is an ERD, before they can determine whether it is eligible 

to be rolled over to another Roth account. 

 

How about in-plan conversions?  That was something that was actually added for all three plan 

types:  403b, 401k and 457b.  It went into effect last year at the end of the year for 403b and 

401k.  But since 457b plans didn‟t have a Roth feature until 01/01 of this year, they didn‟t have 

in-plan conversions either.  Starting at the beginning of this year, in-plan conversions are 

available if the plan includes Roth accounts generally.  There has to be a Roth feature in order 



NAGDCA 2011 Conference 
 

to have in-plan conversions.  And, the plan has to permit the conversion.  That is a key point 

there.  You could decide for the plan that you‟re going to have Roth accounts but not have in-

plan conversions.  But you can‟t do vice versa.  You can‟t have in-plan conversions if you don‟t 

have a Roth.  In-plan conversions are only available for eligible roll-over distributions.  This is a 

little bit confusing because it is still considered a distribution for most purposes.  Therefore, you 

have to go through that process of whether the individually is eligible for distribution.  Even if the 

money never leaves the plan, you can have an indirect in-plan conversion where the money 

leaves the plan as a distribution and comes back in.  But, with most of the in-plan conversions 

the money will never leave the plan.  Still, the individual has to qualify for a distribution. 

 

As the last bullet points out, there should be impact on outstanding loans.  Why is that?  It is 

because the guidance the IRS came out with about these in-plan conversions made it clear that 

even though it is considered a distribution for many other purposes…for example, somebody 

who is still working and can‟t do one of these  in-plan conversions before age 70 ½ if they are 

still working unless they‟ve got a balance that is eligible for distribution such as a rollover 

balance, the IRS made it clear in a notice last year that it is not considered a distribution for 

purposes of loans.  So the loan can basically just move over with the portion of the account that 

is being converted to a Roth. 

Why is all of this important?  That is what I just talked through about this age 70 ½.  That is an 

important thing that people will forget.  You have to be eligible for a distribution of that amount 

first before you can do the in-plan conversion.  Can the plan adopt a provision that says you can 

have in-service distribution of this amount only for the in-plan conversion?  The IRS guidance 

said, “Yes.”   

 

So who can convert?  Anybody that has these accounts, whether it is the participants, a spouse, 

a beneficiary, or payee, whoever is controlling that account at that moment in time.  What can 

be converted?  It‟s the vested amount in the account.  We know that most of your 457b plans, 

that is going to be the entire account so we don‟t have to worry too much about figuring out 

vesting.   

 

The key with the in-plan conversions is that it provides a much larger pool of available assets if 

somebody wants to avail themselves of the Roth feature as opposed to only being able to put 

their contributions into that Roth component.   

 

What is taxable in the year of the conversion?  403b and 401k got a provision last year that if 

you converted, the in-plan conversion, by the end of the year last year you could spread the 

taxation over two years.  That ended last year so that is not available.  So the in-plan 

conversions will be taxed in the year in which they are done.  What is taxed?  It‟s is fair market 

value minus the cost basis.  That is what I was talking about before.  The cost-basis is going to 

be a new topic for 457b.  But I expect we‟ll see guidance catch up on that to sort of tick and tie 

those rules.   

 

There!  I hope the vegetable weren‟t too bad.  Now I‟m going to turn it over to Dave to really 

interesting stuff. 
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David Fischer 

 

Well, if the previous presentation was the vegetables you‟ll have to have, I‟m afraid I may be the 

broccoli.  Some of you like broccoli.  We certainly know what is good for us. Hopefully, you‟ll be 

getting some benefits of the bumps and bruises that we have received.  Really, actually, it‟s 

gone pretty well as far as enabling a Roth 457 plan.   

 

 As far as our history, we‟ve just recently a couple month ago went live with Roth.  We haven‟t 

had an issue yet.  We haven‟t really ever set a target as far as utilization because basically our 

view was let‟s have it available, let‟s education the participants the best we can and those who 

choose to participate will and those that will not will not.  So we didn‟t really have any kind of 

targets.  As far as in-plan rollovers, we don‟t have them available now but it is targeted by the 

end of the year. 

 

 One of the things, and certainly we‟re not the only highly-taxed state, is that the State of New 

York is known for high taxes.  State taxes come into play a little bit, too, when you look at Roth 

457.  In the case of our state, we have fairly high marginal income tax rates.  We also have a 

fairly beneficial tax deduction for retirees, as far as money they take out of the plan.  So I think 

that may mitigate some of the attractiveness of a Roth to employees in our particular state or 

any other state that has a high marginal tax rate along with certain benefits to retirees. 

 

 We‟re going to touch on a few things today.  The first one is going to be more on distributions 

and rollovers.  I‟m really going to touch on the stick issues and you‟re going to hear some of 

these things over and over, partly because in our experience it is the misses and 

misconceptions that occur in the plan.  We get an awful lot of input from our participants, as well 

as some of our service providers of the type of questions that come up or where people are 

going wrong on these types of things.  So we will repeat some of items. 

 

 What needs to be done regarding plan documentation?  That is always a lot of fun working with 

your plan documents.  What issues are needed to consider for payroll procedures?  The 

administrative trustee issues are pretty much all, for the most part, going to be operations 

issues.  Then, finally, just a touch on the area of communication, which Steven will handle in a 

much greater detail. 

 

 The first one, of course, if Roth rollovers.  Here is an area where it‟s only going to be at this 

point people coming from other types of plans because obviously 457 is fairly brand new.  But 

as far as money being rolled over that was a Roth contribution elsewhere, obviously, it is 

allowed.  Never, ever, ever at this point rollover from Roth IRA accounts.  There is a lot of 

confusion in that area because a lot of our plans allow for IRAs to be rolled over or 401k or what 

have you.  What‟s up with that?  I don‟t know why they don‟t allow it but here we are.  As far as 

how you structure that transfer, clearly direct is the only way to go.  There are a number of 

reasons.  If the person has service under the previous plan as a Roth, remember we have our 

five-year roll, whatever service they had under the previous plan carries over with those dollars 

coming into the plan.  An indirect rollover is limited by the taxable amount of the distribution.  I 

don‟t know why you would do it.  For the most part, if you look at a distribution from a Roth 
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account, at this point it is unlikely there is any taxable amount because you can only roll over 

the taxable amount.  That would be the “gain.”  There may be a little bit but, obviously, it‟s going 

to be a very small amount of the account.  You also get no credit for the service in the previous 

plan.  And, you also have mandatory withholdings.  So by the time you are done, it is really a 

very bad idea.  So we would generally suggest that you discourage such activity in the plan. 

 

 Rollover is out.  Obviously, that is just going a different way.  Once again, the same rules apply 

as far as doing a direct rollover to another plan.  It is by far the most preferable.  With an 

indirect, you‟re not really going to be that involved because you are just going to distribute the 

money out to that participant.  If they decide to try to do an indirect rollover someplace else, it‟s 

going to be their problem.  But once again, you want to educate them on the significant 

advantages of the direct rollover versus an indirect.  Of course, they can always do it a Roth 

IRA.   

 

 This is another area where I think there is a little bit of confusion.  It doesn‟t really matter how 

many years of service you had under the 457 plan, 401k and 403b plans.  As far as the 

qualification status of those monies once they reach the Roth IRA account, it is going to be 

based on the Roth IRA account itself.  So, for example, let‟s say you‟re establishing a new Roth 

IRA to receive these funds.  Those dollars are now going to have a new five-year period before 

they can become qualified whereas if you have an existing IRA, it is going to look to the IRA.  

So if you had that Roth IRA for three years and you roll money in now, you‟ll only have another 

two years to wait.  Or, if you had it around for six years, it‟s already going to qualify for those 

purposes.   

 

 In-plan rollovers can already be done to a Roth IRA.  There was already another option for folks 

who really wanted to do this type of thing, as far as converting to a Roth.  Not too long ago, 

there used to be $100,000 income limit which, frankly, I never understood why that would apply.  

Why would you put an income limit on something when you‟re the Federal government because 

the higher the income the person, the more tax you‟re going to receive.  But fortunately it went 

away and I think they kind of looked at that and said, “We don‟t need that anymore.”   

 

 As far as why it is included in our plans, it‟s all about leakage.  Many of our participants are very 

happy to be in the plan.  They realize it is a low cost way to receive investments.  They go 

through the processes that everybody in this rooms goes through to make sure there are 

appropriate investment choices, which they may not have, as they say, the “Wild Wild West of 

the Brokerage World.”  So a lot of folks who would like to have the advantage of going a Roth 

conversion but don‟t want to leave the plan, this is our way to do it. 

 

 It is optional, as I said before.  But it is only available to plans that allow for Roth contributions.  

The term they use is, “in place.”  So you have to have Roth contributions “in place” in your plan 

to be able to do this.  

 

 It is available only upon a distributable event.  This one you really have to hit yourselves on the 

head and remember.  As you heard before, it only happens if a person can receive a 

distribution.  So if you have somebody 40 years old who hasn‟t broken service, they can‟t go an 
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in-plan rollover at this point, for the most part.  It is only pre-tax money and it must, of course, be 

an eligible rollover distribution. 

 

What are some of the key points here?  This doesn‟t really apply too much to 457 plans, but you 

can actually make an amendment to your plan that allows for in-service distributions just for the 

purpose of doing an in-plan rollover.  For the most part, it doesn‟t come into play with our plans 

too much.  It‟s taxable in the year of conversion.  I think that needs to be repeated about 100 

times to any participant who is thinking of doing this and 1000 times that you cannot re-convert.  

Anybody who came from the IRA world realized that you always had the chance to say, “You 

know, that wasn‟t such a good idea.  I‟m going to re-convert back to my tradition IRA.”  You 

could do that up to your tax return filing date plus extensions.  That is not available in the plan.  

So once they make the decision to do an in-plan rollover to a Roth, it is zero irrevocable.  (I hate 

that word.  I can‟t even pronounce it.) 

 

Who can do it?  Participants and beneficiaries.  When I say beneficiaries, if it‟s a plan, it‟s going 

to be a spousal beneficiary only.  Oddly enough, if they are doing a conversion to a Roth IRA, it 

includes other beneficiaries and spousal alternate payees.   

 

Pre-tax rollover accounts are also eligible.  Remember, it talks about what is an eligible rollover 

distribution and if you have availability of the assets, if you have a plan that allows for rollovers 

and those rollover assets are available for distribution at any time, then a person obviously does 

not have to severe service to be able to make in-plan rollover.  Then, once again, direct is 100% 

preferred.  An indirect rollover really doesn‟t work.  In the case of our plan, if a person distributes 

out the money, they close the account.  They can‟t bring the money back to do an in-plan 

rollover.  That is probably true of a number of plans.   

 

A few other points, as you‟ve heard before, is that you can include loans.  They are part of the 

assets of the plan.  You can also do partial in-plan rollovers.  So it‟s not an all or none 

proposition.  As long as we have graduated tax rates, that may make sense for some 

participants.  You can, “Okay, I have this ability to do an unplanned rollover, maybe for tax 

purposes I can do maybe some of this every year or do it over a period of time so I don‟t push 

myself into a higher tax brackets.”  The 402f notice has to be changes.  The good news is the 

IRS Notice 2010-84 gives you model language.   So you can use that to make your changes to 

that 402f notice.   

 

You may need separate accounts for each in-plan rollover because each one may have a 

different timing issue so you‟ll have to look at that with your administrative service agency and 

how well they can record keep things.  When you look at these in-plan rollovers, why may you 

need separate accounts?  Well, not all plans are taxed the same.  So let‟s say for example that 

we are doing an in-plan rollover from 457b regular contributions.  You are not subject to a 10% 

penalty tax.  If you do it from a 401k plan, and it ends up being a non-qualifying distribution, it 

could be subject to a penalty tax.  So there is a reason to keep those monies separate. 

