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State governments have a long history of providing retirement security for their employees--and in many 
cases certain local government employees--through large, defined benefit pension systems, which, 
throughout the 20th century, had been successful in meeting their intended goals. However, after state 
pension funds reached their apex of financial soundness, based on funding levels, in 2000, they have 
since deteriorated--in many cases precipitously--leaving most funds with the problem of managing new, 
large unfunded liabilities. The rapid growth and significant magnitude of these liabilities has become an 
increasing credit concern for many state ratings, reaching crisis proportions in some cases.  

This article provides a brief overview of public pension funds in the U.S., along with the factors leading to 
their current status and some of the options available for managing pension liabilities. In addition, the 
status of a number of state funds, with a range of funding levels, and some of the strategies states have 
used to address their respective pension situations, will be examined.  

 
Historical Background 

Defined benefit pension plans, as used by most states, provide a systematic method for setting aside 
sufficient monies to pay promised retirement benefits to employees in the future. The benefits are 
funded by contributions, usually from both employer and employee, and the investment income derived 
from such contributions. Most states have two principal funds: one for state employees, and possibly 
certain local government employees, called public employee' retirement systems; and one for teachers, 
referred to as state teachers' retirement systems. Some have one, monolithic system for all government 
employees (state and local), while others have multiple systems for individual job specialties, such as 
judges and safety officers.  

Public pension funds in the U.S., of which the lion's share of assets belong to state funds, have come a 
long way from their humble beginnings--some dating to the beginning of the 20th century. Starting with 
little or no assets to offset liabilities, and some initially operating on a pay-as-you-go-basis, pension 
funds gradually improved their funding ratios (actuarial value of assets divided by actuarial accrued 
liability) to the 50% level in the mid-1970s, and further to around 80% by 1990. Early on, pension assets 
were invested largely, if not exclusively, in fixed income investments. Gradually, investment strategies 
became more diversified, however, and by the end of the 1990s public funds had increased their 
allocations to equities and other higher yielding asset classes significantly. This shift in allocations 
coincided with, and to some extent was fueled by, the bull markets in domestic equities that lasted from 
the early 1980s through fiscal 2000. At June 30 (the fiscal year-end for most public pension funds), 
2000, the average funding ratio for all U.S. public funds was slightly above 100%, and was even higher 
for state funds.  

The party to celebrate the final defeat of unfunded pension liabilities was short-lived, unfortunately, as 
dark clouds soon began to appear. Trends that would adversely affect actuarial balance impacted both 
liabilities and assets. Liabilities were being inflated not only by normal growth and inflationary pressures 
but also by overt changes in benefits and actuarial assumptions. The late 1990s saw a number of 
improvements to pension benefits, which automatically boosted liabilities, and the actuarial 
consequences of many of these changes really kicked in after 2000 due to the normal delayed reaction 
in contribution increases. Demographic and lifestyle trends--along with the resultant assumption 
changes, such as retirees living longer (a global phenomenon) and more employees taking early 
retirement--had a similar, expansionary effect on liabilities. However, the biggest component in the 
steep decline in funding levels from fiscals 2001 to 2003 came from the asset side, and was caused by 
the bottom falling out of the domestic equity markets. The investment return assumption requirement for 
most public funds to maintain actuarial balance, about 8%, could not be sustained when the average 
allocation to domestic equities stood at 40%-50% and the annual returns of the S&P 500 Index were 
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negative 16%, negative 19%, and positive 2% in fiscals 2001, 2002, and 2003, respectively. The net 
result was that, by June 30, 2003, average funding ratios for state funds had fallen from an average 
overfunded level in 2000 to an estimated 80%-90% in just three short years. While the S&P 500 saw a 
17% gain at fiscal year-end June 30, 2004, public pension fund actuarial results, on average for the 
year, will not report major funding gains due to the effects of the actuarial smoothing of gains and 
losses over a period of years used by most. With five-year smoothing, for example, a fund in fiscal 2004 
would still be accounting for a portion of the losses (or gains) from the prior four years.  

