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Dear reader:

$ 2 . 7 3  trillion. That is a conservative estim ate o f what states w ill spend on pensions, health caro and other 
re tirem ent benefits fo r the ir employees over the nex*: 30 years. It is an enormous investm ent o f taxpayer 
do llars— so the stakes are extraord inarily high. Across the country, state po licy leaders are try ing to strike the 
righ t balance between con tro lling costs and recru iting and re ta in ing ta len t in the pub lic sector.

This groundbreaking report, P r o m is e s  with a Pr ice, provides firs t-o f-its -k ind data abou t the long -te rm costs o f 
pub lic sector benefits. It h igh ligh ts which states are prepared to pay tho sign ificant bill com ing due, which are 
not, and why it matters to state lawmakers and citizens alike.

States' fiscal health depends greatly on po licy makers' ab ility to wisely manage the ir bills com ing due— and 
Tho Pew Charitable Trusts' Cente r on the States (PCS) is tracking the ir efforts across a range o f issues. For 
instance, last year w e published a repo rt on states' efforts to rein in ba lloon ing Medica id costs while ensuring 
h igh-qua lity health care fo r citizens in need. This year we issued a 50-state assessment forecasting that, w ithou t 
data-driven po licy reforms, many states w ill see significant g iow th in the ir prison popu la tions and corrections 
spending in the next five years.

Equally im portan t is whe the r states have the righ t po lic ies in place to be com pe titive in a g loba l, 21st-Century 
economy. In July, PCS and the Nationa l Governors Association jo ined forces to produce a governo rs ' gu ide on 
states' research and deve lopm en t funds, aim ed at stirring innovation and crea ting new jobs. In January 2008, 
PCS and G o v e r n in g magazine w ill publish a repo rt on whe the r states' tax structures encourage o r impede 
states' econom ic vitality.

Finally, in March, our Governm en t Performance Project w ill release a 50-state report card on how effic ien tly and 
effective ly states are managing choir budgets , employees, in fonna tion and infrastructure— all critica l to ensuring 
that state polic ies u ltim a te ly de live r the results lawmakers and taxpayers expect.

Researching emerg ing top ics, deve lop ing 50-state comparisons, iden tify ing innovative approaches among 
states to com p lex problem s, and, when the facts are clear, advocating for nonpartisan, pragm atic solu tions—  
these are the signature o ffo its o f PCS.

Tho Pew Charitable Trusts applies the power o f knowledge to solve today’s most challenging problems, and PCS, a 
division of Pew, identifies and advances effective policy approaches to critical issues facing states. We hope all o f our 
work, including this repo it, helps states make sound, data-driven policy choices on a w ide range o f issues.

fo learn more about Pew and our Cen te r on the States, please visit www .pewcente ron thesta tos .o rg .

Sincerely,
Susan Urahn
Managing Director, Pew Cente r on the States
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FOR MANY AMERICANS, POST-RETIREMENT 
BENEFITS— principa lly pensions and health 
care— fo r state gove rnm en t employees is an 
obscure top ic . But because o f how they can 
affect state budgets, these benefits have 
become an issue o f critical im portance. 
Research by Pew's Cente r on the States shows 
states' retiree pensions and o the r benefits 
represent a bill com ing due over the next few 
decades tha t can be conservative ly estimated 
at $2.73 trillion . That includes abou t $2.35 
trillio n fo r a w ide range o f 
emp loyee pensions, includ ing 
those fo r teachers, and 
an add itiona l $381 
b illion fo r retiree 
health care and o the r 
non-pension benefits 
fo r state employees 
only, exclud ing those 
fo r teachers and a 
handful o f o the r groups.

To the ir cred it, states have socked away 
enough to cover abou t 85 percen t o f the 
pension bill. But there is very litt le pu t aside 
for non-pension benefits . A ll to ld , states face 
about $731 billion in un funded bills com ing 

due. (See Exhib it 1-1.)

The way in which states provide retirement 
benefits, and at what levels, to the ir employees 
has become tho subject o f increasingly volatile 
debate . Several im portan t deve lopments have 
drawn atten tion to the issue, inc lud ing the 
precip itous d io p in pub lic pension fund ing 
levels in the early years o f tho decade and new 
accounting rules tha t identify, for the first time,

the large ob liga tions that many governments 
have incurred for retiree health care and other 
non-pension benefits.

States' liabilities and the ir ab ility to cover those 
costs are affected by a variety o f factors, 
including the strength o f the ir econom ies, shifts 
in the ir popu la tions and the ir tax capacity. But 
po licy decisions are equally critical. In some 
states, retiree benefits have been vulnerable to 
a buy-now, pay-la ter mentality. In bad budge t 

times, re tirement benefits 
become easy substitutes for 

salary increases 
because states can put 
o ff the bills. In good 
times, feelings o f 
legislative largesse 
can create new 
retirement benefit 
policies that havc- 

costly long-te rm price tags.

Today, the need to in te lligen tly contro l and 
manage the cost o f post-re tirem ent benefits is 
integra l to states' capacity to fund competing 
needs, such as adequate roads, bridges, water 
systems and h igh -qua lity pub lic education. But 
at a tim e when states are com pe ting w ith tho 
private sector and o the r nations fo r the best 
and the brigh tes t, many fear tha t reducing 
benefits could make public sector employment 
less attractive. "Address ing this issue now is 
responsible pub lic po licy," said Robert N. 
Campbell III, vice chairman, D o lo itte & Touche 
USA, LLP, which provides financial, human 
resource and techno log ica l services to business 
and governm ent. ' It is in tho pub lic interest to

T h e  b i l l  c o m i n g  

d u e  o v e r  t h e  n e x t  f e w  

d e c a d e s  c a n  b e  

c o n s e r v a t i v e l y  e s t i m a t e d  

a t  $ 2 . 7 3  t r i l l i o n .
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1 T h is  n u m b e r  is a n  e s t im a te  o f  a s s e t s  fo r  s ta t e  e m p lo y e e s  only . A c c o rd in g  to  a c tu a r ia l  v a lu a t io n s ,  w h ic h  in c lu d e  c o s t- s h a r in g  p la n s ,  th o  
a s s e t s  to ta l  $ 1 3  b illio n .

N O T E S : N u m b e rs  o ro  th e  t o ta l s  o f  th e  s t a t e s '  3 0 -y e a r  o b l ig a t io n s  a s  c a lc u la te d  in 2 0 0 6 .  O t h e r  b e n e f i t  c o s t s  o n ly  in c lu d e  s ta t e  e m p lo y e e s .  
T h e  " O th e r  B e n e f i ts ” n u m b e r  is b a s e d  o n  a c tu a r ia l  v a lu a t io n s  f ro m  th o  s ta t e s ,  w h ich  in c lu d e  s o m e  c o s t - s h a r in g  p la n s  ( i.e ., A rizo n a , N o rth  
C a ro lin a  a n d  O h io ) .

S O U R C E : P e w  C e n te r  o n  t h e  S ta te s ;  B a s e d  on S ta te s ' C o m p r e h e n s iv e  A n n u a l  F in a n c ia l R e p o r t  a n d  A c tu a ria l  V a lu a tio n  D a ta

ensure tha t qua lified , skilled and capable 
ind iv iduals con tinue to be attracted to careers 
in pub lic service."

Tho issues surround ing re tirem ent benefits am 
high ly technica l, involv ing complex calculations 
and arcane financia l terms; in general, the 
pub lic doesn 't pay nearly as much atten tion to 
them as they do to education, health care and 
othe r top ics. This lack o f pub lic awareness is 
part o f the reason some states now find 
themselves in troub le . But tho com plex ity o f 
pub lic secto r re tirem ent benefits belies the ir 
po ten tia l consequences for everyday citizens. 
Even seem ingly modest changes can have 
sign ificant impacts on pub lic employees, 
taxpayers and states' fiscal health.

G iven the amount o f pub lic funds invested, it 
is more im po rtan t than ever tha t states be 
in fo rm ed by the best available data, analysis 
and practices when making decisions about 
post-re tirem en t benefits .

This report, by the Pew Center on the States 
(PCS), seeks to prov ide such information to 
state po licy makers across the country. The 
report is d iv ided in to three sections. This 
executive summary h igh ligh ts key findings o f 
the report, describes current forces driv ing up 
costs in bo th pensions and other post- 
em p loym ent benefits (primarily health care), 
and explains why state budgets will be affected 
for years to come. The second section focuses 
on pensions, offe ring 50-stato data illum inating 
diffe ren t ways states have handled these

‘

The pension bill is much larger than tha t o f other benefits, bu t it is 85 percent funded; 
the bill for other benefits is only 3 percent funded (in billions).

U nfunded ,
Funded

O th e r B e n e f its  
$ 3 8 1 b il l io n

$11’

P e n s io n s $ 2 .3 5  t r i l l io n
•v; <' i '  J

ran
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ob liga tions and opportun ities fo r states to 
contro l future costs. Tho last section examines 
other post-em ploym en t benefits, provid ing 
groundbreaking data on states' liabilities for 
retiree health care and pro filing initia l measures 
some states have taken to manage tho issue.

PCS's analysis flows from an intensive review o f 
data compiled and reported by the states—  
inform ation that is pub lic ly available bu t not 
always easily accessed by po licy makers. To 
examine pension fund ing trends, PCS 
aggrega ted all the pension data tha t were 
available in states' comprehensive annual 
financial reports, inc lud ing plans fo r teachers, 
state employees, law enforcement personnel,

e lected officials, judges and, iri some cases, 
municipal employees whose benefits are 
adm in istered through state plans. To assess the 
impact o f health care and othe r non-pension 
benefits, PCS co llected actuarial valuations 
that have now been com p le ted by most o f the 
states and which calculate long -te rm costs o f 
retiree health and othe r benefits tha t have 
previously been unknown. In this case, to offe r 
a consistent comparison among states, 
in form ation was co llec ted fo r state employees 
only. Non-pension benefits fo r teachers will be 
the top ic o f a subsequent report. (For a more 
de ta iled explanation o f ou r methodo logy, see 
page 17.)

Key Findings

Pensions

S t a t e  o f  t h e  S t a t e s :

• From a national perspective, states' pension 
plans seem to be in reasonable shape. 
Looking at all pension plans covered in tho 
states' financial reports, there were $2.35 
trillion in long-te rm liab ilities at the end o f 
fiscal year 2006, of which $361 b illion was 
unfunded. Data co llec ted by PCS show that, 
in tho aggregate, states' systems were 85 
percen t funded for fiscal year 2006.

• But the national perspective masks important 
variations across the states. Twenty states 
had less than 80 percent o f the funds 
necessary to cover the ir long-te rm pension 
ob liga tions— the level most experts consider 
to be healthy. Given shifts in funding levels 
caused by vo la tility in the stock market and 
other forces, underfund ing cou ld leave states

in a very precarious position. And several 
states, including Connecticut, Illinois, Hawaii, 
Kentucky and New Hampshire, have 
experienced particu larly troub ling drops in 
the ir funding ratios.

• While the overall story about states' pension 
plans seems genera lly positive, po licy 
makers should bo cautious about this news. 
Past experience indicates tha t good times 
may become perilous fo r the long -te rm 
health o f pension systems. In the late 1990s 
and early 2000s, when half the states' 
pension plans were fully funded , many 
states reacted lay increasing benefits . In tho 
years tha t fo llowed, fund ing levels for state 
pension plans d ropped substantially, some 
by as much as 30 to <10 percentage points.