 

As you‟ve heard before, not all the laws are written and certainly not all the regulations are 

written.  There are certain areas that we aren‟t 100% sure how it‟s going to be handled.  One of 
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them is the Specialty Recapture Tax.  I‟m not going to spend an awful lot of time on it because 

it‟s a rather odd creature.  You‟d heard about the five-year rule as far as qualification for money 

to be considered tax-free.  Let‟s go back to the IRA world for a moment and say you are a 40-

year-old person.  You say, “I‟d like to access my money but I don‟t want to pay that 10% penalty 

tax.  So what I‟ll do since I‟m such a bright guy, is I‟m going to convert this over to a Roth.  I‟ll 

pay the income tax and then a couple of days later, I‟ll take the distribution because it would all 

be non-taxable at that point and would not be subject to penalty tax.”  Well, the IRS figured that 

one out in advance and said, “If you do a conversion it must stay a conversion for five years 

prior to taking a distribution or we‟re going to hit you with a 10% penalty tax.”  Once again, this 

is not written in law yet.  I have my opinion.  I don‟t know if Richard or anyone else will have a 

different opinion.  My feeling is that these monies were never subject to a 10% penalty tax, 

therefore the conversion in my mind shouldn‟t subject them to the Special Recapture Tax.  But I 

would throughout the warning that other monies like for example you‟ve had a rollover account 

sitting out there that came from a 401k.  I think that would be subject to the Special Recapture 

Tax.  So it is just something to know about and make sure your participants have some 

awareness of.   

 

A lot of your administrative service agencies may not be 100% ready to process these 

transactions, especially in the in-plan rollover area.  Most of them were involved in the 401k and 

403b business so they have had some experience in dealing with Roth-type contributions, but 

the in-plan rollover is new to everybody and there is an awful lot of programming involved.  The 

larger firms, obviously, have gotten up to speed but it‟s been a mad dash.  When I was a 

teenager and I‟d be going out for the evening, my father never told me to be good.  I think there 

was a very simple reason for that.  As a foregone conclusion, he knew that was not going to 

happen.  But he always said, “be careful.”  I listened to him.  When it comes to these types of 

plans, as far as in-plan rollovers especially, I think that it is important that just because it is 

available doesn‟t mean that you need to do it.  There could be a very significant large tax 

impact.  I would be very nervous about any participant deciding to do this without having spoken 

to their own tax adviser, attorney, accountant, and so on.  They‟re really making a tax bet.  They 

are saying that by paying tax today and sometimes a very large tax bill, they are going to 

somehow save taxes in the future.  It could very well work to their advantage but it could also be 

very detrimental.  Once again, there is no ability at all to re-convert.  So once they make that 

decision, they stuck with it.      

 

 There are a few items on plan documents.  There is some terminology that you‟ll see.  When I 

first looked at it, I wished that we could do this with fewer letter. Designated Roth Contributions 

is really what we call them in plan documents.  They go into designated Roth accounts.  As far 

as the paperwork, any time you are going to have a Roth contribution, you want to have the plan 

amended by the end of the year.  In our case, we have submitted our plan to the IRS and they 

had a few comments here and there but nothing substantial.  They realize that I think it is a 

good idea to have your plan written before you go out and say, “Okay, here is how the plan is 

going to be because if there are changes it might be a little difficult.”   

 

As far as In-plan Rollovers are concerned, once again, you have to have the Roth contributions 

in place.  You can always set this up later.  In other words, let‟s say your focus is real and you 
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say, “Let‟s get Roth contributions going.”  You can certainly do that.  You can always amend you 

plan later to include Roth In-plan Rollovers if you choose to.   

 

In the case of our plan, and I know there are a number of plans who don‟t have this situation, we 

have multi-employer considerations.  We have a number of participating employers under our 

plan.  Not everybody uses the same payroll processes.  So it is important that, in our case, we 

allow each of our participating employers to decide whether or not they were going to 

participate.  So it allowed them to adjust their records and decide whether or not they were 

interested in participating.  So if you are a multi-employer plan, you do want to give some 

thought to what your individual employers may wish to do. 

 

As far as IRS approvals, I don‟t know if Cheryl is in the audience, but they are currently 

reviewing the contributions language.  But as far as in-plan rollovers, so much of this unwritten 

so to speak.  Basically, a lot of folks are just saying I‟m going to incorporate by reference that 

whole terminology of in-plan rollovers and whatever the rules end up being, is how we will run 

our plan.   

 

Some of the decision points, as Richard mentioned earlier, there is some question as far as this 

whole “I make a deferral election this month and it can‟t go into effect next month.”  You do want 

to have some clarification as far as how you handle your processes for payroll as far as 

changing from pre-tax to Roth.  One answer one of the questions, it is possible for a person 

making a 10% pre-tax contribution, simply wants to make it a 5% pre-tax and a 5% Roth.  That 

may be considered in some circumstances.  With a change in their deferral.  It might be subject 

to those rules. 

 

As far as investment elections, in our case we said, “We don‟t care what money type this is.  

You‟ve made an investment election to us.  In order words, you‟ve put 20% in this fund and so 

much in this other fund and what have you.”  In our case we‟ve had such that it is the same for 

pre-tax, as well as Roth.  I assume you can do otherwise, but I think an awful lot of the ASA‟s 

might leave the business if you ask them to because it would be very, very complicated.  It‟s 

sometimes hard enough to keep our participants on-line with one type of contribution money 

type, as well as two. 

For beneficiary designations and other questions, you had a different beneficiary designation for 

the Roth money versus pre-tax.  We made the election to have it the same.  I can certainly see 

a lot of abuse here.  One child says, “Why don‟t you just give me the Roth money.”  Obviously, 

that person is going to receive the money tax-free and the other person is going to be stuck with 

a tax-bill, such as it may be.  

 

As far as distributions are concerned, once again, the rules for the term Qualified Distribution for 

Roth do not trump the plan distribution rules.    The plan distribution rules come first.   

 

Other issues as far as distributions comes down to ordering.  This is another area where things 

aren‟t 100% clear.  In certain areas, for example, unforeseeable emergency withdrawals it was 

made clear in Cheryl‟s presentation yesterday that you have to go to the money that is the least 
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encumbered first.  So if your plan offers rollover money, they obviously have to take that rollover 

money before they can access any of the pre-tax money, the Roth money.   

 

But looking in a little deeper, let‟s say in a regular distribution, would you like your participant to 

be able to elect which money type to take their money from?  We would prefer that.  From what 

I understand, if you are silent in that area, it is going to be pro-rata.  Pro-rata may not work the 

best for most people.   

 

As far as R & D‟s are concerned, once again, what is going to be realized is that the Roth 

contribution or the Roth account balance is part of the calculation in determining the person‟s 

required minimum distribution.  It is unlike the IRA and we‟re probably going to have to live with 

that for a while, but once again, will a person making their elections with their R & D be able to 

select which money type that money comes from.    

 

Loans and UE‟s, there is one thing that I want to just kind of mention.  You may or may not have 

any control over it but we already look at loans and UE‟s as a shame.  We have them because 

we need them and sometimes we just need to take distributions.  But the one thing to kind of 

realize, especially when looking at Roth contributions, is if a person is taking a pre-tax 

distribution, sooner or later, they‟re going to have to pay the income tax on it.  So all they have 

done is accelerate the tax.  In the case of taking money out of the Roth account prematurely, 

they may end up paying tax that they never would have had to pay tax on, depending on their 

circumstances.  It is just something to kind of through into the conversations when we‟re talking 

about Roth.    

 

Then, finally as far as all the other different types of other distributions that you may have like 

QUADROS, typically they are going to be pro-rate.   

 

Public Service Officer, if you have a choice, I think you might want that to be pre-tax.  The Hard 

Distributions are probably like a regular distribution but let the person taking the Hard 

Distribution choose, if possible.  The Retirement Service Credit, typically we want them to be 

pre-tax, if you have that ability.   

 

As far as payroll procedures, a new payroll slide is certainly required.  In many ways, this is a 

different payroll slide than what we‟ve seen in the past because with pre-tax, it was fairly simple.  

It was not real simple, but fairly simple.   Federal was pre-tax.  It was deduction.  State was 

dependent on the state.  Not every state, of course, gives you a deduction for these things.  As 

far as the Roth is concerned, for Federal purposes, it is obviously taxable.  For most states it is 

also going to be taxable.  So it will have a different tax impact than what we‟ve looked at 

previously. 

The one issue that does come up though and you really want to think about it when you design 

your plan, is the post-tax nature may complicate issues.  In other words, if you think about it, if 

someone says, “Well, put 100% of my pay away.”  Let‟s say they are only making $18,000 or 

$17,000, or what have you.  The reality is that if they run out of money and they are deferring 

their entire paycheck, there is no tax due out there because the taxes go down with the amount 

of their contribution.  But if somebody were to try to do that in a Roth scenario, try to put 100% 
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of their pay in doesn‟t work because there has to be tax on it.  So sometimes you limit it or your 

ASA will have some sort of mechanism to account for that so you don‟t have a negative 

paycheck. 

 

It is also a good ideas to announce early so the employees can plan ahead.  By now, I think, 

obviously, you‟ll be looking at a start date probably like January 1 than anything else, but it does 

allow for those participants who say, “I do want to do a combination of pre-tax and Roth.”  It 

gives them the time to kind of change their allocation so they can meet their individual goals.  

 

There is also some new coding. We were talking about the broccoli part of things, the W-2 code 

will be EE. Sooner or later they‟re going to run out of letters.  Maybe we‟ll have a party. 

 

As far as issues with the ASA and the trustee custodian, obviously the ASA is your record 

keeping.  Will they be ready?  In most cases they will be because of the previous experience 

with the 403b and 401k world.  As far as the custodian, your trustee, is concerned, they are 

going to have to deal with some new tax reporting.  Fortunately, most of that has been issued so 

it is just a matter of them going the actual programming on their computers.   

 

Separate accounts, of course, are required for Roth contributions and in-plan rollovers.  Just 

make sure that you never have anything that allows money to move from one bucket to the 

other.  For example, any plan that has a matching contribution, for example, is pre-tax 

regardless of whether or not you are counting both Roth and the pre-tax contributions.  Pre-tax 

money always has to go to the pre-tax side, as far as the bucket is concerned.   

 

When you think about it from the ASA‟s perspective, I could easily see eight account types.  If 

you think about it, you‟d have a pre-tax account.  If you do have a roll-over account that is 

specific to 457 rollovers to preserve the 10% penalty benefit.  You can have other types of 

retirement plans.  So there are three.  You have Roth contributions.  You have Roth rollovers.  

Well, you could have two types of Roth roll-overs.  You can have the Roth rollover from the 457 

plan and from 401k and 403b.  You can also have in-plan rollovers.  Once again, they could be 

from the plan or they could be from an outside source.  So there is a lot of complication that can 

really be a problem with these types of things.       

 

Finally, on communications, Steve will go into much greater detail.  Frankly, he‟ll be pretty 

entertaining because I saw some of the slides.  I‟m kind of excited.  But it is an extensive job.  

When you start looking at all the ways we communicate to our participants, the print materials, 

the website, possibly voice response units, everything was tied to pre-tax and deferral.  Now 

you have to change everything if you do have a Roth feature in there.  It is kind of surprising 

how time consuming it is.  So if you are thinking of doing this for January 1, for example, really 

start looking at your materials today because I think you‟re going to need that much time.  

 

Finally, on one personal note, we looked at a lot of the calculators that are available to help 

people go through the process of determining whether or not the Roth contribution is a good 

choice for them.  Just for this audience, I think it is very important that you look at those 

calculators and make sure that they are 457b friendly, but also friendly to your plan.  A lot of 
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those calculators were designed for 401k and 403b.  You may find some language in there that 

really isn‟t consistent with your plan. 

 

Without further ado, I‟d like to turn it over to Steven.  He will tell you how to convert all of this to 

actually English so people can understand.  Thanks. 

 

Steven Montagna 

 

Good morning everyone.  How are you?  Are you having fun?  Yeah?  Okay.  So this is the fun 

part.  We‟re going to talk about how we take all this information that we‟ve learned and actually 

translate that back to participants in ways that are going to make sense to them.  So I‟m just 

going to get a feel for where everyone is at here.  How many plans out there have already 

implemented Roth?  Raise your hand.  Okay.  How many of you, whether you have 

implemented Roth or not, if you were eligible to contribute to a Roth account within a plan, feel 

like right now you know everything you need to know and have all the information you need to 

have to make a decision about whether you would contribute and how much you would 

contribute?  Show of hands?  Not as many.  That is great and we‟ll come back to that in a little 

bit.   

 

This is another show of hands one.  For those, whether you have implemented Roth or whether 

you are planning to implement Roth, in terms of what will keep you up at night and what you 

would be worried about, looking at these three, how many would be most concerned what you 

need to do to handle the payroll side?  Show of hands.  Okay. 