The range of options to fix a pension mismatch of assets and liabilities is relatively narrow, and almost 
all are difficult to implement due to legal, economic, or political impediments. Corrective measures 
should act to stop or slow pension liability growth or grow assets, or both. From a liability standpoint, 
most states have constitutional or statutory pension benefit protections that preclude any reductions in 
benefits already promised to existing employees. One way around these restrictions is to close off the 
current benefit to new employees and offer new employees a reduced level of benefits. This tactic of 
creating a new tier of benefits has been used by a number of funds to reduce liability growth. 
Completely closing existing plans and creating new, less generous defined benefit plans, and even new 
defined contribution plans, is another option.  

Changing actuarial assumptions to reduce liabilities has been used in the past; the current demographic 
and economic realities related to the major variables, however, make these options difficult. The raising 
of the actuarial investment return assumption to 8.25% from 8.00%, for example, would automatically 
lower actuarial liabilities, all other assumptions being equal. However, the investment experience over 
the past three or four years and current expectations would tend to preclude such a change at this time. 

The principal options to improve pension balance by increasing assets fall into three main categories:  

The pension fund may alter its asset allocation strategy to enhance investment returns;  
The pension fund sponsor may sell pension obligation bonds (POBs), placing the proceeds in 
the pension trust and thus reducing or eliminating the unfunded actuarial accrued liability 
(UAAL); and  
Annual contribution rates for sponsors or employees may be increased.  

Pension funds in the U.S., as major global investors with more than $2 trillion in assets, have developed 
sophisticated asset allocation plans over the years, and, with access to professional asset managers, 
attempt to maximize returns within their prescribed tolerance for risk. For an individual fund to 
dramatically enhance yields by altering its allocations, there would most likely need to be a sea change 
in thinking about the fund's view of risk. Minor tweaking of strategies is a more regular occurrence as 
funds seek to keep up with changing markets, risk profiles, and expected returns of various asset 
classes, but major strategy changes leading to markedly improved results are rare.  

Some states, as sponsors, have opted to pursue the POB route to significantly boost assets in one bold 
move, while at the same time taking advantage of the projected lower carrying charges this vehicle 
offers to a sponsor. (For further information, see report titled "Pension Obligation Bonds Are Surging 
After Brief Hiatus," published Jan. 20, 2004, on RatingsDirect). While no panacea, POBs are basically 
an arbitrage play based on the premise that, as a result of the bond proceeds being invested at an 
expected yield above the cost of the bonds, net savings will be achieved by the sponsor over the life of 
the bonds. In other words, after the issuance of the POB, combined debt service plus pension 
contribution costs will be lower than they would have been without a POB. The success of this formula 
depends on the realization of a certain investment return, which is in no way guaranteed. Whether a 
POB succeeds or fails cannot fully be evaluated until the final maturity of the bond, and it is a given that 
some years will be winners and others losers. The bad years may add short-term fiscal stress to the 
POB issuer (pension sponsor), which could be significant based on the amount of leverage the POB 
exerts. With most POBs having been issued over the past 10 years or so, it would be premature to 
pronounce them an unqualified success (or failure). The best that can be said to date is that POB 
results have been mixed, with some having met or exceeded expectations while others have come up 
short based largely on the vicissitudes of market timing.  

The last major option for increasing assets, and the most common alternative used to manage new, 
unfunded liabilities, is to simply increase annual contribution rates. Indeed, a major principle of an 
actuarially funded defined benefit plan is that, if assets and liabilities become unbalanced, increasing 



 
How Are Some States Managing Their Pension Liabilities? 

(or decreasing if the system is overfunded) contributions will bring the system back into balance. 
Sometimes employee contributions are increased, but usually it is the sponsor that steps up to the 
plate: the investment risk of a public defined benefit plan and the burden to make good on benefit 
promises are ultimately the responsibilities of the sponsor. Thus, the principal byproduct of the current 
state pension funding crisis has been increasing contribution costs coming at a time when states, in 
recent years, have been squeezed by weak revenues and burgeoning expenses, including security and 
health care cost pressures.  