WWW.PEWCENTERONTHESTATnS.ORG
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• In the past 10 years, only about a third o f the 
states have consistently contribu ted the full 
annual amount the ir own actuaries said was 
necessary. In 2006, 20 states contributed less 
than 95 percent o f the amount the ir actuaries 
targeted to meet their annual contribution for 
pension funding, and 10 states contributed 
less than 80 percent. States that have 
consistently fallen short in recent years include 
Colorado, Illinois, Kansas, Michigan, New 
Jersey, Oklahoma and Washington.

P r o m is in g  A p p r o a c h e s :

• States should fully fund the ir liab ilities each 
and every year. And they should be sure that 
any new benefits prom ised are genuinely 
affo rdab le— once given, pension benefits are 
very d ifficu lt to take away. Both Georgia and 
Oklahoma require tha t any proposed benefit 
increase bo accompanied by actuarial 
calculations o f long -te rm affordability.

• A num ber o f states are taking add itiona l 
steps to reduce the ir long -te rm  costs. A t 
least five states now o ffe r hybrid plans that

combine elements o f both de fined benefit 
and de fined con tribu tion plans. (The form er 
prom ises recip ien ts a set level o f benefits; 
w ith the latter, tho em p loye r con tribu tes a 
de fined amount to the plan.) Accord ing to a 
Septem ber 2007 repo rt by the U.S. 
G overnm en t Accoun tab ility O ffice (GAO),' 
O regon officia ls estimate tha t a new hybrid 
program adop ted by the state in 2003 
con trib u ted to $400 m illion in pension 
reform savings.

• Some states are closing loopho les w ith in 
pension systems tha t allow employees to 
increase tho amount they co llec t after 
re tirem ent, such as in fla ting the number o f 
years coun ted toward re tirem ent o r final 
salary du ring the last years o f employment.

• Some states are strengthen ing how they 
govern the ir pension systems so the funds 
w ill bo be tte r managed and less vo la tile . A 
number o f states also are requ iring faster, 
more accurate financial repo rting so tha t 
po licy makers w ill have the best and most 
up -to -da te in fo rm ation when making 
decis ions abou t pension plans.

O ther Post-Lmployrilent Beiio liis
In response to a 2004 ru le from the 
Governmenta l Accounting Standards 
Board (GASB), most states have now 
com p le ted the ir calculations o f the long ­
te rm cost o f the non-pension retiree 
benefits they offe r to the ir own state 
employees. O f these benefits , the biggest 
by far is health care, bu t benefits can also 
include such coverage as denta l care and 
lift* insurance.
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S t a t e  o f  t h e  S t a t e s :

• Tho long-te rm price tag fo r retiree health 
care and othe r benefits fo r state employees 
alone is about $381 b illion , according to 
PCS's analysis. A bou t 97 percent— $370 
b illion— o f tha t 30-year b ill was un funded at 
the end o f fiscal year 2006. And this is a 
conservative estimate because it doesn 't 
include ob liga tions fo r teachers o r local 
gove rnm ent workers.

• When it comes to states' to ta l liab ilities fo r 
employee retirement, pensions represent a 
far b igg e r portion than retiree health care 
and othe r non-pension benefits. But states 
are do ing a far be tte r jo b socking away 
money to cover pension costs. That means 
tha t non-pension liab ilities make up a 
disp ropo rtiona te share— more than half— c f 
what states haven't ye t funded.

• States d iffe r tremendously in the kinds o f 
non-pension benefits they offe r to retirees. 
Half the states account fo r almost 94 
percent o f the liab ilities— largely the result 
o f decisions that governments have made 
abou t how large or small these re tirem ent 
benefits should be and who should receive 
them . Per capita costs for other pos t­
em p loym en t benefits range from less than 
$200 in states like North Dakota, South 
Dakota and Wyom ing to more than $5,000 
in Delawaie, Hawaii and Connecticu t.

• A t the end o f fiscal year 2006, just six 
states— Arizona, North Dakota, Ohio,
O regon, Utah and W isconsin— were on track 
to have fully funded the ir non-pension 
ob liga tions during the next 30 years. O f the 
five largest states— Californ ia, Texas, Now 
York, Florida and Illinois— none had pu t 
aside money for non-pension benefits.
Eleven states face long-te rm liab ilities in

excess o f $10 b illion , led by New York at 
$50 billion , California at $48 b illion , and 
Connecticu t and New Jersey at $22 billion 
each. (Illinois does no t have an offic ia l 
valuation yet, bu t estimates pu t its liab ility 
at $48 billion.)

P r o m is in g  A p p r o a c h e s :

• A t least 13 states have set up irrevocable 
trusts to pay for re tirem ent benefits in years 
to come, ensuring tha t none o f the funds 
are d ive rted to o the r purposes.

• States con cut the ir long-te rm costs 
substantia lly if they start fully fund ing the ir 
annual required contribu tion for o the r post- 
em p loym ent benefits. For example, 
Massachusetts would face $13.3 b illion in 
long-term costs if it d id n 't pu t aside funds 
for retiree health care and o the r non-pension 
benefits. If the state consistently funds its 
required contribu tion every year— as it is 
do ing in 2008— the long-te rm costs w ill be 
reduced to $7.6 billion . Why? Because the 
interest the state is likely to earn when it 
invests more money over the long term can 
be applied to paying down the bill.

• Many states owe so much tha t they may find 
<t cost-p roh ib itive to fully fund the ir non­
pension liab ilities— the median annual 
con tribu tion required is almost three times 
what they currently are paying. So a grow ing 
number ot states are bo th setting aside 
seme money and restructuring benefits to 
reduce costs. (In genera l, states have more 
flex ib ility to make changes to retiree health 
care than to pensions— a lthough this subject 
is like ly to be litiga ted as governm ents test 
their la titude fo r making changes )
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• States can reduce costs by raising the 
re tirem ent age, increasing employee and 
retiree prem iums and co-pays, increasing 
the num ber o f years o f emp loym ent 
requ ired for life tim e o r fully subsidized 
benefits , requiring new retirees to pay a 
percentage o f their base salary at re tirem ent 
fo r health care costs, and requ iring retirees 
to jo in a Medicare advantage prescrip tion 
drug plan.

• Some states also are reducing retiree health 
costs by prom o ting wellness programs and 
o the r preventive measures, and by 
managing the ir bene fit plans more cost

e ffic ien tly— fo r instance, by jo in ing w ith 
localities to bund le the ir plans under a 
smgle adm in is tra tive umbrella.

• States can, in fact, lower the ir long -te rm  
liab ilities. For example, a fte r se tting up a 
trust fund fo r its o the r post-em p loym en t 
benefits and adop ting several reforms, 
inc lud ing increased co-pays and 
requirements fo r retirees to jo in a Medicare 
advantage prescrip tion drug plan, West 
Virg in ia reduced its long -te rm  liab ility by 
more than half, from an estim ated $7.8 
b illion at tho end o f June 2006 to $3.4 
b illion in April 2007.

Why it Matters
Today it is more im po rtan t than ever that 
decision-makers— state po licy leaders, boards 
o f trustees, agency and union heads, and 
others— pay serious atten tion to decisions 

abou t post-em p loym en t benefits fo r pub lic

1. Pension funding levels
Pension investment practices have shifted 
dramatically in the past 30 years. Federal 
Reserve Board data from June 2007 indicate 
tha t 70 percent o f state and local pension 
investments are in equities, broadly defined, up 
from 62 percent in 2000 and 38 percent in 
1990? Because equ ity investment was a 
relatively now phenomenon for a lot o f states in 
the 1990s, decision-makers may have ignored 
tho idea tha t what goes up also comes down.

By 2000, abou t ha lf the states' pension 
systems were fully funded , due to strong and 
sustained stock market grow th. Legislatures 
responded in 1999 and 2000 by sho 'ten ing

sector employees and tha t they strike the righ t 
balance between managing costs and 
recru iting and reta in ing good ta len t. Five key 
forces sign ificantly affect post-em p loym en t 
benefits and states' ab ility to pay fo r them .

a r e  v o l a t i l e
vesting periods, increasing the multip lie rs used 
in de te rm in ing bene fit amounts, decreasing 
the age at which employees cou ld receive full 
re tirem ent benefits and shorten ing the years o f 
service needed to qualify. New York, New 
Jersey, Illinois, Pennsylvania, Kentucky, 
Californ ia, Co lo rado and othe r states increased 
bene fits .’ Some also decreased requ ired 
em p loye r con tribu tions to the plans (see 
Exhib it A-2 in Append ix A).

But tho rosy ii vestment picture o f the late 
1990s was already starting to w ilt in 2000, w ith 
the do t.com bust fo llowed by tho 9/11 attacks 
and weakening economy beginn ing in 2001.
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Added benefits increased accrued liabilities 
while shortfalls in contribu tions ate into asset 
grow th. In the early years o f the decade, as 
poor investment returns caused funding levels 
to d ip , it became even more d ifficu lt for states 
to make the employer contribu tions required to 
keep up, By 2006, only five states— Florida,
New York,' North Carolina, O regon and 
W isconsin1— had pension funding ratios at a 100 
percent o r greater level. A handful o f others—  
Delaware, Georgia, South Dakota, Tennessee 
and Utah— were moving close to that point.

This story provides a cautionary tale fo r po licy 
makers today.

Most states employ a multiyear smooth ing 
process, which evens ou t gains and losses over 
time, to calculate the value o f the ir assets. For 
tha t reason, pension fund ing levels have 
continued to experience the effects o f poor 
returns in fiscal years 2001 and 2 0 0 2 / even

though investm ent returns have done well 
recently. States have responded to the ir 
lowered pension fund ing levels w ith caution, 
enacting re la tive ly few bene fit increases in the 
past several years. States such as Rhode Island, 
Kansas and Illino is have im p lem ented reforms 
to try to reduce long -te rm cos ts /

But in the next year, there is a chance tha t 
pension fund ing levels w ill start to rise again, 
as the bleak returns o f the early 2000s are 
removed from the picture. Tho b ig question is 
whether state leaders will learn tho lessons o f 
the past decade o r whe the r they w ill respond 
to rising fund ing levels as many d id in the 
pe riod between 1999 and 2001.

One basic fact sign ificantly affects all retiree 
bene fit equations: While fund ing levels may 
rise and fall w ith the economy, once given, a 
de fined bene fit is very d ifficu lt to take av/ay.

2. Retiree heal'h care costs are rising dramatically
Retiree health benefits have been offe red to 
pub lic sector employees fo r decades, bu t the ir 
long -te rm costs have received re la tive ly litt le 
a tten tion . That changed in 2004, when the 
Governmenta l Accoun ting Standards Board 
(GASB) adop ted new standards tha t ask 
governments to calculate the long -te rm 
actuarial liab ilities fo r non-pension benefits , 
called "o th e r post-em p loym erit bene fits " 
(OPFB), using an approach sim ilar to tho one 
they take for pens io ns / For the largest 
governments, inc lud ing all states, those 
numbers will be repo rted for the first tim e in 
fiscal year 2008 financial re p o rts /

In some states, the actuarial unfunded liab ility 
fo r non-pension benefits jus t fo r state 
employees is grea te r than the aggregate 
un funded liab ility for all the ir pension plans. 
This is because states have long set aside 
money fo r futu re retirees in the ir pension 
systems, bu t most states have pa id fo r other 
post-re tirem en t benefits on a pay-as-you-go 
basis. Each year, as the number o f retirees 
grows and medical costs go up, so does the 
b ill tha t must bo paid ou t o f current revenues.