 

How many are most concerned about the legal issues and the plan document changes and 

getting those done in time?  Show of hands?  Okay.   

 

What about education and communications?  How many are worried about that?  Hey, I like 

that.  So you can guess which one I think is the right answer.   

 

So in the city, that is exactly where we had the focus.  The thing about the plan document is 

that, in the end, the plan document will get changed.  It will get revised because it has to, right?  

The same thing with the payroll.  There can be lots of drama about, “Oh, the payroll, the 

payroll.”  But at the end of the day, the payroll is going to get done.  The plan is not going to 

launch until the payroll is done.  They thing about communications is that like a lot of 

communication efforts we have, there is kind of a tendency for us because it doesn‟t need to get 

done in a particular way.  There is kind of a tendency to leave it to the end or say, “The TPA is 

going to take care of that or the consultant.”  It can be kind of lost in the shuffle.  So what I‟m 

going to suggest to you today is that really, this is the most important piece.  This is where the 

rubber hits the road because if people don‟t understand it, they‟re not going to use it.   

   

I find Roth really interesting because it presents some interesting challenges and also a very 

unique opportunity.  So Challenge Number One is that you are really flipping their world upside 

down.  All these years, we‟ve been saying, “Hey, you put your pre-tax money in here and then 

you‟re going to take it out and pay tax over here.”  All of a sudden now, we‟re saying, “Oh, well, 
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but you can put your after-tax money here and then you don‟t have to pay tax over here.”  It 

sounds really simple to use particularly because we‟ve been here and we‟ve been coming here.  

We‟ve learned all the rules but the reality is that actually that this can be a little bit jarring to 

participants.  In fact, one of the issues that we discovered in our plan is that even some of our 

local reps who have been used to talking about the plan and explaining this, it was a little jarring 

to them, too.  They had to get comfortable with it.   

 

The next challenge is more complexity.  Yuck!  Every year it seems like there is something new 

we get to add.  We‟ve got some latest gismo, something that is going to make them all rich and 

something that is the latest thing that is going to make the plan wonderful.  From a certain 

perspective, we have to be aware that this is just one new complexity that we‟ve added that 

we‟re asking them to understand.  So keep that in mind.  This is sort of how they are looking at 

it.  But there is an opportunity.  They may actually be listening to us.  

 

This is my dog, Willow.  When I was talking to her and explaining Roth, she was attentive.  She 

was really, really fascinated by it.  I tried to explain it to her in terms she could understand.  This 

is where the opportunity is.  It is not just about learning about Roth.  Because Roth impacts all of 

your active employee participants, everybody needs to make a decision about Roth at some 

point.  If you are going to change your contribution amount, you‟re going to need to make a 

decision in the future.  Is it going to be a pre-tax dollar or an after-tax dollar?  This is an 

opportunity to reengage them with a plan with an account to think about their retirement.  We 

don‟t actually get a lot of opportunities to do this where they are paying attention.  So what I‟m 

saying is don‟t miss it.  Take advantage of it.  Don‟t just sort of add this on and move on to the 

next thing.   

 

Here is some info about the City of LA.  Everybody wants to know what is our plan like and 

whatever.  We‟ve got $3.3 billion in assets with a participation rate of 70%.  There are a little 

over 40,000 participants with an average account of $82,000.  We do have loans.  We don‟t 

have a match.  (blah, blah, blah)   

 

So how do we get their attention?  When I sat down with the brain trusts that I work with in our 

plan for developing communication materials and thinking about issues, I said, “I want to do 

something different.  I want to think outside the box here.  I don‟t want us to do stuff that we‟ve 

always done before.  One thing I really don‟t want to do is „Wordy Roth.‟ “This is (kind of) what 

„Wordy Roth‟ looks.  This is a thing where we‟ve disclosed all the rules.  This is the document 

where you go to the people who handle the compliance first and we‟re like, “Tell them 

everything they need to know so that we don‟t get sued.”  That is what it ends up looking like.  

From the participant‟s point-of-view, it puts them to sleep.  They‟re not really paying attention.   

The other thing we didn‟t want was I call „Polished Roth.‟  „Polished Roth‟ looks like these 

people.  These people show up in all of our retirement plan literature.  The same people like 

these retired people.  They are very happy.  They did very well.  But it‟s gotten so uniform.  It all 

looks the same.  I don‟t think people are really paying attention to most of it.  If I was forced to 

use this kind of stuff, I would write the captions.  This is what I would do for the first one.  

(laughter)  She‟s really happy because she knows that when Grandma goes, she doesn‟t have 

to pay that tax.  Of course, this couple….  And then there is this sweet old couple.  (showing 
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slides)  So unfortunately, that would never get through compliance.  That was the only way I 

would have gone for that.   

 

So I said, “What I am interested in is something that is engaging.  I want something they are 

going to read, something they are going to understand and something that wasn‟t written to 

pass legal.”  So I got the brain trust together and said, “What do you thing?” It was little quiet.  

They weren‟t really sure where I was coming from.  I said, “Does anybody have any ideas?”  It 

was pretty quiet.  So I said, “Well, what if we had this nest egg, like we‟re talking about a 

retirement nest egg?  And, what if we had Egg Number One, right?  That is your pre-tax egg.  

Then we had Egg Number Two and that you‟re post-tax egg.  Maybe we could make them into 

characters and make it fun.  Wouldn‟t that be really cool?”  This was the initial reaction that I got. 

This is Number One.  (laughter)  Then after they thought about it a little bit more, I got this.  

(laughter)   

 

I just thought this Roth thing is so important, I said, “I want my damn eggs.”  (laughter)  So I 

actually went to our consultant and I said, “Give me some candidates for what these eggs might 

look like.”  So here is one and here is two.  They‟re cute.  They‟re sort of interesting.  They‟re a 

little more polished than I‟d like.  We did ask some participants what they thought about them.  

But they weren‟t really doing it for me.  They were a little overcooked, I don‟t know.  So at the 

end of the day, these were the egg characters that we went with, Roth Hudson and Doris 

Deferred.  (laughter)   

 

For the city‟s plan, this has actually worked really well.  We have this kind of a Hollywood film 

theme going on with our plan.  These folks worked absolutely perfectly here.  What is not to love 

about them, right?  They are so cute!  They are just adorable!   

 

We had the characters so we had the look.  Now we had to actually put together the literature.  I 

wanted it to be a very rigorous process.  We did brain storming.  We drafted the communication 

piece.  We tested it with the focus group.  I have another question for you.  How many plans out 

there have every used focus groups before in your plan.  How many of you use them regularly, 

like consistently?  That is great.  We had done them sporadically before Roth.  What we got out 

of Roth was we should be doing this all the time with everything.  The reason is because it is 

really difficult for us to get outside of our heads.  We learn this stuff.  We learn all these 

wonderful details that we have to learn.  But then when you get to the part where you are 

actually translating it, all of that education and information gets in the way.  You can‟t sort of get 

your head out of where they‟re at.  I can tell you having done a number of these before, when 

you have that moment when you‟re talking to a focus group member and you want to roll your 

eyes because you like, “They don‟t know that?  They didn‟t get that?”  That is the signal to you 

that you need to do a better job translating information because if they don‟t get it, the bottom 

line is they don‟t get it.  Our job is to actually help them get it. 

 

You can see the very last thing that we did at the end was this compliance legal review.  By that 

point, this has been tested.  The focus groups have looked at it.  Don‟t mess with it unless 

you‟ve got something really big going on here.  So we did okay there. 
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Now I want to share with you a little bit about the results of the focus groups.  For me there were 

two key questions that had to be asked.  The first one we asked was, “Pretend you receive this 

document at home.  How likely is it that you would actually read the entire thing versus putting it 

on to the side and saying you‟ll deal with it later?”  Actually, from our focus group participants, 

100% said, “Yes, that‟s awesome.”  Then we asked, “Were there any parts that you had to re-

read twice because you didn‟t understand what you read the first time?”  Actually, 100% of them 

said, “No, we understood everything.”  So I was ready to go home.  That was terrific!  We had 

done what we wanted to do. 

 

Now the non-essential question was, and I was really curious to know what the answer to this 

one was, “Did you like those eggs?”  Actually, most of them did.  There were some who did not 

like the eggs and, actually, they sort of explained they really didn‟t like the eggs.  But that was 

okay.  In fact, if 100% said they hated the eggs but the answers to the first two questions stayed 

the same, I would have been okay with staying with what we had because the bottom line is that 

it‟s not about winning a popularity contest.  It‟s not about looking pretty.  It‟s about did you read 

it?  Did you understand it?  We had met our objective there. 

The last question was the one that wasn‟t so cool that we started to learn from the participants 

here was, “After reading this, were you prepared to take action or did you want more 

information?”  Actually, nobody was ready to do that.  They told us, “This is really cute.  We 

understand it.  It makes sense.  It‟s great.  But it doesn‟t need meaty enough.  It doesn‟t feel like 

you gave us enough information.”  So we added some things.  We added a Q & A.  We added a 

cover letter to make it seem more official.    Then we retested.  

 

So here is Round Two.  Again, we asked these questions, “Would you read it?”  They said, 

“Yes.”  “Any part you had to re-read?”  We had a few more people say they had to re-read but 

we had added more information.  So that was to be expected.  Of course, we wanted to make 

sure they still liked the eggs.  They did.  We scored a little bit higher on, “After reading this, were 

you prepared to take action?”  What was really interesting in this focus group was we got like a 

little warning.  We got some information at the very end of this discussion that was really 

interesting.  We started getting into, “Why aren‟t you ready to do something.to take action?”   

What came out was that participants were nervous about it.  They were bringing a certain level 

of fear to making the decision.  They were worried about making a mistake.  It was kind of like 

the investment anxiety that most participants have which is, “This is way out there.  I don‟t want 

to make a mistake.  I don‟t want to screw up.”  What we ended up adding as a result of that is 

we tried to communicate in the literature, “Don‟t worry too much about this.  This isn‟t any way to 

break this egg. You can put a little money in pre-tax.  You can put a little money in Roth.  All that 

is going to do is give you options.  When you retire, it may make more sense at one point in 

your life to take out a pre-tax.  There may be another point where it makes more sense to take 

out of Roth.  If you‟re not sure what to do, you can do both, but don‟t worry about it.” 

 

So I‟m going to run through the brochure quickly so you can see what it looks like.  Here is our 

front page.  On the second page, we kind of walked them through the basic difference between 

the two.  One of my staff had the idea of putting in this torn dollar bill to represent whether it was 

post-tax or after-tax, which worked really well.  The focus group really loved that.  Then we had 

different egg recipes.  They get to see contributions as one recipe and distributions over easy as 
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another one.  This was just like a little way to compare and give them the message that the 

rules are pretty much the same.  There are a couple differences, but mostly the plan sort of 

operates the same way that it did.  This is not a new plan.   

 

This is the page we talked about earlier where we try to communicate here like, “don‟t worry 

about it.  There doesn‟t necessarily have to be the right thing.  You don‟t necessarily need to go 

consult with a tax adviser to figure it out.”  This is the Q & A.   

 

When we got to putting the information out there, what we wanted to do in a very short window 

of time, less than two months, we wanted to hit them multiple ways so that they were 

acquainted with the information so we did a special mailing.  We put information on the website.  

We did group meetings and seminars.  We sent a city-wide email.  We put it in their quarterly 

newsletter.  We put ads actually in different city publications and union publications.  The 

information was popping up there and they‟re seeing it because this is the prime time to get their 

attention. 

 

What worked?  I think we got their attention.  I think that they sort of understood the basics of 

the concept.  We only implemented this in July.  August was the first payday that we could take 

a contribution.  So after three paydays, we were up to 1.6% of our contributing participants who 

are using Roth.  I think that is pretty good.  What we sort of expect as time goes on, although 

the plan will continue to communicate information about it, this is really probably going to be 

primarily peer driven.  People are looking for that comfort level.  They want to see if their 

neighbor did it, then maybe they‟ll do it. 

 

Where do we have more work to do?  I think that issue about the fear of making a mistake is 

going to continue to be out there.  We need to continue to work on that and to give participants 

reassurance that this is not a huge deal.  