 
Arizona. 

 
California. 

 

The Arizona State Retirement System, a multiple-employer defined benefit plan, provides pension 
benefits for employees of the state, political subdivisions, and public schools, with more than 500 
employers and 222,000 active members. The system's funded ratio fell to 98.4% at June 30, 2003, 
after a decade of more than 100% funding. As reported in the June 30, 2003, actuarial valuation, the 
major contributor to this decline was investment losses for the year that resulted in a decrease in the 
actuarial value of assets by $1.2 billion. In November 2002, the state retirement system board 
removed the requirement that actuarial assets be within 20% of market value, and changed the 
period for recognizing investment gains or losses to 10 years from five years. At June 30, 2003, the 
system's market value of assets ($18.1 billion) was 77% of actuarial value. The 2003 actuarial 
valuation developed hypothetical contribution rates for both employees and employers (odd-year 
calculations are not actually implemented) of 6.96% each, compared with 1.92% each in 2001.  

California has two large state pension funds: one for state and certain local employees--California 
Public Employees' Retirement System (CalPERS)--with assets exceeding $170 billion; and the other 
for teachers--California State Teachers' Retirement System (CalSTRS)--with more than $115 billion 
in assets. These systems have been experiencing some of the same pressures as pension funds in 
other states, and have experienced declines in funding levels. For example, the funded ratio for the 
state member category of CalPERS had fallen to 84% as of June 30, 2003, compared with 111% in 
2000. State contributions to CalPERS for its employees, as actuarially determined, have risen from 
$160 million in fiscal 2001 to $2.2 billion in fiscal 2004. In the same vein, the funded ratio for the 
CalSTRS defined benefit plan fell from 110% in 2000 to 82% in 2003. However, total amounts 
contributed to CalSTRS by members, employers, and the state, as set by statute, increased just 
10% during the same period.  

A number of changes for both pension systems have been proposed over the last year. In relation to 
CalPERS, the state's 2005 budget included certain pension reforms, such as a two-year delay of 
contributions into CalPERS from new miscellaneous and industrial employees, thus obviating the 
state's obligation to make contributions on their behalf over that period. A $900 million POB was 
proposed, the proceeds of which would be used to pay a portion of the current contribution payment 
as opposed to paying a portion of the unfunded actuarial accrued liability like most other POBs. 
Court validation of the POBs is being sought. The 2005 state budget also included proposals to 
increase employee contribution rates and lower benefits for new employees to pre-1999 levels.  

In December 2004, CalSTRS proposed a number of options to help address the funding deficiency 
in its defined benefit plan. At June 30, 2003, the system's unfunded actuarial obligation totaled $23.1 
billion. The first option was for the state to issue a POB to pay down the entire liability. Other options 
included a change in the amortization period of the unfunded liability and a number of changes to 
how benefits are calculated. One option that could have a large effect on the amortization cost is to 
eliminate the 2% benefit adjustment. Several alternatives included increases in contribution rates by 
all three contribution bases: members, employers, and the state.  

On July 1, 2003, the state did not make its full contribution payment to CalSTRS' supplemental 
benefit maintenance account, although it did make the required payment to the system's defined 
benefit program. The state paid $59 million of the $559 million required supplemental benefit 
maintenance account amount. In October 2003, CalSTRS filed suit in Sacramento County Superior 
Court to have the $500 million payment restored. The state is currently defending the action.  

Of late, proposals to replace the two California state defined benefit plans with defined contribution 
plans, and to eliminate state contributions to CalSTRS, have been actively debated.  



Florida. 

 
Illinois. 

 
New York State. 