Exhib it 1-2 shows eigh t o f the 15 states in 
which the un funded actuarial accrued liab ility 
(UAAL) fo r retiree health and o the r pos t­
em p loym en t benefits fo r state employees is 
greater than the aggregate un funded actuarial 
lia b ility for pensions.
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States
California
Connecticut
Delaware
Georgia

win 

OPEB UAAL
$47,878,000
$21,681,000
$4,410,000
$4,905,000

Pension UAAL
$46,673,644
$14,914,600

$207,635
$2,503,741

States
Hawaii
Maryland
Pennsylvania
Tennessee

OPEB UAAL
$6,791,000
$14,543,000
$13,501,000
$2,305,000

Pension UAAL 
$5,132,028 
$7,634,087 
$12,223,300 

$366,114

N O T E : P C S  a s s e m b le d  t h e s e  d a t a  Iro m  2 0 0 6  C o m p ie h e n s iv o  A n n u a l  F in a n cia l R e p o r ts  (o r  a ll 5 0  s ta t e s ,  a n d  th e ir  r e s p e c t iv e  p e n s io n  p la n s .  A d d i t io n a l  d a l a  w o re  
o b t a in e d  f ro m  2 0 0 6  a c tu a r ia l  v a lu a t io n s  o f  s ta t e  p e n s io n  ' / s t e m s  a n d  a c tu a r ia l  v a lu a t io n s  o f  o t h e r  p o s t - e m p lo y m e n t  b e n e f i t s  w h e n  a v a ila b le .

S O U R C E : P e w  C e n le r  o n  th e  S ta te s

3. The gap between private and public sector 
benefits is expanding

Private sector retiree benefits d iffe r greatly, 
depend ing on the size o f companies, the level 
o f unionization and the industry.’" But in 
general, the private sector never offe red the 
level o f benefits tha t have been trad itiona lly 
available in the pub lic sector. A t its high po in t 
in 1980, only about 35 percent o f private sector 
workers had de fined benefit pension plans." 
That number is expected to drop to 13 percent 
by 2016, according to Dallas Salisbury, chief 
executive office r o f the Employee Benefit 
Research Institute (EBRI).

As Exhib it 1-3 shows, pub lic sector employees 
are far more likely to receive retirement 
benefits— and the gu lf between private and 
pub lic sectors continues to grow. While there 
are signs tha t governments are institu ting some 
reforms to scale back benefits, particu larly for 
new employees, the pace o f change is 
dramatically slower than in tho business world.

In spring 2007, EBRI and Mercer Human 
Resource Consulting surveyed private sector 
de fined bene fit sponsors and found that more 
than 35 percent had made changes to the ir plan 
in the past two years. Abou t a quarter had 
closed the plan to new hires, while nearly 13 
percent had frozen the ir plans for all members.’-

A bou t a th ird o f the organizations that had not 
changed the ir plans said they intended to do so 
in the next two years. And 19 percent said they 
were considering closing the plans to new hires. 
The vast majority o f private sector companies 
tha t intend to shift away from defined benefit 
systems also say they will increase contributions 
to defined contribu tion plans.’3

The same phenomenon ias taken place with 
retiree health benefits. Accord ing to tho Kaiser 
Family Foundation, only a th ird o f big 
companies offe r retiree health insurance. The 
number has been cut in half since 1988." O f 
those tha t do offe r benefits, they tend to be 
considerably less generous than those offered 
by state government. Tho Citizens Budget 
Commission in New York took a look at 
employers that offer retiree health coverage and 
found that 10 percent pay the full prem ium , 
compared with 32 percent in the states.’1'

The gap between public and private sector 
benefits fuels the po litica l debate, as taxpayers 
notice that they are contribu ting to gov< rnmont 
employee retirement benefits that are 
increasingly unavailable in tho private sector.
This d ispa iity— and resulting pension envy 
among private sector employees— has 
genera ted a w ide variety o f po litica l reactions, 
w ith some calling fo r a reduction in government
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benefits and others decrying the declin ing 
benefits in the private sector and citing the 
public sector as an example o f how long-term 
employees should be treated. "The larger issue 
o f what working peop le are en titled to in our 
society needs to be considered too ," wrote Jon 
Shurc, president o f the New Jersey Policy

Perspective in a commentary :n the New Jersey 
section o f the New York Times on November 
26, 2006. "Is one group ge tting plush benefits 
at the expense o f the other? Or, rather, is it 
government's responsib ility to set an example 
for what the private sector should do as well?"

4. The number o f retirees increases every year
The num ber o f retirees w ill con tinue to grow as 
the baby boom er genera tion reaches 
re tirem ent age— a massive dem ograph ic shift 
tha t w ill affect gove rnm ent on all levels and 
across sectors. The num ber o f Americans uver 
age 65 increased eleven-fo ld from 19Cd to 
1997. Steady increases have continued since 
then, bu t the grow th in the e lde rly popu la tion 
w ill accelerate even more w ith the ag ing o f the 
baby boom genera tion , w ith a pro jec ted 
increase o f 8C percent be tween 2010 and 
2030."' By 2030, 71 m illion Americans— one o f 
every five peop le— will be over 65, according 
to pro jec tions from the Social Security 
Adm in is tra tion .’ '

Meanwhile, the public sector will face an 
escalating number o f retirements sooner than

the private sector because o i the o lder average 
age of public employees. In Illinois, tor example, 
the state comptroller reports that in fiscal year 
21/06, 65 percent o f public employees were in 
the ir *'0s and 50s— up from 41 percent in 1986.'n

As the number o f retirees multip lies, the 
enormous variation in states w ill become more 
pronounced. States w ith large unfunded 
actuarial liab ilities e ithe r in health benefits or 
oensions will face increasingly large annual 
costs to prov ide benefits tha t were prom ised. 
Californ ia provides a te lling example: The 
Cente r fo r Governm en t Analysis reports the $4 
billion requ ired to pay fo r California's annual 
state and local retiree health costs in 2006 will 
escalate to $6 b illion in 2009, almost S10 
b illion in 2012 and $27 b illon by 2019.”

Compensation/Benefit 
Defined benefit plan 
Median pension in 2005 
Retiree health benefit of any kind

Private Sector Employees
20%’

$7,692'
33%s

Public Sector Employees
90%'

$17,640'
82%‘

1 D a ta  f ro m  th o  U .S. B u re a u  o f  L a b o r  S ta tis t ic * , " N a t io n a l  C o m p e n s a t io n  S u rv ey : C rn p lo y o o  B e n e f its  in P r iv a te  In d u s try  in  t ire  U n i te d  S ta te s " ,  (M arch  2 0 0 7 )  7, 
h l tp V /w w w .b ls  g o v / n c s / e b s / s p / c b s m 0 0 0 6  p d l

2  D a ta  fro m  C m p lo y c o  B e n e f it  R e s e a rc h  In s t i tu te .  “ F u n d a m e n ta ls  o l  E m p lo y e e  B e n e f it  P ro g ra m s ,  P a r t  F iv e . P u b lic  S e c to r ,”
2 0 0 5 : I6 .h t tp : /A v w w  o b r i .o r g /p d f /p u b l ic a t i o n s /b o o t s / l u n d a m o n ta ls /F n d 0 5 .P r t0 5 .C h p 4 0  p d f

3  D a ta  f ro m  D e b r a  W h itm a n  a n d  P a tric k  P u rco ll, “ T o p ic s  in A g in g : In c o m e  a n d  P o v e r ty  A m o n g  O ld e r  A m e r ic a n s  in  2 0 0 5 ,"  C o n g re s s io n a l  R e s e a rc h  S e rv ic e , 

S e p t e m b e r  2 1 , 2 0 0 6 .

•1 Ib id .
5  A  liltlo  m o r e  th a n  a  fifth o f  la rg o  e m p lo y e r s  t h a t  o ffe r  r e t i r e e  n e a lth  p a y  n o  p a r t  o f  t h o  p r e m iu m , a c c o r d in g  to  th o  C i t i r e n s  B u d g e t  C o m m is s io n  in N e w  York. N e w  

York's G b .’ o n  B u d g e t  C o m m is s io n ,  " T h e  C a t o  F R e d e s ig n in g  R e t ir e m e n t  B c n o fits  lo r  N e w  Y ork 's P u b lic  E m p lo y e e s ,"  A pril 2 9 , 2 0 0 5 .

6 T h o  8 2  p e r c e n t  f ig u ro  p e r t a in s  t o  s ta to  a n j  lo ca i / o rn m o n ts  t h a t  h a v e  m o re  th a n  2 0 0  e m p lo y e e s .
S O U R C E S: D e f in e d  b e n e f i t  d a t a  fro m  B L S/C 0RI; m e d ia n  p e n s io n  d a t a  fro m  C o n g r e s s io n a l  R e s e a rc h  S e rv ic e ; a n d  R e t ir e e  h e a l th  d a ta  Iro m  K aiso r F am ily  F o u n d a t io n .
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C a l i f o r n i a ' s  a n n u a l  s t a t e  a n d  l o c a l  r e t i r e e  h e a l t h  c o s t s  o f  

$ 4  b i l l i o n  i n  2 0 0 6  w i l l  e s c a l a t e  t o  $ 6  b i l l i o n  i n  2 0 0 9 ,  

a l m o s t  $ 1 0  b i l l i o n  i n  2 0 1 2  a n d  $ 2 7  b i l l o n  b y  2 0 1 9 .

5. People are living longer
Life expectancy has trended upward fo r the 
U.S. popu la tion , from 69.7 years in 1960 to a 
pro jec ted 79.2 years in 2015, accord ing to the 
National Cente r fo r Health Statistics. Some o f 
this change stems from a drop in infan t 
morta lity, bu t it also reflects improvements in 
health care for a d u lts / ’

G iven tf e financial pressures tha t result from 
increased longevity, the Social Security 
Adm in is tra tion is gradua lly shifting its 
re tirem ent age upward, based on b irth year. 
For peop le born before 1943, full Social 
Security benefits will kick in at age 65, bu t ihe 
re tirem ent age will escalate. For example, a 
person born in 1967 or la ter will have to wait 
until age 67 to qualify for full Social Security. 
Some observers pred ic t tha t when Social 
Security is next re formed, the re tirem ent age 
w ill go up even further.

Many priva te sector companies tha t offe r 
re tirem ent benefits confo rm the ir re tirem ent 
ages to those prov ided by the federal 
government. But for states and localities, tho 
e lig ib ility age for receiving lull benefits has 
trad itiona lly been much lower. A December 
2005 study from Wisconsin's Legislative 
Services Council no ted tha t only M innesota 
had confo rm ed to Social Security's practice of

increasing re tirem ent age over tim e. O f 87 
plans stud ied across the 50 states, 85 allowed 
re tirem en t w ith full benefits at age 62 o r earlie r 
fo r indiv iduals w ith long service, and 57 
prov ided re tirem ent at age 62 o r lower w ith 
on ly 10 years o r fewer o f service. Only two 
plans stipu la ted tha t it was necessary to reach 
age 65 to receive full b e n e fits / ’

In add ition , some pub lic secto r employees (for 
example , po lice and corrections officers) who 
arc in hazardous jobs o r in jobs tha t require 
he igh tened physical streng th or ag ility are 
e lig ib le fo r full re tirem ent benefits at even 
earlie r ages. O ffe ring benefits at an early ago 
greatly affects health care costs because 
Medicare coverage has no t yet kicked in. For 
this reason, it is genera lly much more 
expensive fo r governm ents to prov ide 
re tirem ent benefits fo r pro-M ed ica re retirees.

The Wisconsin report no ted tha t at the end of 
2005, states were still moving toward earlier 
re tirem ent ages; nine plans had reduced 
normal re tirem ent provisions since 2000 and 10 
had reduced the m inimum ago or years o f 
service required for early re tirem ent. Since 
2005, however, some states, presumably 
preparing for the significant dem ograph ic shifts 
on the horizon, have started to reverse course. '
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d i r e c to r  ( O c to b e r  2 0 0 7 )  1
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Glossary
ACTUARIAL ACCRUED LIABILITY (AAL) -  The 
to ta l value o f pension benefits owed to current 
and re tired employees o r dependen ts based 
on past years o f service.