 

The other thing that is interesting was that one of the things that we discovered was that 

participants were sort of under-estimating what their taxable income was.  I had this experience 

with a guy that I work out with at the gym downtown who is also a city employee.  I was talking 

to him and said, “So you know, did you get the Roth information?  What did you think about it?”  

He said, “Yeah, it was interesting but I‟m not really sure if that is for me.”  He‟s been with the city 

for a long time and I asked him, “How much do you have in your account?”  He said, “I‟m not 

really sure.  I think maybe $100,000.”  I said, “Would you like for me to go look it up and tell 

you?”  He said, “Sure.”  So I went back and I looked it up.  He had $340,000 in his account.  I 

come back the next day to the gym and I said, “You know you got this amount of money.  

Actually, you‟re going to be making, after making a little calculation for him that I could show him 

on paper, like 125% of what you were living off of when you were working.  You‟ll be making 

that when you retire.  When he saw that, the light bulb went on.  The next day he came over and 

he signed up for Roth.  So we had this kind of experience over and over.  The key was we 

haven‟t given participants the tools, the communication tools, to really make the assessment of 

whether they‟re going to have more taxable income later which is really key to making the Roth 

decision. 
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So one of our projects that we‟re working on is putting together retirement calculators that are 

really easy to use, not some of the off-the-shelf stuff.  We want it custom.  We want it when 

we‟re going to test it out on focus groups.  We‟re going to make sure that they tell us that it 

makes sense for them, that they can use it because we don‟t just want to put it out there and not 

have anybody use it.  But I think that is really going to be the key.  If you give people the tools 

and they‟re easy to use and they‟ve got the information and it‟s easy to understand, they‟ll take 

advantage of that. 

 

In closing, I would just like to say one last thing which is when it comes to communications, I 

started off earlier saying there is a tendency to do it at the last minute and give it to somebody 

else.  It‟s really crucial in this modern age we live in and in which people are exposed to so 

much information that we spend time doing this because we have to compete with a lot of 

informational clutter out there.  To do that, you need to take risks.  You need to take chances.  If 

you do what everybody has already done before, you can expect that a lot of people, probably 

most people, are not going to be paying attention.  So take some chances.  Take some risks.  

Have some fun because this is really the fun part of our jobs.  It can be the most fun.  So have a 

ball and we hope you enjoyed the show.   

 

Pamela Hess 

 

So I‟m guessing you guys are all hungry now.  But it‟s not breakfast.  It‟s going to be lunch time 

pretty soon.  But before then, we just wanted to wrap up and give you some of our final thoughts 

and then open it up to have some questions from all of you.   

   

It‟s clear from the experience we‟ve had on the private sector side so far that it has proven 

useful to participants.  From the trends we‟ve seen and the proven success out there as well as 

the excitement that this will likely become an inherent feature in retirement savings plans.  But 

to make it successful, it is clearly a big challenge.  When we look at employee usage in some of 

those 401k plans that had the feature for some time, one of the major differences in utilization is 

in those sponsors who maybe just put it in and got it in quickly without taking the time to engage 

and make it a big roll-out and communicate from multiple channels, helping employees 

understand, especially when they are obviously new in the plan.  It‟s a great time access them.  

Modeling tools can be a really big help to keep it, as Steven just showed you, simple and 

interesting.  Now we‟re going to turn it over all of you.  You can feel free to ask some questions 

of our great experts up here.   

 

Question: I‟m not sure if I misunderstood or not, but the last speaker was talking about making it 

less frightening and an earlier speaker was talking about hoping someone speaks to a tax 

accountant before they do this.  Those seem to me to be close to 180 degrees difference 

amongst the speakers.   

 

Pamela Hess 

 

Yeah, I‟ll kick it off and then turn it over to the gentlemen.  I think that I did like what Steven 

called it in that there is no right or wrong answer.  This is not going to completely derail your 
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future if you make a choice maybe isn‟t perfect.  There is no perfect answer.  It‟s going to vary 

by person.  But, gentlemen, how would you weigh in on that? 

 

Answer: Actually, where I was trying to scare everybody was in the area of in-plan rollovers, not 

necessarily making Roth contributions.  I think these were really focused towards Roth 

contributions.  There really is an awful lot of Halloween characters there.   

 

Answer: I think I would say there is a way to do both.  Like in your job, your challenge is always 

to translate complexity in ways that make sense.  Yes, you may tell people to go talk to an 

adviser.  But give them some tools first.  Don‟t just kind of throw them out there and say, “This is 

so complicated we can‟t talk to you about it at all.  Go talk to the expert.”  There are ways that 

you can give them some education and some information that can help them. 

 

Answer: I would just add one thing which sort of ties both of those together that for an individual, 

just like Steve said, it is important that they get enough of an understanding even to know what 

questions to ask to whomever they are posing those questions…their tax adviser, whomever it 

is.  Then the other thing that I would note is, to echo an earlier comment, for in-plan 

conversions, those can involve much larger investment decisions.  So, again, to whomever 

they‟re speaking about investment decisions, making those kinds of choices can have a 

significant tax impact on them today for the conversion and then also there could be a 

significant impact on what happens to them down the road when they take their withdrawals.  

So, like any large decision, it is one that they are sure that they are adequately informed, 

however they get that information. 

 

Question: I‟m a retiree.  When I first heard about the Roth option and the in-plan conversions, I 

got very excited.  I thought, “Wow, this is really a great opportunity.”  Then somebody mentioned 

the RMDs so I‟m sitting here wondering if there is an advantage for somebody who is retired.  

For someone who is going to have to deal with those RMD‟s, is there a chance the RMD‟s will 

be removed?   

 

Answer: I‟ll jump in on that one.  I don‟t see anything on the horizon that would take away the 

RMD requirement with respect to the Roth component of a 457b plan account.  However, if an 

individual is taking their RMD‟s, in many cases a participant has to take RMD‟s and doesn‟t 

really need to take that amount, it may be helpful to be able to take that out of a Roth portion of 

their account that is not taxable, assuming they have met the timing requirements.  So it can at 

least be easier not to have to pay tax on that withdrawal.  It may take a little bit of the edge off of 

having to take a withdrawal if they didn‟t need it.   

 

Answer: The only think that I would add is that quite often we spend a lot of time focusing on 

income tax issues.  Sometimes from an estate planning view point, there may be a particular 

reason why you want to pass assets tax-free to somebody.  So it may trump all of the tax impact 

issues and questions in RMD‟s just from the point that you real goal is to pass tax-free assets. 

 

Pamela Hess 
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Gentlemen, I‟ll ask you a question that I was thinking about as you were speaking.  Given that a 

lot of record keepers have already been implementing Roth for some time on the private sector 

side, is it a good time to be offering it on the public sector side because you can benefit from a 

lot of things that are already available or how much does it need to be customized to your plan? 

 

Answer: I would just throw out one thought that there are actually a number of providers that 

have the Roth feature on the public sector side for those 403b and 401k plans.  So I think it is 

not as big a leap as If it was all on the private sector and going to the public sector.  But I think 

that folks will find that there is a lot of work that has already gone into it.  There is a lot of 

thought that has already gone into it.  Clearly, I think we have identified and talked about a 

number of things that are unique that would have to be addressed that Steve was talking about 

that looks like they did a great job in addressing. 

 

Pamela Hess 

 

Great.  One other thought that I had if nobody else has any questions was just on the utilization.  

One thing that occurs to me is that some, the 17% that is showing the usage after five years 

seems not likely for most plans, but I don‟t think that is necessarily a failure.  What do you think 

would be a success rate after a few years of having Roth? 

 

Answer: I think for our plan, we‟d definitely want to do better than average.  I think the trend 

matters the most.  So we want to see that it is growing because if it‟s not growing, it means that 

we‟ve lost touch with it.  We rolled it out and forgot about it.  That is the hard part that we are all 

so busy.  Marketing and keeping people‟s attention is really challenging.  But this is too 

important.  It is a really key decision and has a huge impact on what happens to people in the 

end when they are taking people out.  

 

Answer: I know in my case, if I got that brochure, I‟d sign right up.  The only other thing I‟d say is 

that we‟re so early into, I think we want to see how the demographics work out and maybe in a 

year out or less, see who is signing up.  For example, from my personal perspective, I think the 

younger employees in the lowest tax brackets should be the most likely to be using it although 

we see the demographics don‟t always work out that way.  Once again, we can retool our 

communications so that we address those people. 

 

Answer: One other thing that I would throw out there is that folks are going to be looking at is 

what is the environment in which they‟re making the decisions.  I think we‟re all watching and 

waiting to see what happens with things like tax rates and if any of the decisions that are going 

to be made might affect retirement plans.  If you assume that the plan rules stay essentially in 

place as they are but you start to see decisions around higher tax rates, then you could see a 

big run to things like Roth accounts.  You might see a faster uptake. 

 

Question: Hopefully, it is an easy question.  With regards to loans, I‟m a new employee.  I‟m 

contributing 50% in traditional 457 and 50% into a Roth.  Five years down the road from now I 

have $60,000 accumulated in that account.  I want to take out a loan equal to 50% of my 

balance.  Well, in theory, because I can‟t take it all out of traditional so I have to part and part.  
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How do I make those payments by a payroll deduction back into that account.  Do I have to set 

up two separate payments splitting half of it as a pre-tax payment and half of it post-tax?   

 

Answer: We have one solution.  I‟m not sure it‟s good for everybody.  In the calculation of the 

50% limit, we include all account balances.  But the amounts could only be withdrawn from the 

pretax.  Once again, that might not be the best for everybody.  But then you would only have 

one money source that it gets returned to.  Once again, I think everybody needs to look at that.  

I think it is an excellent question.  

 

Answer: I think there is another possibility that can address some of those concerns and 

considerations.  For example, taking into account the entire account balance, both pre-tax and 

Roth in determining the eligibility and the administrative system might actually process two 

loans, one from each bucket, in order to facilitate the repayment.  I‟m just thinking out loud here.  

You‟re not going to see in the rules a recipe that says, “Here is how you handle it.” 

 

Answer: I think if there are repaying a pre-tax loan with after-tax dollars anyway, they are 

essentially paying both with after-tax dollars.  It‟s really up to the record keeper to characterize 

the money coming back in one way or the other.  I don‟t think you would need two different 

payroll deductions.  I don‟t know. 

 

Answer: I think one of the concerns is that you need to keep in mind that you have two buckets.  

You have the pre-tax and the post-tax.  You can‟t sort of use the loan repayment as a way of 

transferring money from the pre-tax into the post-tax.  I think that might be the effect of what 

you‟re describing, although I think from a simplicity standpoint, I love it.  But I think that could be 

a little bit problematic.   

 

Question: Pam, your slides were very enlightening about some of the demographics.  One of 

the things that we were noticing that is really interesting about people taking advantage of the 

Roth is that there is a lot of circumstance having to do with family income and are they max 

contributors.  We have a fair number that are maximum contributors so they have access 

income.  They are looking for, “Wow, I‟m going to get less of a take-home check but I‟m going to 

get all this tax-free money in the future in the account.”  So many of the people, like Steve and I, 

we‟re always asking people, “What do you think?  What did you think of the literature?  What are 

you going to do?”  Many of them say, “Well, I‟d like to do it but I really can‟t afford less take-

home money so I really don‟t want to do it right now.”  That is one of the challenges that I know 

we‟re going to face.   

 

Pamela Hess 

 

Absolutely!  Especially right now, given it‟s a tough time and folks might be a little more nervous.  

Pay raises are not what they used to be.  Clearly, that can be a hurdle.  That is why I think it has 

been interesting to see some of the existing people actually saving more or even saving at the 

same rate, theoretically, that is costing them something.  To see that it really hasn‟t really hurt 

savings rates could mean maybe that only people that can afford it are doing it because 

otherwise, we might expect some of those savings rates to go down.  That‟s a really good point. 
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Answer: You hit on a very important point which is that if you are talking about somebody who is 

currently contributing at the limit and would like to contribute more if they could, this is a way for 

them to do it if they make the same contribution or the full contribution at the numerical limit, 

$16,500, if they are not eligible for any catch-ups.  But they make it on an after-tax basis.  That 

is the equivalent of contributing a larger amount on pre-tax dollars.  You figure out how much 

larger amount it is by taking that $16,500 divided by one minus their tax rate.  So they actually 

get to bump their contribution limit.  That is true across IRAs and plans.  Take that one step 

further for in-plan conversions because that can be, if they have that money available to pay the 

tax so that they convert the entire amount and pay the tax from outside funds, a large additional 

contribution…effectively. 