The Florida Retirement System was created in 1970. The system was created to provide a defined 
benefit pension plan for participating employees. The plan is administered by the state division of 
retirement in the department of management services. Participation by local governments in the 
state is optional, but is generally irrevocable once the government opts to participate in the plan. 
Currently there are 866 participating employers and 956,875 individual participants. Of the total 
participants, 23.5% are retirees and beneficiaries. Contrary to trends for most other states, the 
actuarial value of assets in the system has consistently exceeded the actuarial accrued liabilities in 
recent years. The funded ratio of the pension system has ranged from 112% in fiscal 2004 to 118% 
in fiscal 2000. Investment performance in fiscal 2004 was strong, with a return of 16.6% compared 
with the 7.75% assumed rate of return. The actuarial value of assets at July 1, 2004, was $106.7 
billion. The solid asset position of the Florida Retirement System has provided budget relief in the 
form of lower contribution requirements for the state and participating local governments.  

Illinois sponsors five defined benefit retirement plans for about 630,000 members and annuitants, 
including public employees, teachers, university personnel, and judges. By 2003, the funded ratio of 
the Illinois funds ranked near the bottom compared with other states in the U.S. Contributing to the 
$26.9 billion increase in unfunded liabilities from 2000 to 2003 were:  

Contribution shortfalls ($4.8 billion of the total),  
Investment losses ($14.1 billion), and  
Benefit improvements ($3.3 billion).  

Adding to the state's pension woes is a 2002 early retirement incentive plan for state employees, 
which resulted in a liability that, at $2.5 billion, was quadruple the original estimate. Part of the 
variance was due to a much larger number of employees (11,032) taking part in the program than 
originally projected (7,215). Due to the requirement of a 10-year amortization of this liability, the early 
retirement program contribution for 2005 is $382 million, compared with the originally projected $70 
million.  

In 2003, the state sold a $10 billion POB, the largest on record, using the proceeds to fund a portion 
of the UAAL ($8.1 billion) and to pay ($1.9 billion) the state's current pension contribution for fiscals 
2003 and 2004. The POB increased the combined system's funded ratio by seven percentage 
points. At the end of fiscal 2003, the funded ratio for the combined systems was 57% (after giving 
effect to the POB), and the UAAL was $35.8 billion.  

The New York State comptroller is the sole trustee of the state's common retirement fund, which 
includes all assets of the New York State Retirement System. Members of the system are typically 
employees of New York State or employees of municipalities in the state (excluding New York City). 
As of March 31, 2004, there were 2,985 participating government employers in the system. The 
overall membership in the system exceeds 970,000; this includes 641,721 members and 328,357 
retirees and beneficiaries. Overall, membership has expanded continuously, but the growth from 
retirees has been most significant. Retirees now make up 34% of the system's members, compared 
with 26% in 1990. Benefit payments continue to rise, reflecting improvements in final average 
salaries, cost of living adjustments, and benefit improvements. The increased benefit payments, 
coupled with the performance of the stock market after 2000, have required significant employer 
contribution increases, with significant increases forecasted for the next two years as well. At March 
31, 2004, about 63% of the pension system assets were invested in various stocks. For the largest 
component in the system--the New York State and Local Employees' Retirement System--employer 
contributions had averaged 1.75% from fiscals 1996 through 2003. Contributions will increase in 
fiscal 2004 to 5.9%, totaling $1.2 billion. This rate is projected to more than double in fiscal 2005 to 
12.9%, or a $2.6 billion contribution, followed by an estimated 11.4% contribution rate in fiscal 2006. 
Similar increases are forecasted in the New York State and Local Police and Fire Retirement 
System (PFRS) for fiscal 2004. The contribution rates for fiscals 2005 and 2006 are projected to be 
even steeper for PFRS, however, growing to 17.6% and 16.3%, respectively. These contribution 
increases have been, and will continue to be, a significant source of budget pressure for the state 
and its local governments. The legislature has allowed a portion of the increase to be funded with 
the issuance of bonds or a loan from the state comptroller. For governments that choose this option, 
fixed costs to service pension contributions will include an interest component, with the fixed costs 
extended for up to 10 years. The system uses the aggregate actuarial funding method, which does 
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Oregon. 