AMORTIZATION PERIOD -  The span o f tim e 
set to fully pay fo r actuarial accrued liab ilities. 
To adhere to genera lly accep ted accounting 
princip les (GAAP), governm ents must use a 
pe riod o f 30 years or less to calculate the ir net 
pension o r o the r post-em p loym en t benefits 
ob liga tio n and the ir expense on an annual 
basis. Some states, which are no t in 
compliance w ith GAAP, choose longe r periods 
fo r fund ing purposes to reduce current 
con tribu tions .

ANNUAL REQUIRED CONTRIBUTION or 
ACTUARIALLY REQUIRED CONTRIBUTION 
(ARC) -  The am ount o f money tha t actuaries 
calculate tho em p loye r needs to con tr ib u te to 
the plan du ring the current year fo r benefits to 
be fu lly funded by the end o f the amortiza tion 
period . (This calcu la tion assumes the em p loye r 
w ill con tinue con tr ib u ting the ARC on a 
consis ten t basis.) The ARC is made up o f 
"no rm a l cos t" (sometimes referred to as 
"service cos t")— the cost o f benefits earned by 
employees in the curren t year— and an 
add itiona l amount tha t w ill enable the 
gove rnm en t to reduce un funded past service 
costs to zero by the end o f the amortiza tion 
pe riod .

ASSETS -  The am ount o f money tha t a pension 
fund has on hand to fund benefits . The assets 
(also known as plan assets) bu ild up over time, 
genera lly from three sources: emp loyee 
con tribu tions , em p loye r con trib u tions and 
investm ent returns. Plan assets genera lly are 
expended to pay pension benefits when due, 
re fund con tribu tions o f members who leave

the plan before qua lify ing for benefits and 
cover the plan's adm in istra tive expenses.

ASSUMPTIONS -  Estimates made by actuaries 
abou t the future behavior o f various econom ic 
and dem ograph ic factors tha t w ill im pact the 
am ount o f pension benefits owed ove r time. 
These estimates, o f factors such as investment 
returns, in fla tion rates and retiree life spans, 
are used by actuaries to calculate the AAL and 
the ARC.

DEFINED BENEFIT PLAN -  A plan tha t 
prom ises its recip ients a set level o f benefits , 
genera lly fo r life. In the case o f pension 
benefits , it is based on a "d e fin in g " formula 
tha t usually includes the num ber o f years 
served and an employee's salary m u ltip lie d by 
a preset figure (e.g., 30 years x $40,000 x 
1.75). In the case o f retiree health, the 
prom ised bene fit is typ ica lly the paym ent o f a 
po rtion o f (or the entire) medical insurance 
prem ium . However, it can also be based on a 
de fined formula much like a pension. In this 
case, a certa in m on th ly income is prom ised 
tha t must be used for health expenses.

DEFINED CONTRIBUTION PLAN -  A plan to 
which tho employer, and often the employee, 
con tribu tes a de fined amount (e.g., 8 percent 
o f salary) to an indiv idual account in the 
employee 's name while the emp loyee is in 
active service, but which does no t guarantee 
any set benefit. The amount available fo r 
re tirem en t is based solely on the amount of 
money tha t has been saved, along w ith 
investment income cred ited to the employee 's 
account. When these funds are used up by the 
retiree, tho bene fit is exhausted.

NORMAL C 08T -  The cost o f benefits earned 
by employees in any given year.
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OTHER POST-EMPLOYMENT BENEFITS 
(OPEB) -  Benefits o ther than pension benefits 
tha t an em p loye r provides to former 
employees as a deferred form o f 
compensation fo r the ir services. OPEB is 
de fined by GASB as inc lud ing (1) post­
em p loym en t health care benefits and (2) o the r 
types o f post-em p loym en t benefits— for 
example, life insurance— if prov ided separate ly 
from a pension plan.

PAY-AS-YOU-GO -  A m ethod o f financing 
pension benefits o r OPEB in which the amount 
con tr ib u ted by the employers or employees 
each year is approx im ate ly the amount needed 
to pay the benefits currently due and payable 
to retirees (or the prem iums currently due and 
payable to provide fo r health care coverage or 
o the r non-pension benefits fo r retirees fo r the 
current period). Under this method, the source 
o f financing fo r current benefits o ften is the 
employer's current collections.

SMOOTHING -  To coun ter tho natural vo la tility 
o f the stock market, the vast majority o f states 
do no t measure the funded status o f pension 
benefits using the current market values o f 
plan assets. Instead, most use methods o f 
de te rm in ing the actuarial value o f plan assets 
tha t average ou t the effects o f increases or 
decreases in market values each year over 
several years (generally fou r or five). The effect 
o f this approach is to mute the immediate 
im pact during a severe market d rop or spike in 
grow th and to spread it out over time.

UNFUNDED ACTUARIAL ACCRUED LIABILITY 
(UAAL) -  The d iffe rence between the actuarial 
accrued liab ility and the actuarial value o f plan 
assets on hand. This is the unfunded ob liga tion 
for past service.
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The Basics o f Funding
The fo llow ing princip les app ly to both 
pensions and post-em p loym en t health care 
benefits, based on a general consensus o f 
experts in the fie ld:

• Th i long -te rm costs o f re tiree benefits are 
based on a passel o f variables, the future 
values o f which are unknown. Actuaries try 
to pin down these variables through the use 
o f best o r at least reasonable "assumptions" 
and a professional m e thodo logy deve loped 
to manage m u ltip le uncerta inties. If all the 
actuaries' pro jec tions were correct over 
time, governments funded benefits earned 
by employees every year and no new 
benefits were added, then pensions and 
retiree health benefits wou ld be fully funded 
by the end o f the amortiza tion period.

• When a state has an un funded actuarial 
liability, it is often because over tim e those 
"ifs " d id no t happen. To pay fo r the 
un funded liability, governments add another 
chunk o f money to the ir annual con tribu tion 
to spread the unpa id costs over the 
amortiza tion period , which is usually 30 
years. Generally, when fund ing ratios 
declin 2, em p loye r con tribu tions need to 
increase.

• Overly op tim is tic assumptions, be i e fit 
increases and underfunded contribu tions all 
pu t grea te r demands on futu re governm ent 
payments.

• Inaccurate assumptions also can result in a 
situation where fund ing levels rise 
unexpected ly. This occurred in tho late 
1990s when most investments earned higher 
than an tic ipa ted returns, which p rom p ted 
some governm ents to skip tho ARC 
paym ent du ring a so-ca lled fund ing holiday.

However, as the recession in the early ha lf o f 
this decade demons 'ra ted , bad years often 
fo llow good ones a rd the con tribu tion 
holidays aggravated the im pact c f market 
losses.

• In a mature pension plan tha t is reasonably 
well funded, lost o f the to ta l add itions to 
plan assets each year w ill come from 
investmc -t returns o f assets tha t have been 
s<r aside over decades. In a poo rly funded 
plan (pensions o r OPEB), more futu re money 
comes from direct state con tribu tions and 
from the same state coffers tha t fund 
education, econom ic deve lopm en t and 
health care.

• A poorly funded plan or one tha t is moving 
in the wrong d irection mav also eventually 
cause troub le fo r an organization 's cred it 
rating. This could increase the cost o f 
borrow ing money, which will make it more 
expensive fo r governments to pay fo r 
infrastructure improvements such as bridges 
and roads tha t typ ica lly are supported 
through borrow ing.

• A lthough states aspire to having fully 
funded pensions, it is im po rtan t to 
recognize tha t "unde rfund ing is a matte r o f 
deg ree ," said Keith Brainard, research 
d irec to r fo r the Nationa l Association o f State 
Retirement Adm in is tra tors (NASRA).-1 The 
im portan t po in t is no t whe the r states have 
reached 98 percent or 101 percent fund ing ; 
it is the d irection in which they are heading 
and tho distance they have to travel to ge t 
there,
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Methodology
This repo rt is the produc t o f an extensive data 
co llec tion effo rt, a review o f the literature, a 
tho rough analysis o f actuarial studies and 
evaluations, and interviews w ith experts and 
individuals know ledgeab le abou t particu la r 
states.

To analyze states' pension systems, PCS 
exam ined state annual reports w ith in form ation 
over a 10-year time period . Data in tho 
pension section o f this repo rt were ob ta ined 
from State Comprehensive Annual Financial 
Reports (CAFRs) as well as CAFRs from state 
pension systems. The numbers aggregate 
m u ltip le plans in the state pension system and 
include, in many instances, municipal workers 
and teachers. PCS d id no t a ttem p t to 
disaggregate municipal workers because this 
could not be accomplished fo r every state.

To analyze states' other post-employment 
benefits, PCS reviewed CAFRs and the 
prelim inary actuarial assessments o f state non- 
pension liabilities over the next 30 years. In this 
case, PCS focused the analysis on state 
employees alone, in order to achieve a more 
consistent comparison, because states vary

greatly in whether non-pension retiree benefits 
for teachers ore funded at the state o r local 
level. Armed with those prelim inary assessments, 
gathered from a variety o f government offices at 
the state level, PCS assembled a comprehensive 
and up-to date compila tion o f these liabilities, 
the amounts the states are currently paying for 
retirement benefits and the ir funding practices. 
PCS collected actuarial valuations in spring and 
summer 2007, continu ing through the fall to 
pursue valuations from states that had not been 
completed previously. One caveat: Many of 
these calculations are prelim inary and are likely 
to change as health plans are altered and 
actuaries re-examine the subject. A handful of 
states had not finished actuarial valuations by 
the completion of this report. Where feasible this 
research was augmented with interviews with 
actuaries, economists, state controllers, auditors, 
legislative analysts and other experts in the field

The expert statements inc luded in th is report 
come directly from interviews conducted by 
PCS between Sep tem ber 2006 and O ctobe i 
2007, unless otherw ise no ted . A com p le te list 
o f resources can bo found on PCS's Web site at 
www pewcon teronthesta tos.org .
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P e r c e n t

f u n d e d

■  5 5 % - 6 9 %  

i / 0 % - 7 9 %  

B  8 0 % - 8 4 %  

B  8 5 % - 9 S %

■  9 6 % - 1 1 0 %

F ig u re s  a r o  in  th o u s a n d s . A n n u a l A c tu a l
A c tu a r ia l U n f u n d e d r e q u i r e d p a y m e n t s

S t a t e l ia b ili ty l ia b ili ty c o n t r ib u t io n in 2 0 0 6

A la b a m a 1 $ 3 3 ,9 6 1 ,9 7 8 $ 5 ,5 2 2 ,3 2 2 $ 6 8 4 ,8 6 1 S 6 8 4 .8 6 1

A la s k a 1 3 ,0 9 0 ,6 5 7 3 ,3 6 9 ,7 5 9 4 2 3 ,6 6 6 2 5 9 ,4 9 6

A rizo n a 3 4 ,3 5 .3 ,6 2 3 5 ,2 7 4 ,1 4 3 6 4 0 ,1 9 7 6 4 0 ,1 9 9

A rk a n sa s 1 9 ,1 1 4 ,2 6 0 3 ,4 0 9 ,2 9 0 4 6 3 ,7 8 6 5 0 0 ,4 7 5

C a lifo rn ia ’ 3 5 5 , - 8 3 ,4 1 2 4 6 .6 7 3 .6 -1 4 6 ,3 4 2 ,2 0 8 6 .2 6 5 ,1 3 8