 

Question: Is there a withholding requirement when you do a conversion within the plans?  Are 

we going to have to? 

 

Answer: No, a conversion has no withholding requirement. 

 

Answer: By the way, that doesn‟t mean they don‟t owe the tax and once again, I‟m not trying to 

scare anybody, but there are things like estimated tax payments and things like that which do 

need to be done.  Once again, it is part of that education process for the participants.  Once 

again, not being their tax adviser, but it always good to give them as much education as 

possible. 

 

Pamela: Many thanks to Richard, David and Steven for their perspectives.  (applause)  Thank 

you to all of our speakers this morning.  We appreciate all of you being with us here today.   

 

 

How Governmental DB & DC Plans Should Complement Each Other 
 

Moderator:  Jayson Davidson 

Speakers:  Paul Ballew, Craige Stone, Kandi Winters 

 

Jayson Davidson 

 

Good Afternoon. Congratulations, you‟ve made it to the closing session of the 2011 NAGDCA 

Conference.  Hopefully, the experience was more like being on a pleasure cruise than it was like 

running a marathon.  Maybe it‟s kind of like running a marathon on a pleasure cruise.  That is 

kind of the way I think about it.  Especially with the temperature in some of these rooms, maybe 

it is an Alaskan cruise.  I‟m not sure about the air conditioning power rates here. 

 

 To warm things up, so to speak, I‟ll start off with a little bit of consultant humor.  I know you are 

probably saying, “There is no such thing.”  A city finance director walks into a consultant‟s office 

and asks, “How much does it cost for you to conduct a comprehensive retirement plan review?”  

The consultant says to the finance director, “Well, first we have to develop a scope of work, then 

we have to review all the plan documents, investment policy and develop a work plan.  We have 
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to set a time line.  We charge $50,000 for three questions.”  The finance director says, “Isn‟t that 

a bit much?”  The consultant says, “Yes, it is.  What is your third question?”  (laughter)  

 

 In any event, we have a great group of speakers here today.  This is going to be a presentation, 

by way of definition.  If the speakers all decide to sit down and deliver the talk while they are 

seated, it‟s a panel discussion.  If they decide to stand up and deliver it, we‟ll call it a 

presentation.  If all of them stand up at the same time while giving a presentation, it‟s a debate.  

We‟re not doing the debate, although maybe next year.  You‟ll have five minutes for rebuttal, Mr. 

Stone.  (Just kidding) 

 

 Our first speaker is Paul Ballew.  He is a Senior Vice President and a Chief Economist for 

Nationwide.  He is going to set the stage for how Defined Contribution and Defined Benefit 

Plans should complement each other by giving us some economic outlook and the implications 

for public sector retirement plan sponsors.  We‟re then going to shift gears to Kandi Winters.  

Kandi Winters is the Chief of Deferred Compensation for the State of Florida.  She is going to 

give you a look at what I would call the more traditional approach, maybe the approach that a lot 

of plans have been used to prior to some of the recent discussions and restructuring.  But the 

traditional approach where the DC plan, the 457 Deferred Comp plan and the DB plan are 

operated separately.  The job of the plan sponsor is to try to marry the benefits by way of 

education and communicating to participants the impact of having both and how they should 

use them. 

 

 Then we‟re going to turn it over to Craig Stone.  Craig Stone is the Director of Defined 

Contribution Saving Plans for the Utah Retirement Systems.  He is going to talk about what 

today I‟ll call, since it‟s been used so frequently, the new normal structure, which actually 

combines the operations of the DB and DC Plans so there is more than just the educational 

component.  There is an actual operational component to them working together or in 

substitution of one another.   

 

 I‟m Jayson Davidson.  I‟m a consultant with the Heist Group and I‟ll be your cruise director.  

Without further adieu, Paul Ballew. 

 

Paul Ballew 

Thanks, Jayson.  Thank you.  I‟m just noticing the audience.  For some reason, we have “parted 

the seas” here.  It‟s interesting.  But thank you.  I‟m glad you guys can join us for the last 

session today.  By the way, we did hold off on the parting gifts until the end as another incentive 

to keep your attention going, as well as keeping you in the room.  I‟m an economist by training 

so I always believe in incentives.  People do respond to incentives.   

 

 As mentioned, my task today is to set the table.  There are three things I want to stress today.  

First and foremost, the operating environment we‟re living in is out there with a series of 

structural issues we can‟t ignore.  Those structural issues are very severe.  Those are the 

primary drivers of what we have experienced in the last five years.  They are not easily 

corrected.  They take time.  Because of that, we‟re going to feel some of this pain for probably a 

protracted period.  The second message for everybody in the room today is that against that 
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backdrop, there are behavior changes that are already underway.  There are behavioral 

changes that are going to have to take place to really heal this process and deal with the 

structural issues we‟re trying to address.  We‟re living in an environment, as I will show you 

today where the issues of being leveraged and trying to deal with that issue and meet our future 

obligations, individually and collectively, are going to force us to change our behaviors.  My third 

message to you today is, against that backdrop, this creates both risks and opportunities.  One 

of the biggest challenges for all of us is we focus on the retirement services industry.  What are 

we going to do to help address the issues and help those participants navigate these waters 

and really deal with a fundamental change in what they have to live through.  We are asking 

them to take responsibility for their retirement preparedness and their end retirement like we‟ve 

never asked a generation to do before.  So there are three messages. 

 

 Let‟s first start off with the initial one, what is happening out there.  The bottom line is that, if we 

look at this economic cycle, just to hit the real facts for you, it is the most severe we‟ve ever 

lived through.  In fact, there is probably nobody in this room that has lived through an economic 

cycle that is comparable because you would have had to alive in the 1930s.  You all look way to 

young so I don‟t think anybody was there.  But it is very comparable, in terms of its severity.  It 

was a sharp downturn.  It was the most severe downturn.  It is a sluggish recovery.  It is a 

recovery with fits and starts.  And, it is causing all sorts of economic hardships throughout 

society.   

 

 When you ask yourself “why,” it doesn‟t happen just because of accident.  It happens because 

there are substantial structural imbalances in the economy that force the cycle to go tilt.  The 

biggest one is that we are accessibly leveraged.  I don‟t know how else to describe it other than 

to say we live for fifteen, almost twenty, years to the best of our ability as consumers.  We over-

leveraged across the board.  That over-leveraged situation has put us in a very precarious state, 

both privately, as well as publicly at a time when our obligations are really starting to come 

home.  It‟s a core issue for us.  It‟s an issue that is, once again, not going away quickly.  

 

 It‟s also an issue that gets compounded by a variety of things that have played out, including 

housing.  Just pause for a moment and realize that U.S. households have lost $6 trillion in net 

worth, just because of the housing bubble bursting…..  $6 trillion dollars in their net worth.  This 

is a long tail, especially for those trying to prepare and then live in retirement because in many 

cases the principal asset we all had prepared for was our home.  Now we wake up and we‟ve 

got two-thirds of existing mortgages under water.  We‟ve had a 38% reduction in home values 

across the board.  We have some markets in the United States, like Los Vegas, where two-

thirds of homeowners are under water.  This has a very, very long tail.  Because of that long tail, 

it is a tough operating environment for anybody trying to prepare for the future. 

 

 The third part about what is going on out there which makes the cycle unique is the public 

sector.  This is the first economic cycle where the public cycle is retrenching.  Why is the public 

sector retrenching?  The simple answer is it has no choice.  We get up in the morning and we 

look across the board at state, local and Federal governmental entities and we‟re stretched too 

far.  By most measures, public sectors are in worse shape than the private sector, both in terms 

of operating funds as well as the unfunded liabilities we have signed ourselves up for.   
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 Change is afoot.  I‟m going to show you a few snapshots of that today at the state level.  Make 

no mistake.  Change is afoot across the board.  We are going to see dramatic changes in taxes.  

We‟re going to see dramatic changes in entitlement programs.  We‟re going to see dramatic 

changes across all governmental entities in the decade ahead.  We don‟t want to.  But that is 

the reality we face.  If we don‟t, our degrees of freedom shrink.  Our options become that much 

more painful when we decide to eventually address these fundamental issues.   

 

 What all of this means is that we are going to continue to force behavioral changes.  The 

challenge that I‟m going to conclude for all of you today is, are we going to be able to step up 

and be part of the solution?  That is a challenge…a big challenge…for us because the 

adjustments are pretty substantial.  The next two speakers are going to walk through what is 

going on in a couple of states.  But as I just referenced, it doesn‟t stop there.  It‟s going to 

transcend into the Federal level, as well.   

 

 The Number One undercurrent against all of those trends is that we are going to ask 

participants to take responsibility for their retirement preparedness and their end retirement 

activities.  It started in the private sector in the early 1980s and its rippling through the rest of 

society.  That is tough, though, because we‟re asking participants to do something that they are 

really not well equipped to do.  We‟re asking them to save at higher levels.  We‟re asking them 

to actually prepare.  We‟re asking them to make choices and to make decisions.  It‟s pretty 

challenging.  It‟s going to be an operating environment for all of us, that if we don‟t handle it well, 

others will step into that vacuum and solve the problem for us.   

 

 So here are a few facts along the lines while this retirement crisis is out there.  We know we 

have an aging population.  We know prior to the downturn, we were ill-prepared for retirement.  

Housing makes it that much worse.  By most estimates, somewhere between two-thirds to 

maybe upwards of three-quarters of U.S. households are ill equipped to maintain their standard 

of living in retirement.  Some recent work we‟ve done would say it is right in that range, maybe 

tipping towards the high end because we‟re not getting good solid asset returns in the operating 

environment.  Then, as I just mentioned, all of these factors are going to be compounded by the 

other adjustments that are coming.  The things we were counting on.  If anybody thinks that 

Social Security is not going to change between now and the end of the decade, I think you are 

kidding yourselves.  If we don‟t think that healthcare changes are going to occur, I think we‟re 

kidding ourselves there, especially on the Medicare side.  We are underfunded to the tune of 

tens of trillions of dollars, which means the cost burden shifting is going to go on to the 

individual consuming the product, not just the governmental entity trying to pay for it or the 

individual paying the taxes to support that.   

 

 So the Number One issue…absolutely.  Usually when we talk about retirement and retirement 

preparedness, we spend a lot of time on the private sector.  Why?  Because, as I just 

mentioned, the private sector started this journey back in the early 1980s.  I grew up in the inner 

city of Detroit with a bunch of auto workers.  My grandfather spent 37 years at Chrysler.  When 

he retired in 1970, he got a gold watch, a gold plated pension and a gold plated healthcare.  He 

died from a massive heart attack.  My grandmother got it after he passed away with full benefits.  
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Those days in the private sector eroded very rapidly in the late 70s and early 80s.  Even that 

sector I lived and breathed in for 20 years, automotive, has now gone through dramatic changes 

on that front.  Private sector was first.  Public sector is now under way.  The reason the public 

sector is underway is these are just the facts.     

 

 Two years into this recovery, state governments, going through maybe the second bailout, in 

essence, from the Federal government, are still finding their operating revenues very short of 

meeting just their day-to-day obligations.  We‟re still looking at upwards of three dozen states 

struggling just to balance their books today.  Going on top of that, we have local governments 

facing an even bigger challenge than state governments.  Why?  Because local governments 

are tied to property taxes.  Given the revaluation of homes, local governments are going to be 

dealing with this tax base issue for at least the rest of this decade because we are now only 

adjusting for valuation changes.   

 

 A big dynamic out there when you bring it all together, we not only have an operating issue, but 

then on top of that, we have an issue in terms of what we signed up for with regard to meeting 

future obligations.  Most estimates would have the short fall on the pension side somewhere 

between 2.5 and 3 trillion dollars.  If equity prices continue to go sideways, this equation is going 

to get even uglier.  So the hard reality is, the public sector is going to have to deal with this.   