 
West Virginia. 

not identify or separately amortize unfunded actuarial liabilities. Due to the use of this funding 
method, there is no disclosure or schedule provided on funding progress.  

Oregon has historically delivered pension benefits for state and local employees through a single 
system called the Oregon Public Employees Retirement System (OPERS). After experiencing 
relatively high funding levels through the 1990s, the UAAL of OPERS at Dec. 31, 2001, was 
estimated at $9.7 billion, almost three times the prior year. With 2002 investment losses, this figure 
was estimated to be almost $15 billion--of which about one-third was the state's share. Contributing 
factors to the increase in UAAL included some of the usual suspects: benefit increases in the late 
1990s and poor investment returns. In addition, under the plan, tier-one members were guaranteed 
a minimum 8% on their regular account assets regardless of actual investment returns earned by the 
system, and in 2001 and 2002, like most other funds, the system generated negative returns.  

In 2003, the state initiated a number of reforms to OPERS, including:  

Modernizing the mortality tables and requiring regular updates;  
Shifting future employee contributions to a defined contribution plan;  
Converting the annual 8% guaranteed rate of return to an assumed 8% to be received over 
the length of members' service;  
Temporarily suspending future cost of living increases for retirees in certain instances; and  
Creating a new, more independent, retirement system board.  

In addition, for new employees hired after Aug. 29, 2003, the state created a new retirement plan 
called the Oregon Public Service Retirement Plan, which includes both defined benefit and defined 
contribution components. Employer contributions fund the defined benefit plan, and employee 
contributions fund the defined contribution plan.  

The legislative changes to OPERS resulted in an estimated reduction in the state's UAAL to $2.2 
billion from $4.6 billion. A number of lawsuits have been filed challenging some of the OPERS 
changes. The state intends to continue to defend the challenges. In October 2003, the state sold $2 
billion of GO POBs to further reduce its UAAL. The preliminary results of the OPERS 2003 actuarial 
valuation reported the pension system's funded ratio at about 97%. Employer contribution rates 
under the valuation showed an increase to 18.27% from 9.96%.  

The West Virginia Teachers' Retirement System (TRS) is a multiple-employer, defined benefit plan 
for 55 county school systems, certain state higher education employees, and the state boards of 
education and higher education. The state provides substantially all funding for the system. TRS has 
occupied the bottom rung among state plans in terms of funded ratios for some time. As of July 1, 
2003, the funded ratio was 19%, and the UAAL was $5.1 billion. The state supreme court has ruled 
that the UAAL of TRS is a public debt, and has required the state to fund TRS in an actuarially 
sound manner. This requirement entails the elimination of the UAAL over a 40-year period beginning 
July 1, 1994, enabling TRS to meet cash flow requirements to fulfill future obligations to members.  

While for a number of years West Virginia has attempted to clear the way to issue a POB to help 
lower or eliminate the UAAL in TRS and other state funds, its efforts have been blocked by legal 
issues, including the requirement for voter approval. If bonding is not an option, the state may have 
to pursue other avenues to cure its pension ills.  

States are under varying degrees of pressure to fund the burgeoning liabilities of their pension systems. 
The common theme lies in developing strategies to manage increasing contribution rates at a time 
when other demands are conspiring to break the budget: growing health care, education, and security 
costs to name a few. Options to reduce pension liabilities or even slow their growth, and thus moderate 
contribution rates, are few and usually difficult to bring to fruition. Even with adequate investment 
returns, the pension funding problem will be in the forefront for at least a few more years, and possibly 
much longer if the markets don't cooperate. As if pension liabilities were not enough to handle, states 
and other governments will soon have to deal with funding issues related to liabilities from Other 
Postemployment Benefits (OPEB)--largely retiree health care costs. The GASB has established new 
accounting rules for reporting on OPEB liabilities. (For further information, see report titled "Reporting & 



Credit Implications of GASB 45 Statement on Other Postemployment Benefits," published Dec. 1, 2004, 
on RatingsDirect.) Both pension and OPEB liabilities will act to constrain ratings over the foreseeable 
future.  
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