C o lo r a d o 4 9 ,4 9 0 ,6 0 4 1 2 ,8 0 3 ,5 6 2 9 7 8 ,9 2 4 6 0 9 ,8 5 3

C o n n e c t ic u t 3 4 ,1 9 0 ,0 0 0 1 4 ,9 1 4 ,6 0 0 1 ,0 3 1 ,0 0 0 1 ,0 3 1 ,0 0 0

D e la w a re 6 ,4 1 6 ,2 7 5 2 0 7 .6 3 5 1 2 2 ,9 1 4 1 1 8 .9 5 0

F lo rid a 1 1 0 .9 7 7 .8 3 1 6 ,1 8 1 ,7 8 4 2 ,1 9 3 ,9 2 8 2 .1 0 6 ,1 7 1

G o o rq u t 6 5 .9 9 4 ,1 7 7 2 ,5 0 3 ,7 4 1 1 ,1 1 7 ,7 4 2 1 ,1 1 7 ,7 4 2

H a w a ii 1 4 ,6 6 1 .3 9 9 5 ,1 3 2 ,0 7 8 4 2 3 ,4 4 6 4 2 3 ,4 4 6

Id a h o 9 ,9 5 1 ,1(X) 5 2 5 ,2 0 0 2 4 4 ,6 0 0 2 6 2 ,8 0 0

I llin o is 1 0 3 ,0 7 3 ,4 6 3 4 0 ,7 3 2 .1 3 2 3 ,0 8 5 .6 0 1 1 ,0 2 5 ,3 4 1

I n d ia n a 2 8 ,9 5 3 ,9 5 0 1 0 ,5 6 5 ,8 8 7 9 4 7 ,8 9 0 9 5 5 ,6 2 0

Io w a 2 1 .6 5 1 ,1 2 2 2 ,5 0 7 ,0 8 6 3 8 7 ,5 4 2 3 2 4 ,6 7 7

K a n s a s 1 7 ,5 5 2 ,0 0 0 5 ,3 6 4 ,0 0 0 4 7 1 ,4 2 4 2 9 8 ,8 8 3

K e n tu c k y 3 0 .6 5 9 .4 7 6 9 ,3 0 3 ,e 0 6 5 6 4 ,3 6 1 4 8 3 ,7 4 0

L o u is ia n a 3 3 ,3 5 8 ,3 1 3 1 0 .9 7 8 ,7 0 3 1 ,0 6 6 ,3 1 1 1 ,0 7 5  54 7

M a in e 1 2 ,3 5 7 ,4 1 8 2 ,8 2 6 ,8 2 0 2 9 4 ,8 8 8 3 1 2 .0 1 7

M a ry la n d 4 1 ,5 3 7 ,6 8 1 7 ,6 3 4 .0 8  7 8 7 4 ,0 7 9 7 1 6 ,7 4 5

M a s s a c h u s e t t s 5 0 .4 3 1 ,9 7 4 1 4 .0 5 5 .7 0 1 1 ,3 2 0 ,1 7 8 1 .7 4 7 .7 5 1

M ic h ig a n 6 3 ,7 6 8 ,0 0 0 1 2 .1 5 5 ,0 0 0 1 ,5 6 4 ,5 5 7 1 ,2 9 7 ,7 4 1

M in n e s o ta 3 0 ,7 8 7 .2 5 9 7.1 M ,1 17 2 8 4 .3 7 2 2 8 0 .0 /4

M is s is s ip p i 2 5 ,6 3 0 ,5 5 0 6 ,8 6 5 ,0 9 0 5 3 7 ,7 2 1 5 3 7 .5 8 0

M it i0 u n 4 3 ,8 5 6 ,5 7 6 8 ,4 2 6 ,9 4 5 1 ,0 4 8 ,1 2 5 6 5 2 ,5 3 0

A n n u e l  A ctu .n l 
A c tu e ri.n l U n f u n d e d  r e q u i r e d  p a y m e n t s

S t a t e lia b ili ty l ia b i li ty c o n t r i b u t i o n in  2 0 0 6

M o n ta n a S 8 .5 8 -1 .7 1 0 $ 1 ,6 7 5 ,7 5 9 $ 1 5 7 ,0 7 8 $ 2 3 9 ,8 2 2

N e b r a s k a 7 ,3 9 5 ,6 3 9 8 3 2 ,3 7 7 2 1 0 ,9 7 7 2 1 0 ,9 7 7

N e v a d a 2 5 .7 9 4 ,6 2 7 6 ,4 8 2 ,4 3 7 1 ,0 5 8 ,8 9 2 1 .0 1 5 ,7 5 7

• l e w  H a m p s h ir o 6 ,4 0 2 ,8 7 5 2 .4 7 4 .6 0 5 1 7 0 .5 7 8 1 7 0 ,5 7 8

N o w  J e r s e y 1 0 9 ,6 1 0 ,9 8 3 2 3 ,1 4 1 ,6 0 2 2 ,1 8 0 ,9 1 3 5 9 1 ,3 4 2

N e w  M ex ico 9 2 .5 4 4 ,9 8 0 4 ,0 7 6 ,3 9 0 4 8 4 ,5 0 6 4 3 9 ,2 7 4

N e w  YorkJ 1 4 0 ,1 5 0 ,0 0 0 0 2 ,7 8 2 ,1 4 7 2 ,7 8 2 .1 4 7

N o r th  C a ro lin a 6 1 ,8 2 7 ,5 3 0 2 ,9 5 4 ,4 7 0 5 1 6 .5 7 0 5 1 6 ,6 8 9

N o r th  D a k o ta 3 .5 7 3 ,5 0 0 6 8 1 ,6 0 0 8 1 .5 8 6 5-1 ,039

O h io 1 3 9 ,2 5 1 ,4 6 0 2 6 ,2 0 0 .6 0 0 2 ,6 0 4 ,0 3 3 2 ,4 3 3 ,9 2 1

O k la h o m a 2 7 ,0 3 9 .6 6 0 1 1 ,4 6 8 ,0 8 0 1 ,0 5 3 ,3 3 6 7 6 3 ,7 1 9

O r e g o n 5 1 ,2 5 4 ,0 0 0 ■ 5 .3 6 2 .0 0 0 4 8 8 .5 0 0 4 9 2 ,4 0 8

P e n n s y lv a n ia 9 1 ,4 9 4 ,4 0 0 1 2 ,2 2 3 .3 0 0 1 ,8 7 7 ,1 1 8 6 5 2 ,2 3 1

R h o d e  I s l a n d ’ 9 .8 2 2 .4 3 7 4 ,3 2 9 .1 0 4 1 9 3 ,3 9 4 1 9 3 .3 9 4

S o u th  C a r o lin a ' 3 3 ,7 1 2 ,3 9 4 9 .1 3 4 .9 2 3 6 8 9 .4 0 0 6 9 0 .3 7 4

S o u th  D ak o ta* 5 ,9 0 3 ,5 9 2 1 9 7 ,8 0 8 8 1 ,6 2 0 0 1 ,6 2 0

T o n n e s s e o 2 8 ,1 1 7 .1 2 7 3 6 6 ,1 1 4 6 6 5 ,8 7 9 6 5 5 .8 7 9

T c sa s 1 .3 2 ,0 8 7 ,7 1 3 1 5 ,1 4 0 .3 7 9 2 ,3 1 5 ,7 2 1 1 ,9 4 4 ,1 4 1

U ta h 1 8 ,7 0 3 ,4 5 4 6 8 9 ,9 6 3 5 3 5 ,1j 2 5 3 5 ,1 5 2

V e rm o n t 3 ,1 9 5 ,4 2 1 2 5 6 ,3 5 8 1 0 2 ,6 8 1 7 8 ,3 5 8

V irg in ia ' 5 1 ,6 8 3 ,0 0 0 9 ,9 3 4 ,0 0 0 9 8 8 ,6 6 2 8 5 / .6 6 0

W a s h in g to n ' 2 9 ,0 /4 ,5 0 0 5 .9 8 4 ,3 0 0 1 ,4 2 1 ,2 0 0 396.1(H )

W e s t  V irg in ia 1 1 ,7 7 4 ,7 /2 5 ,3 3 0 ,6 4 9 4 8 4 ,2 3 4 8 7 9 .8 8 0

N V iscontm 7 3 ,7 3 5 ,8 0 0 3 2 0 ,5 0 0 5 6 9 ,0 0 0 5 6 9 ,0 0 0

W y o m in g 6 ,2 1 5 ,5 4 0 3 1 6 ,1 6 8 7 8 ,2 5 7 1 1 7 ,0 7 4

1 2 0 0 5  d a l e  w i re  u s e d  t o  r e p o r t  o n  th o  s ta le 's  la b i l ity  a n d  u n f u n d e d  liability , j < 7 0 0 6  d a t s  w o re  n o t  a v a ila b le  fro m  Il’e  d a t a .
2  S e e  n .4 , p a g e  13
3  7 0 0 5  d a t a  w ore  u s e d  t o  r e p o r t  o n  th o  s la m 's  liab ility  .m d  u n f u n d e d  liability , « t  7 0 0 6  d a t a  w o re  n o t  a v a ila b le  I ro m  th o  s ta to .  R h o d e  l i l a r d  d i d  n o t  h a v o  fin a n c ia l 

l e p o r t in g  o n  Its s p e c if ic  p e n s io n  p l a n t  a f te r  700-1 a t  t h o  l im n  o f  th i»  r e p o r t
•1 S o u th  D a k o ta  h a t  tv.!) p l a n t ,  7 0 0 6  d a t a  w o ro  o n ly  a v a ila b le  fo r i t t  m .i |o r  r e t i r e m e n t  p la n  a n d  7 0 0 5  f ig u re s  for i t t  tm a l ln r  p lan  w e re  u t o d  in  t h e  to ta l  c a lc u la t io n  
N O f  C S ta r  t  In b o ld  r e p r e s e n t  p e n s io n  s y s te m s  b e lo w  I i0  (w rc o n t  f u n d e d
A c tu a r ia l  h a t  lity  i t  t h e  to ta l  v a k ro  o f  p e i 's r o n  b e n e f i ts  o w o d  10 f i m e n l  a r d  r o tu e d  e m jr lo y r n s  in  d e p t  i .!• > i t  b a t e d  o n  p a s t  y n a i t  o l  to rv i ro .
A n n u a l  r u q u lr o a  c o n t n b j t i o n  is ih e  a m o u n t  o l  m o n e y  th a t  a c t u a n e t  c a lc u la te  t h e  e m p lo y e r  r e r d t  l o  c o n ln b u to  t o  th o  p la n  c L n n g  th o  CtdtOOt y e a r  lo r  b e n o f . t t  to  
b e  fully f u n d e d  b y  th e  e n d  o l  th e  a m o r t iz a t io n  p e r io d ,  w h ic h  i t  ty p ic a lly  3 0  y e a r s  o r  l e t !
S O U -ty 'E  P e w  C e n te r  o n  th o  S ta to i
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having
FOR THE SAKE OF SIMPLICITY, it may bo 
tem p ting for tho press and policy makers to 
pa in t a one-size-fits-all portra it o f state 
pensions. But each state has its own 
complica ted story to tell. From 2000 to 2006, 
fo r example, New Hampshire's pension funds 
took a tumble , wh;le North Carolina's funding 
status was nearly unchanged. Kansas-1 set aside 
only about two-th irds o f its annual required 
pension contribu tion in 2006, while ne ighboring 
Nebraska set aside the full amount.-"1 A bou t half 
the states have troub ling unfunded liabilities in 
some o f the ir pension plans and the o the r ha lf 
do not, at least at tho moment.