 

 We are seeing some initial efforts.  I‟ll give you a summary of what is going across all 50 states 

right now.  We‟re seeing a lot of this with certainly new employees coming into the system, but 

there are other changes afoot, as well, which are going to require us being creative and looking 

to solve the problem.  Here are the hard numbers.  There are the states with the shortfall for 

Fiscal 2011.  It is a laundry list.  If you look at the last five years, there are only a few states that 

have consistently been in the black.  Those states are states such as North Dakota and South 

Dakota and Wyoming, all great states.  But just to remind you that the combined population of 

those three states is the size of Austin, Texas.  So I‟m very thrilled that those states are in the 

black.  I‟m very troubled by the fact that we have structural operating deficits in states that 

without strong economic growth are going to persist even into the middle states of this decade.   

 

 Equally as challenging are, once again, where the cost problems are arising and where the 

unfunded challenges are.  So I‟m going to give you two data carts.  Focus in on both sides of 

this.  To my left and your left also, you‟re going to see changes in wages, private sector versus 

state and local government workers.  I‟ll show you what has happened to benefit costs.  I‟ll 

remind you to pay close attention to the axis.  Wages are going up in 5% increments.  Benefits 

are going up in 10% increments.   

 

 Here is the dynamic on wages.  Tracking is very close.   When you look at changes in wages in 

the private sector with changes in wages in the state and local level, tracking is remarkably 

close.  When you look at this from a benefits standpoint, this is where the two diverge.  When 

we first started to dive into this issue, I did a test with our senior executives and said, “What do 

you think that is?”  Now they are all senior executives that run large operations.  Of course, they 

get up in the morning and say, “Well, that‟s healthcare.  That has to be healthcare.”  In our 

business, we get up each and every year and we‟re trying to deal with healthcare costs because 



NAGDCA 2011 Conference 
 

healthcare costs have been growing in that 7 to 9% annual rate.  What is interesting at the state 

and local level, if we look at the cost per hour worked, and the changes over this seven-year 

period of time I‟m going to show you, wages and salaries are not much.  Healthcare, yes, is 

there.  But actually, retirement costs have gone up faster than healthcare costs.   

 

 Don‟t misconstrue my comments.  Again, I come from autoworkers.  I spent a decade at 

General Motors.  If I could have wished all of those issues away, I would have wished them 

away.  It was painful to live through that.  But let me give you the clear lesson of General 

Motors.  When I first started to help GM on this issue, I was a consultant.  Then I was brought 

in-house.  I spent the next ten years of my life negotiating around these issues.  When GM 

began its journey, its degrees of freedom on the pension front were about here.  Because we 

could not solve the problem by 2005, our degrees of freedom were here.  We had a $78 billion 

unfunded pension at our peak.  What really forced GM to go into bankruptcy was that issue.  It 

was pensions and then healthcare.   

 

 What I found very quickly in the automotive experience was that up until 2005, there wasn‟t 

really a willingness on either side of the table to come up with solutions.  And, equally as 

important, be factual, direct and honest about the situation.  One of the highest compliments I 

ever had was when I left GM and the head of the EAW personally called me and expressed his 

regret for me leaving because I was one of the few people that would give him the facts.  Once 

the facts were on the table and once solutions were put forward, in 2005 we started to move 

pretty aggressively.  The problem was that it was too late.   

 

 The harsh reality we face is that we are an excessively leveraged society which has signed up 

for obligations we cannot meet.  That situation is far more acute on the public sector side than it 

is the private sector side.  So my challenge that I‟ll wrap up with here in a moment is to 

everybody in this room is, how are we going to be part of that solution.  Realizing that change is 

afoot and realizing that as part of that change, we‟re asking people to do things that are well 

outside their comfort zone.   

 

 So challenges…yes.  States are struggling with this issue right now.  Not surprisingly, pension 

funding levels, which by the way will get uglier given what is going on in financial markets today.  

You know what?  Participants are also playing back to us that they realize this and that there is 

anxiety and there is apprehension.  Am I prepared?  I would say that is a good first step in the 

journey.  You have to stand up and say, “Hi, I‟m Paul Ballew and I have a problem.”  It‟s a 

healthy part of the journey. 

 

 Now, there is a lot going on.  There are lots of changes.  Absolutely!  We‟ve talked a lot about 

what is happening on the DC front.  For those of you keeping score, there are fifteen states right 

now that offer this option.  Those states are actually building upon some history.  I would expect 

more of this going forward because it is just part of the equation that one has to solve for.  I 

don‟t think we should lose sight of the fact that the ultimate solution of how DC and DB plans 

come together is a big equation for us to crack the nut.   
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 There are other things under way.  I want to bounce ahead to that.  It‟s not just about DC and 

DB.  It‟s also about the fact that there are lots of changes that are occurring that affect 

participants and will affect behavior, as well.  If you look at different levers that are being pulled 

and what they are asking, either contribution levels or formula changes.  All of those will affect 

behavior because they are being designed to affect behavior.  In fact, if you do the scorecard, 

there are 39 states that have made changes in the last 18 months to their pension plans.  If you 

go back to the early part of the last decade, 45 states have made structural changes to their 

pension plans since the early stages of the last decade.  There are five outliers right now.  I can 

guarantee you all five of those are either in some form of developing alternatives or will be 

forced to it in some juncture.   

 

 So to bring this together and bring it home.  I think it is important for us to realize that the 

economic downturn is not a temporary event.  It has complicated our lives in some many fronts.  

It has been painful on a human level.  It has been harsh in terms of unemployment, lost 

wages…all of those things.  But what it has also done, it has complicated the Number One 

public policy we have and that is our ability to meet our future obligations.  We had a problem 

before the downturn.  The problem has gotten that much bigger….clearly that much bigger.  

This pressure is acute.  It‟s not going to go away.  If we think it is going away or we think there is 

a magic bullet, it is probably important to go spend some time in Orlando because that is a good 

place to go to get hopes and dreams and wishes and go to the happiest place on Earth.  It‟s not 

going to happen, in all likelihood.  We have severe structural issues that are going to impede 

this recovery.  The real challenge for us is how are we going to adjust accordingly? 

 

 This retirement issue should be at the top.  It is the Number One challenge we have going 

forward, especially when you put healthcare into this and especially when you put long-term 

care into this equation.  It‟s what we face as a society.  We are aging.  We do have 

commitments we‟d like to honor.  But we‟re going to ask for people to change their behavior.   

 

 I want to leave you with this challenge of saying if this is where the puck is going (I‟m from the 

Midwest and a hockey player so hockey analogies always play.), ask yourself how we‟re going 

to help that participant navigate the waters.  We‟re going to see these changes afoot.  They‟re 

going to accelerate.  The ultimate outcome of this is we‟re going to ask that participant to take 

responsibility for the planning and preparedness and for the living in retirement.  It‟s a big 

change.  It creates great opportunities but it also creates risks for us, especially as we look at 

the role all of you and we at Nationwide have historically played.  I wouldn‟t take for granted that 

our traditional business model is well suited for where this is headed.  It may be in part.  I don‟t 

think it is in its entirety.  So, hopefully, that has set the table for you.  We‟ll look forward to your 

questions afterwards.  But I will turn this over to Kandi and let her talk a little bit about Florida. 

 

Kandi Winters 

 

I truly thank you for coming.  We typically don‟t have a whole lot of people here this time of the 

day.  So I‟ll try not to put you to sleep.  You all don‟t get to see the picture yet.  Well, a little bit 

about Florida.  As you remember when I spoke about Florida, there was an oil spill.  

Remember?  So this is the aftermath.  Isn‟t it gorgeous?  Come back to Florida.  We have no oil 
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on our beaches.  It‟s as beautiful as you can imagine on postcard.  We love it.  Yes, Disney is 

there.  It‟s the magical place on Earth but yes we have the beaches.  So you just need to come 

to Florida.  Bring your revenue and come to Florida.  Truly!   

 

So that is the aftermath of the oil spill.  The next slide is the aftermath of our legislature.  But I‟ll 

set you up a little bit about our DC/DB plans.  In Florida, we have more of a tradition DC/DB 

plan.  Our employer before the legislature put in 9% of our salaries in a DB or DC plan.  In 2002, 

they created a 401a plan to where the employee can choose the investments.  But the employer 

still put 9% in.  After the legislature this year, that is what you can be in.  You can choose as a 

new employee to go to the DC plan which is a 401a or the DB plan which in investing in 8-years 

and 65.  It is a well-funded DB plan, too.   

 

After the legislature this year, we decreased our salary 3%.  We also are paying for healthcare 

some now.  A lot of the employees pay.  Senior management paid some from last year but this 

year we actually had a large increase that we are paying.  So we had a 3% decrease in what 

our employer was paying.  Instead of paying 6%  now, we‟re paying 3%.  So that was pretty 

upsetting to a lot of state employees.   

 

At the same time, we‟re laying off quite a few employees.  As you know, we were in end-year 

slides. So we are trying to balance our budget.  The legislature believed that this would help, 

and it has.  I‟ll tell you about that in a minute.  But the age of service year has changed from 62 

to 65 and from six years to eight years.  So you have to work eight years to 65 before you get 

full benefits.  So that has changed.  The healthcare has changed.  Then we have this thing 

called DROP.  I know some of your states have that where when you are eligible to retire, then 

you can work an additional five years.  Instead of getting a distribution from the DB plan, it 

actually goes into this big pot of money paying 6.5%.  This was amazing and we had a lot of 

people do that.  If you were in the DC plan, you would never get to join DROP. 

 

This year the legislature decided that come July, that pot of money would earn 1.3%.  So 

everybody eligible for DROP, what did they do in June?  They dropped!  Right?  So the good 

thing about our 457 plan is, guess what, we took all of their accumulated leave and sick and 

annual leave.  Our June numbers looked amazing.  We had a huge contribution.  Our July 

numbers dropped 34% in contributions because we didn‟t have that DROP accumulation 

coming in.   

So now what is happening is if you are a new state employee, you still have the option to go DB 

or DC plan, which is good, because the legislature next year we believe they will cut off the DB 

plan for the default.  DC will be the default.  Right now, DB is the default.  So that is how Florida 

is set up.  

 

I‟m actually housed in the building as our DC 401a plan and I‟m very thankful because we are 

trying to get them to think of us as another retirement plan.  They still struggle with doing that.  

Now that is because we have evolved over the years as being more like this little quiet plan, but 

we do have about 2.6 billion in assets, just in 457.  We did not grandfather 401k in.  Because 

we‟re housed in that same building, I have done some type of bringing them along.  I have one 

person on my board from the DB plan.  As an advisory board, which is what they are, they also 
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review some investment products that we choose.  They also review my investment policies.  

So I try to get them involved in Deferred Comp 457 so that eventually my desire, whether or not 

it will come, would be for us to be that 3%.  If people want to put in the mandatory 3%, why not 

choose 457?   

 

So I‟m going to present that to our CFO.  I do work for an elected official which will be great.  

We do have lots of choices in Florida in our 457 plan.  I won‟t tell you how many because it just 

makes people uncomfortable but we do have quite a few.  So it‟s not like you can‟t be in that.  

The default fund in the DC plan, 401a, is a balance fund.  They do not have a stable value fund.  

So a lot of people do not put there DROP money in that plan.  They actually put it in 457.  So we 

have a fund for everybody is what we say. 

 

Guess where all this money went to, all the contributions at 3% into the medical?  Where did it 

come from?  It came from the 457 contributions.  So we have experienced quite a bit of the 

contribution decline, even before the law passed.  People were calling in and go, “Oh, just drop 

my deferred comp…just shut it off.”  What we did as a state bureau, we all are state employees.  

There are 13 of us.  We decided to get together and teach each other how to counsel these 

folks on the phone.  It‟s not a real 3%.  It‟s pre-tax.  So really, your paycheck is going down 

about one-and-a-half or two percent.  So don‟t stop your entire contribution.  Think about just 

declining it a little bit.  So we were able to save lots of reductions in contributions that way.  As 

you know, the inertia for Florida, once they are in a plan or contributing, they don‟t change.  So 

what we did was try to talk them down from jumping off that cliff.   

 

The legislature who, every interestingly, although we call us the State of Florida Deferred Comp 

Plan, calls us the Supplemental Retirement Plan.  So this is what I‟m trying to somehow educate 

the legislature that we‟re just not the supplement but we could actually be another retirement 

plan.  I‟ve got quite a bit ahead of me but I think I can work it out.   