Overa ll, the national pension 
"ba lance sheet" is in re la tive ly 
decen t shape,-' w ith 30 stato 
pension systems more than 
80 percen t funded (Exhibit 
2-1). A lm ost half o f those 
are over 90 percent funded, 
accord ing to PCS research.
However, the remain ing 20 
states have fund ing ratios o f less 
than 80 percent, meaning that 
the ir p ropo ftio n o f assets to 
liab ilities may create fiscal stres 
unadcJrosscd, accord ing to many exports in the 
fie ld (see Exhib it 2-1— the 20 states are in 
Isold).

A ll to ld , states have con tr ib u ted enough 
money— about $1 99 trillio n— to cover rough ly 
85 percen t o f the ir $2.35 trillio n -' long -te rm

2 0  states 

h ave funding 

ratios of 

less than

lia b ility for the ir retirees' pensions ove r the 
next 30 years. Still, th a t leaves them w ith 
abou t $361 billion in un funded liab ilities.

Large underfunded long-te rm liab ilities put 
future budgets— and taxpayers— at risk. For 
years, West Virginia has had d ifficu lty pu ttin g 
suffic ient money in to education o r health care 
because o f its need to cover huge pension 
liab ilities the state accrued decades ago, 
accord ing to Governor Joe Manchin 111.”  And 
while West Virginia has been aggressive and 
responsib le in overfund ing its annual pension 
con tribu tion over the past decade— the state's 
system is now 55 percent funded , com pared 

w ith a 39 percent fund ing level 
in 2003— the fund ing mistakes 

o f the past make catching 
up extremely d ifficu lt (see 
Append ix Exhib its A-1 
and A-2).

States can delay action to deal 
w ith an underfunded pension, 

z~> r\ i bu t on ly tem porarily The share
8 0  percent

,f

o f the popu la tion aged 65 or 
o lde r w ill grow to 20 percent 

in 2030, according to the U.S. Census Bureau. 
In 1950, the number o f workers re la tive to 
in tirees was 16.5 to 1, today the ra tio is 3.3 to 
1, and it will move down to 2 to 1 du ring the 
nexl 40 years, according to Census estim ates.-' 
When a pension system is fully funded , the 
ra tio o f workers to retirees matters little , 
because the money for retirees is already in
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the bank.55 But when a plan is underfunded , 
making the payouts can become extremely 
burdensome fo r states.

RCS's research h igh ligh ts two im po rtan t rules 
fo r states to fo llow if they are to address the ir 
long -te rm pension ob liga tions cost-e ffective ly. 
Ag reem en t on these po in ts is nearly universal, 
and they have been vo iced by experts ranging 
from researchers at ra ting agencies such as 
Standard & Poor's and academ ic institu tions 
such as the University of Pennsylvania, the 
University o f M ichigan and Harvard University 
to re tirem en t adm in istra tors in a num ber o f 
states. Follow ing these sound financial 
princip les allows states to evenly spread ou t 
tho costs o f long -te rm benefits over tim e, 
ra ther than have low costs now and a 
substantia l— and po ten tia lly budge t-b reak ing—  
cost spike later.”

FULL FUNDING. First, it is critical fo r a state to 
d ilig en tly meet its own yearly goal fo r fund ing 
its long -te rm pension liab ility (known in 
actual ial terms as the actuarial required 
con trib u tion , or ARC) and to base tha t goal on 
accurate assumptions.

Florida's legislature is disp lay ing a high degree 
o f fiscal caution that has presumably he lped 
the stato achieve tho fully funded status it has 
he ld since 1998. Tho stato passed legis la tion 
tha t basically reserved a po rtion o f the pension 
surplus to servo as a safeguard against 
unexpected increases m liab ilities , p rov id ing 
the state w ith extra financial Security.’* North 
Carolina has also had consistently h igh levels 
o f fund ing , even when the stock market 
d ropped or the sta te was under fiscal stress.
The state has been d isc ip lined abou t paying its 
annual b ill and main ta in ing the financial health 
o f its pension system. Illino is and New Jersey 
are examples o f poo r financial decis ion-making 
as bo th states have actively reduced

con tribu tions to the ir plans over the past 10 
years, lead ing to chronic underfund ing .

AFFORDABILITY OF NEW BENEFITS. Second, 
a state must make sure it can affo rd new 
promises, as once a benefit increase is made it 
is extremely d ifficu lt to take back. This means 
the state must carefully consider the long-te rm 
im pact o f bene fit changes, inc lud ing shifts in 
vesting periods, early re tirem ent programs, 
cost-o f-liv ing adjustments, salary calculation 
methods, and a host o f o the r factors tha t affect 
pension amounts and the states' own long-term 
fiscal health. States, in general, have become 
more careful about add ing benefits in the last 
few years and several have enacted legislation 
tha t establishes safeguards against bene fit 
increases enacted in haste. A 2007 Hawaii law, 
fo r example, bars benefit enhancements 
between January 2, 2008 and January 2, 2011 
if the plan has an unfunded accrued liability. A 
2007 Missouri lav/ prevents pension plans in 
the stato from increasing benefits if they are 

less than 80 percent funded ."

Finally, states can take add itiona l steps to 
reduce the ir long-te rm pension ob liga tions. 
Am ong o the r measures, they can close 
loopho les in pension systems tha t allow 
employees to inflate the amount they collect 
afte r re tirement. They can consider creating 
hybrid plans tha t combine elements o f de fined 
con tribu tion and de fined bene fit plans. And 
they can improve oversight and governance of 
the ir system so that decisions are well in formed 
by up -to -da te , accurate and re liab le data, and 
to ensure tho funds are well managed.

The cieta iled analysis tha t fo llows seeks to help 
state po licy makers and tho pub lic answer 
these critica l questions:

• What differences are there among the states 
in how they manage the ir pension plans?
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What are the fundamenta l reasons 
fo r these differences?

W hat too ls can troub led states bring 
to bear to preven t prob lem s in the 
future, and what can they do to 
ame lio ra te the prob lem s o f today?

&
A '.-
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Pension Funding Levels: 
The State of Play
Generally, the money to pay fo r pensions comes 
from three sources: employees' contributions; 
emp loye r contributions, and investment returns. 
Employee contributions, which are required in 
the vast majority o f states, must be paid 
annually. But in many states, governments— the 
employers— are able to pu t o ff some o f the ir 
own required payments. These payments 
include the cost o f benefits earned by their 
employees in any given year, as well as 
contribu tions that will help make up for past 
underfund ing and load to full funding o f the 
plan over the amortization pe riod (typically 30 
years). If the government's con tribu tion falls 
short, tho costs for services rendered in that 
year will be shifted to future taxpayers and the 
state also will forego the advantage o f 
investment returns on those dollars.

Exhib it 2-1 shows how wo 11, or how poorly, the 
50 states are do ing at fund ing the ir long -te rm 
pension ob liga tions, and shows the great 
varia tion in tho level o f fund ing o f states' 
pension plans. These aggrega te figures, which 
include all pension plans tha t states listed in 
the ir latest comprehensive annual financial 
reports, g ive a snapshot o f fund ing status as o f 
June 30, 2006

Accord ing to PCS research, the average 
fund ing level in 2006 was 82 percent, a drop 
from the high po in t in 2000 when the mean 
ratio o f pension assets to pension liab ilities 
was 97 percent.

Noto tha t the 82 percent average is lower than 
the 84 percent average fund ing level re flected 
in the 2006 Public Fund Survey data compiled 
by tho Nationa l Association o f State 
Retirement Adm in is tra tors. That survey 
includes the largest pub lic re tirem ent systems 
in the United States, focusing chiefly on 
systems for genera l employees, pub lic school 
teachers and pub lic safety personnel. PCS's 
report includes all pension funds covered in 
the state comprehensive annual financial 
reports. Teacher and state employee funds 
dom ina te in numbers, bu t the reports also 
include plans fo r e lected officia ls and jud ic ia l, 
pub lic safety, corrections and university 
employees, and, in some cases, municipal 
plans ope ra ted by the state.
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What Drives Differences 
in Funding Levels?
Our analysis shows that states have 
considerable contro l in either moderating the 
bad times through effective planning or 
dim inishing the good times through poor 
decision-making. The 1990s were a time o f 
grow th for pension plans as a healthy economy 
and a boom ing stock market enabled swift rises

in pension fund ing levels. In 2000, half o f the 
states were fully funded. But in tha t year, 
do t.com problems were already having a 
negative impact. The 9/11 attack and 
continu ing stock market d rop in 2002 
devastated the asset levels o f many pension 
plans. Between 2000 and 2002, the average

A  W o r d  a b o u t  P e n s i o n  F u n d i n g  L e v e ls

The data in Exhib it 2-1 and Append ix Exhibits A-1 and A-2 are derived from the work o f actuaries, who deve lop 
a variety o f assumptions1’ ta ilo red to the particu la r situation o f ind iv idua l states. Tiny variations in these 
assumptions cascade like numerical snowballs in to dramatic differences be tween states. For example, New 
Hampshire calculated its actuarial accrued liab ility assuming it wou ld receive a return o f 9 percent on the funds 
it had invested— h igher than any o the r state. If it used the same 7.5 pe rcen t assumption used by West Virginia, 
its unfunded liab ility wou ld rise considerably.35

An im portan t caveat to these exhibits: A major difference among states is the way they smooth ou t the impact 
o f market changes over tim e . Currently, on ly a handful o f states, inc lud ing Idaho, IIFnois, O regon and West 
Virginia, use a fair market value approach fo r valu ing the ir largest funds. Because they are looking at the current 
value, these states respond more dramatica lly to year-to-year shifts, bu t the ir numbers do no t retain the im pact 
o f bad o r good years over time. O therw ise , smooth ing periods genera lly range from four years (for example, in 
Colorado, Louisiana and Ohio) to os many as 15 years in California. N o t surprisingly, states w ith shorter 
smooth ing periods w ill currently appear to have be tte r fund ing levels than those w ith longe r periods, because 
the down years in the early part o f the decade are no longer re flected in the ir averages. Funding in Louisiana 
and Colorado has been on an upward trend since 2005, and O h io sta rted to show upward motion in 2006.

In addition, a few states use the "agg rega te cost m ethod" o f accounting, which does no t provide an unfunded 
liability amount. Washington and New Hampshire supplied notes in the ir annual reports tha t allowed researchers 
to derive this ratio. New York d id no t supply notes, but provided its internal calculations to PCS. A new standard 
from tho Governmental Accounting Standards Board, GASB 50, stipulates tha t states provide unfunded liability 
calculations by using one o f the five perm issible actuarial cost methods other than aggregate cost.

A final concep t to mention is tho trea tm ent o f summary statistics. In ca lcu la ting averago fund ing rates for states 
in this report, we have simply taken all the state fund ing levels and taken tho mean. However, one can also look 
at national fund ing levels by add ing up the assets o f all 50 states and d iv id ing them by the liab ilities o f all 50 
states. That number also reflects an aggrega te picture o f pension fund ing levels. Using this m ethod generates 
substantia lly higher aggrega te fund ing levels than simply averaging state fund ing lovols, because the larger 
states have be tte r funded pension plans than the smaller states.
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pension funding level dropped from 97 percent 
to 89 percent, resulting in an increase o f 
unfunded liabilities o f $166 billion. Furthermore, 
due to smooth ing, many states were still feeling 
tho effect o f those bleak years up through 2006.

In general, states tha t are poorly funded have 
done a combination o f three things over time: 
failed to annually pay the ir own actuarially 
required contribu tion ; increased benefits, or 
made overly op tim is tic actuarial predictions. 
States w ith large underfunded pension plans 
will be forced to eventually meet those 
obligations, which will require increases in taxes 
or reductions in o the r spending. Thus, the 
states with unfunded liabilities are the ones 
that will face increased 
financial stress in the future 
to pay fo r ob liga tions 
incurred in the past.

Over the long term , states contro l whether 
the ir pension plans w ill be approp ria te ly 
funded. But decision-makers may have to 
grapp le w ith tough choices tha t stem from 
previous po licy decisions. In genera l, this is not 
necessarily an issue o f pensions being too 
generous. States o ffe r pensions and other 
benefits in part to attrac t and retain skilled 
workers desp ite the lower salaries offe red in 
the pub lic sector.5’’ The im portan t 
consideration is tha t when states, fo r whatever 
reason, decide to incur an expense like 
employee benefits, they also should have a 
plan for how to pay fo r tha t expense. This is 
what some states have failed to do .

S t a t e s  h a v e  c o n s i d e r a b l e  c o n t r o l  

i n  e i t h e r  m o d e r a t i n g  t h e  b a d  t i m e s  

t h r o u g h  e f f e c t i v e  p l a n n i n g  o r  

d i m i n i s h i n g  t h e  g o o d  t i m e s  

t h r o u g h  p o o r  d e c i s i o n - m a k i n g .

A Two-State Comparison
Comparing states is always a tricky business. 
The details o f how pension benefits and costs 
are calculated vary tremendously. Averages can 
bo m isleading, and a huge number of factors, 
such as tho underly ing financial assumptions, 
have an impact on tho costs of the system and 
the benefits received.

But pu ttin g aside the kinds o f calculations that 
leave oven experts scratching the ir heads, a 
very simple comparison o f two states, Illinois 
and Georgia, is illus tra tive ." These two largo 
states— ranked fifth and ten th in to ta l 
popu la tion , respective ly— have re la tive ly 
sim ilarly sized stato emp loyee plans but have 
taken very d iffe ren t approaches to fund ing

the ir pensions As a result, in 2006 Georgia's 
pension fund was 96 percent funded, while the 
Illinois system was 60 percent funded.

Georgia's un undcd pension ob liga tion , or 
UAAL, during the next 30 years is 30 percent 
o f covered payroll, whereas the unfunded 
pension bill for the Illino is plan is 147 percent 
(Exhibit 2-2). Ihe un funded liab ility is 38 
percent o f 2006 to ta l ope ra ting expenditures 
in Illino is and just 3 percent o f to ta l expenses 
m Georgia. Ihe annual requ ired contribu tion is 
10 percent o f payro ll fo r both Illino is and 
Georgia; however, while Georg ia was able to 
pay the con tribu tion in full, Illino is pa id only 33 
percent o f its requ ired con tribu tion in 2006.
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While Georgia is fully fund ing its pension contributions, Illinois is failing to meet its obliga tions, 
leading to a big difference in the health o f the two pension systems.

Unfunded pension ob lig a tio n s as a percen tage o f to ta l sta te expenses

Georgia 3%

Illinois 38%

Unfunded pension ob liga tio n s as a percen tage o f covered payro ll*

Georgia 30%

Illinois 147%

N O T E : C o v e r e d  p a y ro ll in c lu d e s  a ll e m p lo y e e s  p a r t i c ip a t in g  in  th e  s t a t e 's  p e n s io n  p la n . 

S O U R C E : P e w  C e n t e r  o n  t h e  S t a te s

The prob lem s with the Illino is pension system 
do no t stem from unusual generos ity to 
average employees. In fact, Illinois asks most 
employees to con tribu te 4 percen t o f the ir 
salary,'1 while Georgia's em p loyee contribu tion 

is 1.25 percen t.”  The average pension in Illinois 
state governm ent is on the low end compared 
w ith o the r states, accord ing to on analysis by 
the Illinois Comptro lle r's office last winter. 
Accord ing to these figures, given a final salary 
o f $45,000 in each place and 30 years o f 
service, the Georgia pension would pay out 
$28,938 per yoar and the Illinois pension would 

be $22,545 annually.0

Accord ing to a 2007 study by the Illinois 
Cente r fo r Tax and Budge t Accountab ility ,
"The data make it clear tha t tho state's 
unfunded pension liab ility accrued to date was 
no t caused by overly generous benefits , high 
head counts, excessive costs or even poor 
investment returns. Instead, the real cu lp rit has 
been and continues to be tho repeated failure 
o f the state to make its full annual em p loye r 
con tribu tion to the sys tem ." ’’

Sound Principles and 
Promising Practices
Key to achieving a fully landed pension plan is 
a comm itm en t to pay tho actuarial requ ired 
con tribu tions (ARC) in full each year. The 
annual pension cost, which is ca lcu la ted every 
year, is the amount o f fund ing needed to pay 
for new liab ilities accrued in tha t year as well

as to pay o ff a po rtion o f the unfunded 
liab ilities accrued in previous years. States that 
are able to pay tho full ARC each year will 
experience a gradual reduction in unfunded 
liab ilities until they are fully funded, prov ided 
tha t assumptions are accurate over the long
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term and calculations take in to account any 
add itiona l benefits tha t have been granted.

Recently, the sp lit between states meeting 
the ir fund ing requirements and those fa iling to 
do so is about 50-50. Exh ib it 2-3 shows 10 
leading states tha t have more than fu lly funded

the ir annual pension costs in 2006 and 10 
states tha t fa iled to con tribu te what actuaries 
said they should. This annual pension cost is 
genera ted using one o f the GASB-approvcd 
actuarial fund ing methods and is designed to 
d is tribu te costs fo r worker benefits over the 
course o f the workers' employment.

10 Leading States

West Virginia 

Montana 

Wyoming 

Arkansas E 

California jjS a  

Idaho 

Maine 

Louisiana 

Indiana 

South Carolina

10 0  p c - c o n t  i n d ic a te s  fully fu n d in g  
th e  a n n u a l  r e q u i r e d  p a y m e n ts

108% 

108% 

107%  

106%  

101% 

101% 

100%

182%

153%

150%

10 Lagging States

Vermont 76%

Oklahoma 73%

North Dakota 66%*
Kansas 63%

Colorado 62%

Alaska 61%

Pennsylvania 35%

Illinois 33%

Washington 28%

New Jersey 27%

SO U R C E : P e w  C e n te r  o n  th o  S to to s ;  B a s e d  o n  S ta tu s ' 2 0 0 6  C o m p r e h e n s iv e  A n n u a l  f in a n c ia l  R e p o r t  D a ta .
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A single year o f adequate fund ing , howavcr, 
does no t add up to a properly mainta ined 
pension p lan .'2

States such as Alabama, Arkansas and North 
Carolina, which fully fund each year, seem to 
have estab lished an ethos tha t mandates this 
fiscally sensible practice. O thers, such as 
V irg in ia, Kansas and Massachusetts, have more 
erratic records.

However, states tha t fund the ir requ ired 
con trib u tions at 100 percen t each year—  
beg inn ing as far back as 1997— cou ld still 
have a dram atic un funded liab ility today. 
Unfortunate ly, _hort-chang ing plans in 

decades past can have ripp le effects many

years later. In add ition , if actuarial assumptions 
m issed the mark, even a 100 percent 
con trib u tion may fail to move the state toward 
a fully funded position .

Nonetheless, a comm itm ent to pay the ARC 
yoar after year is good practice, and it can 
substantially improve the position o f even a 
poorly funded state like West Virginia. As 
Exhibit 2-4 demonstrates, West Virginia's 
performance in paying the annual pension cost 
over the past decade has improved vastly, and 
it is starting to pay dividends in addressing the 
state's unfunded liability. In a short time, from 
2003 (its low point) to 2006, the stato shrank its 
unfunded liab ility by 17 percent and $1.1 
billion.

West Virginia 's pension fund is improving thanks to diligence in making its required annual payments, 
while years o f no t paying enough has dim inished Mew Jersey's pension system funding level.

Percen tage o f  annua l requ ired  contribu tion  p a id  in to pension fund
288%

WEST VIRGINIA

182%
M/%

103% 105% 10-1%'06% 108% 105% 10.1% • {

Percen tage o f  to ta l liab ility  that is funded

<0
•10
?o 46% 
o

1798 1999 2000 2001 2002 2003 200-1 2005 2006 1997 1990 1999 2000 2001 2002 2003 200-1 2005 2006

NOTE: 1997 data unavailable let Wo-.t Virginal
SOURCE. Paw Center on tho Status; Oasod on States' Cornpiobeitsive Annual financial Report Data
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Other states, however, have proven unable or 

unwilling to raise the necessary funds to pay 

an actuarially sound amount into their pension 

fund. In New Jersey, for example, leaders 

skipped some required pension contributions 

that resulted in an $8 billion shortfall between 

1998 and 2003.” Tho low point came in 2002 

when the state contributed $16 million out of 

the $560 million actuarially recommended 

amount, resulting in only 3 percent of the ARC 

being put into the pension fund. New Jersey's 

funded ratio stands at 79 percent in 2006 after 

being fully funded only four years before. New 

Jersey is an extreme example but, as Exhibit

2-4 shows, it is highly illustrative of how critical 

consistent contributions can be to a state's 

pension system.

Decisions to skimp on annual contributions 

have taken a dramatic toll on pension funding 

levels in other states as well. A few examples:

• ILLINOIS. The decision to cut pension 

contributions sharply in 1982 and 1983, 

followed by only moderate increases 

through 1995, are cited by the Illinois 

Comptroller as the root of the state's 

pension problems.” Although the state 

recently passed several long-term reforms to 

its pension system, the pattern of 

underfunding actuarially required 

contributions has not abated. The 

state used $2 billion from a 2003 

pension bond offering to make 

payments in fiscal years 2003 and 

200-1 and cut pension payments by j j ^

$2.3 billion in fiscal years 2006 and 

2007, according to the Civic 

Federation of Chicago. The 

rationale was that savings to the 

pension system from the bond sale 

and funding reforms adopted by 

the legislature made those payment 

cuts possible, but longtime

observers of the state's troubled pension 

system were dismayed. "These partial 

pension holidays are short-sighted and ill- 

considered," said Civic Federation Vice 

President Lise Valentine. "You have to 

examine the pension holidays in the context 

of the overall budget, where we see 

expansions of other state programs and 

discretionary spending at the same time that 

pension contributions are cut. This 

demonstrates an unwillingness to fully fund 

the pension obligations and to pay for the 

true cost of employee benefits."

HAWAII. Hawaii's budget director told Pew's 

Government Performance Project in 2000 

that the state, facing enormous budget 

pressures, had failed to make pension 

contributions of $44.1 million in 1999 and 

$155.8 million in 2000. Data from the state's 

comprehensive annual financial reports show 

that pension contributions stood at about 83 

percent of what actuaries required in 1999. In 

2000, actual contributions met only 13 

percent of the required amount. The 

following year, the state held back even 

further, contributing only about 5 percent. 

Since that time, Hawaii has solidly funded its 

pensions. But tho three-year hiatus from full 

funding, coupled with investment losses, 

took a severe toll on the funding status of the

'' These partial pension 
)liclays ate short sighted 

and i ll-conn

I .(Vli I ■ (h i.>1.1 n Vi-
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state employee plan, which dropped from its 

high of about 94 percent funded in 2000 to 

65 percent funded at the close of 2006,

• KENTUCKY. Kentucky also had one of the 

most dramatic descents in funding levels, 

from about 111 percent funded in 2000 to 

about 70 percent funded in 2006. Employer 

contribution rates for both the Kentucky

Add itiona l Strategies for 
Sound Pension Plans
Fully funding pension contributions each year 

requires a great deal of political fortitude and 

the kind of long-teri thinking that is hard to 

come by, particularly in difficult economic times.