 

Besides all that, I want to give you just a few slides of things that we do in Florida to encourage 

our state members to join and also encourage our participants to increase or whatever.  We do 

have a website (the first slide if you all want to write it down), it‟s 

www.myfloridadeferredcomp.com .  We have a Q & A and talk about FRS, Social Security and 

then our Deferred Comp and how you need all of it.  So we have this on our website.  We send 

that out.  We also let our participants (remember that 3% reduction in pay?), take an 

unforeseeable emergency from that.  One thing that the Florida Retirement System did was they 

put a calculator on their website to see how much actually their paycheck would come down.  

We told participants if they wanted an unforeseeable emergency, they had to do that calculator 

and send that in to us with their paperwork so they would know how much their paycheck was 

actually going down.  We try to mitigate some of that distribution. 

 

On the website, we also have a Frequently Asked Questions.  We also send this out annually 

with our newsletter.  We do a lot of information about it whether it is Deferred Comp and how 

does it work for you.  That, of course, is for you to supplement your retirement.  Of course, it is 

on the website so if you‟re not a participant, you can still get that information.   

 

http://www.myfloridadeferredcomp.com/
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We do all of our stuff as Florida because we are Florida.  We don‟t do mountains and we don‟t 

do dogs.  But we do fishing and we do boats.  I love dogs so that appealed to me.  But when we 

talk about a comfortable retirement, this is the one where we are talking to folks about are you 

saving enough for a comfortable retirement.  We send this out and it goes out to participants 

who are not in the program, necessarily.  We also send some of our publications out to those in 

the program, not in the program and both.  We tell them it is in their best interest to keep their 

contributions to the program going.  This went out after the 3% reduction so that we are 

encouraging people to not stop their contributions.  This is also our 2010 newsletter.  See the 

sand dollar?  Get it…sand dollar?  Nobody else got it either.  I love that sand dollar but that‟s 

okay. 

 

On the sidebars it talks about the right combination of retirement plans and how you need them 

both for retirement.  This is our brochure from last year.  It‟s just good additional income 

retirement.  We just showed them how important it is.  Those are in posters all over the State of 

Florida.  We get our vendors to try to put those out to a lot of the personnel offices so those are 

throughout everywhere.  They are available to any HR to educate employees, too.   

 

This is our new 2011 brochure.  I love that.  That is a starfish and not a sand dollar but nobody 

got the sand dollar.  We talked out there that you need more than one plan.  This is our non-

participant mailer.  We send those out for people to encourage them to start contributing.  So we 

have about 47% people that contribute to the plan.  Typically, we have 120,000 state employees 

so you can imagine how many go to those that are not participants.  We try not to put too much 

blah, blah, blah on there.  I love that slide, the blah, blah, blah slide.  But you have to educate 

them.   

 

This is one of the last ones, another non-participant from last year.  I just talked a little bit about 

important it is to have both the plans.  So with our slides being all together, we send a lot of 

communication pieces.  We get quite a few back because we have them sent back to our office.  

Then we distribute them to our investment companies to get people to call them.  We give them 

free names to call.   

 

So for the State of Florida, we do encourage people and tell them that we need both kinds of 

plans.  Social Security is not going to be enough.  We can‟t say that, of course, but we do talk 

about the FRS plan which is the Florida Retirement System, and, of course, our being the 

supplement plan.  We hope that we keep the supplement plan but at the same time teach the 

legislature that our plan is a retirement plan too and how important it can be to use both.  We do 

have costs and we do have a lot of investments to choose from.  So I believe we have a great 

fund for everybody.  But that is how we traditionally run Florida.  It‟s not the up-and-coming and 

us using everybody together yet, but I hope next year it might be. 

 

With that said, Craig Stone from Utah is going to come and talk more about his state. 

 

Craige Stone 
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I think you can tell we all got schooled today.  We got schooled by Roth Hudson and Doris 

Deferred that a presentation doesn‟t have to be stale and boring.  I wish I had learned that 

before I came to this meeting.  Anyway, that was an excellent presentation. 

 

In the State of Utah, you may have noticed but probably didn‟t because the slides went quickly, 

but in Paul‟s slides our funding ratio is actually pretty healthy.  We, in fact, had a consultant 

come out and meet with us.  When the legislature started to make changes, they asked us, 

“Why are they doing that because you‟re one of the healthiest pensions in the country?”  Maybe 

it is because they are proactive.  What is happening, giving you an example of our current 

Defined Benefit, for the majority of our participants.  We have six different defined benefit plans 

but this is for the largest of the groups.  It is currently a non-contributory retirement plan.  So the 

employees do not contribute to their own plan.  That was changed back in the 80s.  There is no 

cap on the amount the employer would pay into this so each year our actuaries come back with 

a new contribution rate presented to the board.  Then the employers pay that new contribution 

rate  When I made this slide, we‟re currently 82% funded.  The benefit formula is a 2% multiplier 

times the average of your three highest years of salary.  Those are non-concurrent so they just 

go back through your history and pick the three highest years of salary.  They average those 

and that is what they multiply it against.  Then you are eligible for a full retirement after 30 years 

of service or at age 65.  So this is the current benefit.  Plus there is a 4% COLA.  It is a non-

compounding COLA but it is also based on the CPI.  So if the CPI is 3%, then they get 3% or if 

the CPI is 2%, they get 2%.  So that is the current defined benefit program that we have.   

This year we had a legislature in the State of Utah who decided to tackle the costs.  Currently 

the employer is paying about an 8% of salary rate to keep this benefit live.  He wanted to 

somehow cap that employer obligation and keep it from continuing to go up.  So they created a 

new, what we calling the Hybrid Plan.  The Hybrid Plan has two components.  It has a defined 

benefit component and a defined contribution component.  The defined benefit piece is capped 

at a 10% employer contribution.  It is a new contributory plan so if the contribution rate goes 

above 10%, then the employee has to pick up the difference above 10%.  The new benefit 

formula is at 1.5%.  An average is of the five highest years of salary and moved it to a 35 

retirement year benefit or age 65 and reduced the COLA benefit to a 2.5% retiree COLA.  It is 

still based on the CPI.   

 

The DC component piece of this is if the defined benefit cost is below 10%, the difference goes 

to the defined contribution plan.  So the defined contribution all depends on the cost of the 

defined benefit.  Currently the defined benefit for this new plan now remember it is totally funded 

because it is brand now.  There is no unfunded liability yet.  It just started at the beginning of 

July.  The cost of this new plan is 7.6%.  So the employer also puts another 2.4% into a 401k.  

We have a grandfathered 401k plan.  We chose to use that as the DC component.  So what 

happens here is that if the employer cost goes up to 10% or more there is no DC contribution.  

So it is kind of a see-saw effect in the hybrid plan.  So that is why they call it the Hybrid Plan.   

 

The other twist here is that we just added a DC only option to new hires effective July 1.  

Everything I‟m talking about is effective for new hires on July 1.  Everybody prior to July 1 is 

grandfathered under the old programs.  So this is only for the new hires.  They have the election 

where they can have the entire 10% contributed to the 401k plan and there is no DB 
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component.  The interesting thing about this was that we wrestled with how long do you give 

them to make this decision because they need a little time to think?  The original bill put it at 30 

days.  They had 30 days to make an irrevocable election between the defined benefit program 

or the DC only option.  In this past session, they expanded that to a 12-month period.  So in that 

first 12 months of employment, the employee has the option to choose which road they want to 

go down.  This is an irrevocable election, at this point in time anyway. 

 

Another component that is new to us in the DC, on the bottom bullet you‟ll see we have a 4-year 

vesting schedule now on this employer piece.  Historically, we have always immediately vested 

all DC contributions.  Whether they were employer, non-elective, matching or employee elected 

deferrals, they were all immediately vested.  This now carries a 4-year vesting schedule just like 

the employer DB plan, the current DB plan and the new DB plan, always with a 4-year vesting 

schedule.  So good luck in trying to explain to somebody, a new hire, which way to go on this.  

This is our publication to try to help them make their choice.  Again, remember that this is an 

irrevocable election so the rest of their career as a public employee will be in whichever plan 

they choose.  It‟s really tricky to try to help them model it out or understand the pros and cons of 

the two different options that they‟ve got.  We‟ve got people that quite often ask us, “Why don‟t 

you put out a calculator so you can model it?”  They can put in their information and it would 

model it and tell them what they should do.  We do have calculators out there.  We have a 

defined benefit calculator and a defined contribution calculator and Social Security calculator.  

But we did not build a calculator that would model this to tell them what to do.  The biggest 

problem is that there are so many moving parts and the assumptions you make are going to 

have an impact on your decision.   

 

The employer DC contribution, as you can see, fluctuates up and down and may disappear all-

together.  But we don‟t know that so how do you model that out into the future trying to predict 

the 401k component in the hybrid and what it will be worth in retirement?  All of this, the DB and 

DC, will depend on stock market movement and inflation between now and the time they retire. 

 

In my mind, the key questions they need to ask is the length of their potential career because 

the DB component is based on your three highest years of salary.  If those three highest years 

of salary were when you were 23, 24 and 25, and then you quit but retire when you are 65, your 

salary rate may not keep up with inflation.  So your DB component may be pretty low at the 

point in time.  But how do you predict that as a new hire?  So these are some of the hurdles that 

we face in these kinds of decision making process.  

The other question for the employees is do they want the portability because once they are 

vested, if they change careers, they can take the 401k component with them.  They can roll it 

over and take it wherever they go.  With the defined benefit component, it stays with us.  When 

they are eligible for retirement, they can get that monthly benefit.  So you get this guarantee 

versus the portability when it comes to the defined benefit and defined contribution question.   

 

I did some work as a education manager for Utah Retirement Systems for a number of years.  

One of the comments I heard quite often from public employees was, “I never thought I‟d be 

here this long.”  Whenever you talk to them about their benefits, they are like, “Wow, I‟m glad I 

have this benefit because I never thought I‟d be here this long.”  So that makes it even more 
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different because when you‟re talking to younger new hires and you have these issues to 

consider, it really does depend on whether they are going to make this a career path of not.   

 

So now what do we do with this required non-vested employer contribution?  Remember, we 

have a 4-year vesting schedule.  The board decided that they wanted to diversify it and make it 

similar to a defined benefit plan.  They couldn‟t replicate all the defined benefit.  We have quite a 

few alternatives in our defined benefit, but they wanted to get close.  So we created a moderate 

risk portfolio for the non-vested funds.  So all the employer-required non-vested will flow into this 

portfolio.  It will stay in this portfolio for the 4 years.  Then when the employee vests, then it will 

move out into their chosen investment allocations.  

 

We added to this new portfolio.  Some of these are new to us:  Global TIPS, International 

Bonds, under International Stocks, we went to a broad ACUEX UMI which has emerging 

markets, small cap, international, small cap emerging…those are all in there.  We added Global 

REITS.  The newest addition for us was commodities.  We had a lot of discussion about the 

nature of the commodities.  Do you use ETFs or do you use mutual funds?  They ended up 

going with a hedge fund-type manager who manages it like a hedge fund.  So this is where the 

money is going to flow.  We‟ll rebalance these categories quarterly.  Then when the employee 

vests, we will move it over into their own asset allocation. 

 

There is another twist here that is unique.  I don‟t know what the private sector does as far as 

forfeitures.  But you see that third bullet down, they were concerned about employees who 

didn‟t vest…quit…left the public sector.  Then a few years down the road and came back to 

work.  They are saying, “Is it fair for us to forfeit those funds?”  So they wrote into the Bill, a ten-

year schedule where if they return to work within a ten-year period, then we reinstate that 

benefit for them and they can still vest.  

 

The key here, on the second bullet you‟ll see, is based on what we call eligible service credit.  

So you‟re probably familiar in a defined environment.  If someone works season or part-time, 

they may not accrue eligible service credit.  Again, this is new to the defined contribution 

because it applies to the 401k benefits.  We‟re going to have to track what we call eligible 

service credit.  They‟re going to have to have four years worth of full-time public employment.  

They could work four years part-time or seasonal and that wouldn‟t count towards their vesting 

period.  So what we‟re going to have to do now as we create these accounts is to fund them into 

this non-vested pool .  If they leave, we keep track of that for them for ten years.  If they return 

to work, it becomes live again.  After that ten year period, if they don‟t come back to work, then it 

is forfeited.  We‟re going to use those forfeited funds to help pay plan costs that will be able to 

benefit all of the plan participants.  So luckily, after about ten years, I may have retired by then 

and then the next guy will have to do the forfeitures.   

 

That is just a recap of the experience we‟ve had in Utah this year.  I‟ll turn the time back to 

Jayson. 

 

Jayson Davidson 
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Okay, as you have heard, if you get out of here too soon, you‟ll miss the raffle.  I‟m going to add 

a wrinkle.  If you don‟t ask any questions, we‟re not doing the raffle.  So you better ask lots of 

questions.  I‟m going to sit down here in a second but we have, I think, people roving the 

audience with microphones. 

 

Question: Thank you.  I‟m Curt Weber from the State of New Mexico.  I had a question for Paul 

or any of the other panelists.  How do you derive the 60% increase in pension costs?  Just a 

comment from our system, I don‟t see our annual normal costs increasing at that rate.  But if 

you include unfunded liabilities in that, then yes that may be.  But I think this goes back to the 

way these plans were not managed properly in the last 20 to 30 years.  The case-in-point, our 

state general plan prior to 2007, I believe that plan should have been funded at 125%, not at 

80%.  So when the market went down instead of being in the mid-sixties, we should have been 

maybe in the 90s.  So now we‟re asking for solutions over a short period of time to not only pay 

all that unfunded liability with this decline in the market.  As you mentioned, where will it go in 

the future?  So the challenge I guess I throw out to this whole group again as I asked in the 

Opening Session, the solutions need to be about what is a reasonable retirement system?  

What are reasonable costs?  I‟m glad that Utah is here because I really do like the Hybrid Plan 

and being proactive there.  I don‟t like the DC option at all.  So, again, just commenting on how 

the costs are derived at.  This may give maybe poor public policy the other way.  What I see is 

that public policy is concentrating on let‟s reduce costs and liabilities but what is going to 

happen in 20 to 30 years when people can‟t retire when they can‟t pay for the retiree health 

care.  Thank you. 

 

Paul Ballew 

 

Let me just clarify up front that the estimate assumes that cost increase assume estimation of 

unfunded liabilities.  Now having said that, I would argue that most estimates of unfunded 

liabilities have under projected the size of the gap because of the actuarial assumptions behind 

them.  Having said that, at the core of the issue to your point that we all face, is irrespective of 

whether or not we are assuming a 5% or 6% or 7% return, however we want to label that in or 

even higher.  We are not stacked not today to meet those obligations we‟ve signed up for over 

the last 20 years.  That is a fundamental challenge for us.  It‟s in the public sector.  To some 

degree, it‟s in the private sector.  It is certainly at the individual level.  

 

I would argue that the solution is going to be a multifaceted solution.  A multifaceted solution is 

going to include behavioral changes such as deferring full payout of retirement eligibility.  It‟s not 

just Social Security.  We‟re going to have that debate, as well.  We‟re living longer.  Therefore, it 

is time for us to have a discussion about whether or not 62 or 65 is a normal expected level of 

retirement.  I think the solution is going to push that out.  It has to.  Secondly, it is going to force 

us to save and contribute more.  It‟s where we‟re at.  We‟ve under-saved and under-invested for 

20 years.  Sooner or later that comes back clearly to haunt us if we don‟t adjust for it.  That goes 

along with the plans that we‟re looking at. 

 

I think thirdly it is going to require us to help those participants make tough decisions and tough 

choices about their risk tolerance, their asset allocation that goes along with it.  That is just life.  
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One of the dilemmas that goes along with it is their risk tolerance, their asset allocation that 

goes along with it.  That is just life.  One of the dilemmas that we find ourselves in the last five 

years is that there has been a massive flight to conservatism and a massive flight to liquidity.  

Against the headlines we‟re all reading, I got it.  But if that behavior persists over the next ten 

years, this issue just grows that much larger because we will not be achieving returns that are 

anywhere near inflation.  So to answer your question directly, it does put a variable or cost 

estimate in for unfunded.  So it is part of that calculation.  Again, you can debate including that 

or not including it.  I think it is a mute point in terms of what it says or doesn‟t say about what the 

problem is because the problem is there.  The problem is certainly pressing upon us.   

 

Question: I was recently talking with a consultant (anyone can answer) who was looking at the 

American work force and what they call the retirement savings deficit, basically the difference 

between what will ultimately be needed by Americans to be able to be financially secure in 

retirement versus what the current savings rate is.  The projected deficit is somewhere between 

$4 - $8 trillion.  It is almost all predominantly, according to what I was told, attributable in the 

private sector because we only have 56% participation in their DC plans and a lot of the things 

you just mentions.  So how are we going to address that?   

 

My concern is the private sector model really is even worse than the public sector is right now.   

 

Answer: Let me hit a few points.  I would say the deficit is much larger than that if you factor in 

health care.  I think if you just look at the pension element of it, we‟re missing the retirement 

issues that are there.  Because healthcare is a retirement issue.  You consume the bulk of your 

healthcare in your initial year of life and your last five years of life.  Therefore, it is a retirement 

issue, especially when you bring long-term care into it.  So what is the number?  It‟s probably 

more like $40 trillion.  It‟s not $5 - $6 trillion by the time it‟s done, between now and 2040,  over 

the next three decades.  That number is going to require some tough choices.  It‟s going to 

require us to change incentives on the healthcare side.  It‟s also going to require us to change 

incentives as regards to participants.  Part of that should focus its attention on carrots where 

you‟re properly incentivizing people to defer gratification and save and invest.  But part of it is 

going to require a stick.  I think it is time for us to have a debate as being the only developed 

country not to force people into some type of deferred compensation program.  I think it is time 

to have that conversation.  It is just the reality.  We‟re the only developed country in the world 

that doesn‟t have that.  Even Hong Kong has a system that is mandated.  Well, it is an 

interesting public policy debate.  I‟m not here to solve that public policy issue.  But I am here to 

say that this is the Number One problem we face.  If we don‟t come up with ways to cap 

healthcare costs, which is not going to be some commission.  It‟s going to be behavior changes 

at the individual level.  If we don‟t come up with a way to increase our levels of savings and 

investments, this issue just gets uglier and uglier and uglier.  We don‟t like the tradeoffs at that 

point in time.  We can just see it in terms of the debates of the last year.  We‟ll give this ten 

years.  Just learn from my GM lesion.  We just would not compromise or have a factual 

discussion.  Because of that, our degrees of freedom just shrunk.  So, ultimately, what were the 

final decisions?  The final decisions were we took the largest industrial entity in the country and 

put it through a bankruptcy.  So I don‟t think we can do that across the entire United States 

private and public sector.  It would be a little messy at the end of the day.   
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Answer: I will further reiterate the point that there are private sector and employer plan sponsors 

at conferences just like this one where they are discussing the very thing.  Nobody is sawing 

today that the current structure of the private sector, defined contribution model, is going to work 

to solve the retirement savings gap.  So there are, whether it is forced defined contribution or 

not, attempts today in the private sector model to address this by way of automatic enrollment 

and automatic increase.  The bottom line is whether this is going to solve the problem by itself.  

The recognition is there.  The model that exists there, nobody is suggesting is the model that we 

need to have.  If the defined benefit plan is going to be restructured or changed, the defined 

contribution plan, as it exists today primarily in the private sector, will have to change well to 

become a more dominant savings vehicle. 

 

Answer: I think it is important for us to learn from the private sector through this journey.  We 

spend a lot of time nationwide with the private sector.  I personally spend a lot of time with 

private sector.  I personally spend a lot of time with financial advisors and firms on that end.  We 

need to learn from the model in the sense that the change happened because of the reality of 

the individual businesses and the tax code drove the behavior.  But we didn‟t put the 

infrastructure in place really to facilitate that amount of a dynamic change.  You woke up one 

morning and you are asking people to prepare for retirement and do the hard calculations, to 

work with an advisor, to make those tough choices in terms of asset allocation.  It is a 

completely different world than the world that many of them either grew up in or their parents or 

grandparents grew up in.  Without the infrastructure in place, you see DC plans struggling in the 

private sector and certainly individuals are not prepared for retirement.   I‟m not advocating it 

is the ideal solution, but some version of that is coming over the wall. 

 

Question: Despite being the director of the defined contribution as we‟ve gone through this 

exercise, there is a real value in defined benefits.  I don‟t think that, as public employers and 

employees, we should easily go into the night of defined contribution only.  If we can keep 

(applause) (thank you).  The defined benefit is still the best model.  We need to try to retain that, 

if at all possible.  We get a lot of feedback and talk about moving into the defined contribution 

world but even if it is a hybrid plan, we‟ve got to keep that defined benefit model because that is 

still the best model for the participants.   

 

Question: I‟m a student at Texas Tech right now, obviously, at the beginning of my working 

career.  Just seeing this situation, my question is which generation should hold the greatest 

responsibility for the current problem?  (laughter)  Here is the reason I ask this.  If my generation 

is not only facing decreased potential benefits but they are also being held responsible for the 

underfunded previous benefits of the previous generation, is that fair to my generation?   

 

Answer: That is why we‟re educating you and hoping you are going to be productive.  (laughter)  

That is our goal!  I have two sons in college right now.  I get up every morning and say, “I hope 

they‟re so productive at the end of the day.”   

 

Answer: Have you started saving for retirement yet?   
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Question: I have and I should. 

 

Answer: You‟re not saving enough. 

 

Question: That‟s right.  I‟ll have to work on it.  (laughter) 

 

Answer: I think in order for the debate around this and I don‟t think anyone is necessarily 

disagreeing with you, you‟ve got to look at the voting constituency.  Until your generation 

controls more votes than the rest of the population, you‟re probably going to end up with the 

solution as it is structured today.  But it doesn‟t mean you can‟t, as a citizen, make your voice 

heard one way or another.   

 

Answer: We notice you are already in the front row ready to run for the exit so….  I don‟t think 

highlighting an individual generation is necessarily constructive.  I really don‟t think it should be 

about casting blame.  I think you get up in the morning and we find ourselves in a very 

interesting situation.  The real questions is are we going to have a constructive factual debate 

and evaluate the appropriate solutions?  That is really what it is.  I don‟t think we‟re going to 

wake up and say there is a magic bullet.  Even if we wake up tomorrow and convert all state 

and local government DB and DC plans, that is not a magic bullet.  There isn‟t a magic bullet.  

This is a very painful journey we‟re going to be on.  It‟s going to require behavioral changes.  It‟s 

going to require us to elongate our retirement plan when we‟re going to go into retirement.  It‟s 

going to require us to address our healthcare issues.  It‟s going to require us to incentivize 

appropriately.  The real question we all have in this room is because you play an active role in it, 

is how our supplemental or those types of retirement products and those types of retirement 

plans going to be part of solving this pressing need.  Make no mistake, the individual is going to 

be responsible for more in the future than they have been in the past and certainly for your 

generation.  So save early and save often.  If you don‟t have a financial adviser, get one. 

 

Answer: I do want to make sure you understand, one of the gift baskets is wine, maybe to help 

you out with your mood a little bit.   

 

Question: I was wondering about how long do you think it will take for the new plan changes to 

kind of help out the financing of your system, as a whole? 

Answer: That is a very good question since we‟ve wrestled with the issue of having a vested 

right due to employment.  Because when you are hired on, you‟re told that you‟re going to have 

this defined benefit plan and so far the thinking is that is a vested right we can‟t take away from 

you.  So everybody who is in the old system is grandfathered and staying in the old system.  

This change is only effecting the new hires plus there is a component I didn‟t even mention to 

help pay down the unfunded liability, they are still going to pay an amortization rate even for 

these new hires.  So even though the employer is only paying 10% for the new hire‟s benefit, 

they are actually paying 18% because the other 8% is going to the unfunded liability of the old 

legacy plan.  It‟s going to take many years before we‟re going to have substantial savings at a 

payroll level, probably 10 – 20 years before we really start seeing anything unless the market 

just takes off and wipes out our unfunded liability.  Then we‟re all happy, right? 
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 Probably, and more likely, it will be 10 – 20 years before we start seeing substantial savings.  

You know, that is not a bad thing.  The problem in the political world is they want immediate 

things.  They want it right now.  I think that causes some of our problems.  It‟s good to put 

something into play that is going to be a positive effect over the long term and stick to it.  That is 

pretty much what they have done now.  We‟ve put this into motion and over the next 10 – 20 

years we‟ll see how it works. 
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legal advice; it is provided solely for informational purposes. NAGDCA members, both government and 
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