The good news is that there are additional 

measures states can take to have an impact on 

their long-term pension liabilities. These 

measures include:

PLUGGING THE LEAKS: Auditor reports are 

full of examples of loopholes within pension 

systems that allow individuals to inflate the 

amounts they collect Tier retirement. But 

states can close the loopholes and stem 

possible abuses.

EVALUAT ING THE FISCAL IMPACT OF 

BENEFIT CHANGES: Even tiny changes in 

benefits can result in very large long-term 

liabilities. Some states have started to require 

that a careful actuarial assessment of long-term 

costs accompany any proposed pension 

benefit increase.

CONSIDERING HYBRID PLANS: Despite 

legislative initiatives in some states to convert 

state pension plans to defined contribution 

systems (in which recipients are promised only

Employees Retirement System and the State 

Police Retirement System have fallen short 

in nine of the past 15 years. According to 

the Legislative Research Commission, the 

pattern of reduced contributions continued 

for tho past six straight years, including 

fiscal year 2007, resulting in "more than 

$744 million in lost contributions and 

investment opportunities."'14

Ensuring

that a set amount of cash will bo put aside for 

them each year), the defined benefit plan 

format (in which recipients are promised a 

specified package upon retirement) remains 

the dominant and most popular form. Most 

professionals expect that defined benefit plans 

will remain the core retirement benefit for 

many years to come, in most states. But some 

states have begun experimenting with hybrid 

plans, which are a mix of defined benefit and 

contribution plans.

REQUIRING FASTER, MORE ACCURATE 

FINANCIAL REPORTING: Pension systems are 

extremely complex and difficult to compare 

due to the wide variety of choices that 

actuaries make when determining asset value, 

calculating actuarial liability, and setting 

funding and recommended contribution levels. 

Faster, clearer financial reporting among plans 

could improve tho accuracy of actuarial 

projections and would provide policy makers 

and other state officials with the most current 

data to infori i their decisions.

IMPROVING PENSION OVERSIGHT: Although 

the states have resisted suggestions that the 

federal government step in to provide more 

accountability for state and local pension
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plans, many are starting to improve 

governance practices and provide 

greater oversight of their own plans. 

Commissions that pay attention to 

pension funding levels, benefits and 

practices can promote sustained, 

consistent attention on an issue that 

tends to float in and out of public 

awareness with changes in the 

economy.

Plugg ing the Leaks
States can pull back on the amount of 

money that goes out in pension benefits 

without attacking the general principles of a 

defined benefit plan or the pension benefits 

on which the average employee relies. Here 

are a handful of issues to target, drawn from 

a PCS review of recent reports from auditors, 

legislative task forces, independent 

government watchdog groups, universities, 

pension systems and special commissions 

in the 50 states. The examples are 

representative of problems that have 

surfaced in multiple states.

The fewer the number of , ears used to 

determine final salary, the greater the 

possibility that the figure can be manipulated. 

For this reason, several states have moved—or 

are trying to move—from a three-year average 

to a hve-year average. Kansas and North 

Dakota passed legislation to change to five- 

year averaging in 2007,” and a change in 

Kentucky is scheduled to go into effect in 

2009.*' New Hampshire considered some 

reforms to its system in 2007, mcluding 

changing from a three-year to a five-year 

average and preventing the use of accrued sick 

leave and vacation time in salary calculations, 

but the reforms did not pass.'1

A  m/ 

k t . t

FINAL-SALARY INFLATION. In general, the way 

pension benefits are calculated requires that 

"final salary” be multiplied by a preset formula 

based on the number of years employed. In 

several states and local governments, this 

practice has resulted in employees hiking up 

their salaries during the last years of their 

employment by any method allowed.

This is a particular problem in states such as 

Kentucky, where overtime pay is allowed to bo 

included in the calculation,'1 and in Now 

Hampshire, where accrued sick leave and 

vacation tune can be used to increase final 

income.1'

A related problem occurs when employees 

change jobs in the last years of their career so 

that tho pension determination is based on a 

salary that is far from typical of their career. For 

example, in Iowa, former legislators often 

move into executive branch positions with 

salaries that pay two to three times tho amount 

they received as a part-time legislator. "This is 

a bipartisan ploy that has played out 

regardless of tho party in control of the 

executive branch for at least the last 20 years," 

said Randy Bauer, former Iowa budget director.

INFIATING YEARS OF SERVICE. Since tho 

number of years worked is generally part of 

the formula for determining a pension, another
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ploy for increasing the payout is to bulk up the 

number of years counted toward retirement. 

Until 2007, New Jersey made this easy for 

employees and elected and appointed officials 

by allowing pension credit for any year in 

which a minimum of $1,500 was earned.51 This 

allowed people to relatively easily add extra 

years of service to their pension calculation. In

2006, the New Jersey legislature considered 

but did not pass a change in the law to 

increase the threshold to $5,000."' In May

2007, Governor Jon Corzine signed a law that 

abolished the practice for elected and

add years of service spent in a volunteer job— 

for example, serving as an unpaid town 

alderman— to add to his pension benefits. 

Because volunteer jobs do not pay a salary, the 

state has set a proxy rate of $2,500 as a base 

for employee contributions. In these cases, the 

employee would need lo conti ibute 7 percent 

of $2,500—$175—for each year of service 

adc ed. According to a study by Ken Ardon at 

the Pioneer Institute for Public Policy Research, 

that payment is a pretty good deal, because it 

buys about $1,000 in additional lifetime 

pension benefits for each year purchased.'4

appointed officials. ' This was one of 41 

recommendations by the Joint Legislative 

Committee on Public Employees Benefits 

Reform.'1 Prior to this change, individuals had 

remained active In tho state's pension system 

by earning minimal amounts, sometimes at "no 

show" jobs.

Sometimes states allow workers to count time 

served in jobs outside of state government 

toward tho determination of their pension, 

contributing a percentage of salary as they 

would on a state job. As long as the rate of 

payment is appropriate, this may cause little 

difficulty. But sometimes it's not. In 

Massachusetts, for example, an employee can

EARLY RETIREMENT 

PROGRAMS. Often, early 

retirement programs allow 

individuals to retire before the 

normal retirement age by buying 

service credits for additional 

"years." So, for example, if the 

government has a rule of 80— 

meaning that a person's age and 

years of service must add up to 

that number to qualify for full 

retirement benefits—a 

prospective retiree who is 55 and 

has woiked 20 years could buy 

five additional years to qualify for full benefits 

immediately.

This practice can work fine if the price of the 

additional years of service is calculated with 

careful attention to actuarial needs. But often, 

in the zeal to cut the workforce through an 

early retirement program, tho details arc not 

well thought out.

I hat is what happened in the late 1990s and 

the early 2000s in Colorado. /According to 

information provided to Pew's Government 

Performance Project (GPP), practices in the late 

1990s allowed employees to buy five to 20 

years of service at "fire sale prices.""" Although
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the program certainly cut the workforce, it 

added significant costs to the pension system 

and contributed to the dramatic drop in 

funding levels from about 105 percent funding 

in 2000 to about 73 percent funding at tho 

end of fiscal year 2005. "It was not an 

actuarially sound price," one Colorado finance 

official told the GPP in 2005. "People got a 

bargain, and everyone knew they were getting 

a bargain and that's why everyone was flocking 

over there to purchase extra years."

States have embarked on far fewer early 

retirement programs recently, compared 

with the early part of the decade, according 

to the Public Fund Survey, Summary of 

Findings for FY2006. As longevity increases 

and the gap between public and private 

retirement ages widens, they are looking for 

ways to add years to the normal retirement 

age as well. Often changes are targeted just at 

new employees to avoid legal challenges that 

may result from shifting the rules on current 

workers. In Colorado, a rule of 80 was changed 

to a rule of 85 for anyone joining tho 

workforce after January 1, 2007. In North 

Dakota, a similar change moved the teachers' 

plan from a rule of 85 to a rule of 90.u In 

California, an initiative that was filed this year 

to control pension costs would require the 

state to conform to the U.S. Social Security 

age for new civilian employees and age 55 

for law enforcement.5''

ELIGIBILITY FOR ENHANCED RETIREMENT 

BENEFITS. Some jobs have physical 

requirements that make it sensible to offer 

retirement at a younger ago. Stato police and 

corrections workers often qualify for enhanced 

benefits duo to tho difficulty and danger of 

their jobs. The problem in many states is that 

over time there tends to be an expansion in 

the number of people covered in these special 

plans. In California, for example, a third of the

workforce receives public safety pensions 

compared with one in 20 in the 1960s, 

according to a Deloitte Research Study 

published in 2006.40

In Illinois, Governor Rod Blagojevich told 

Business Week that one in three state 

employees receive "hazard rate" pension 

benefits that were originally intended for state 

police.41 It is a matter of states' own public 

policy to determine which jobs should qualify 

for these enhanced benefits. The important 

thing is for policy makers to recognize the 

financial costs associated with these expansions. 

In Massachusetts, a blue ribbon panel on the 

state's public employees' pension classification 

systems noted that the pension benefits 

available for "hazardous” jobs had been 

extended to district attorneys and supervisors at 

MassPort, a public authority that manages 

transportation infrastructure in the state.'2

In its two-year session that concluded 

in 2006, the Pennsylvania legislature gave 

"enforcement officer" status to game 

commission officers, which would have 

allowed retirement at ago 50 instead of 60.

This was one of 130 retirement-related bills 

introduced during this period, many asking for 

benefit expansions. Governor Edward Rendell 

vetoed the bill."

POWER WITHOUT ACCOUNTABILITY. When 

there is a disconnect between those who have 

the power to increase pension benefits and 

those who have tho responsibility of funding 

those increases, fiscal responsibility can get lost. 

Illinois, for example, took note of this problem 

in 2006 when its legislature capped end-ot- 

enroer salary hikes at 6 percent for teachers, 

school administrators and university personnel. 

Prior to this, there was a fear that school 

districts and universities "may have been 

inflating payments to employees in their last
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years of employment," because the pension 

costs were carried by the state budget and 

not their own budgets, according to the Illinois 

Comptroller.41

The new law requires school districts that grant 

raises of more than 6 percent to fund pension 

benefit costs associated with those raises. The 

law also requires employers who grant sick 

leave "in excess of the member's normal 

annual sick leave allotment" to fund related 

pension benefit increases.45

Evaluating the Fiscal Impact 
o f Benefit Changes
It is far easier to increase benefits than to take 

them away. That is why legislatures need to 

carefully consider the long-term impact of any 

proposed increases. But when state coffers are 

full and the benefits appear to have little 

immediate cost to the state, increases can be

difficult to resist. In addition, in states where 

salaries and benefits are the subject of labor 

negotiations, retirement benefits, which 

make workers happy but require fewer 

current dollars, are offered in place of bigger 

salary increases.

Although states generally require that fiscal 

impact statements accompany legislation that 

is expected to have a financial effect, this is 

not always done rigorously and benefit 

increases can sneak through without adequate 

attention. "Municipal governments and 

pension fund managers have long complained 

that legislative pension proposals often feature 

inadequate or even inaccurate forecasts," 

according to E.J. McMahon, senior fellow at 

the Center for Civic Innovation at the 

Manhattan Institute. In a fiscal memo, he cites 

a number of examples of benefit increases in 

New York that have been justified in the 

legislature based on severely outdated 

information. For example, a reduction in the

Remember: Prom ises Com e W ith a Price
Good times may be the most hazardous for pension plans. This is a particularly important point, because many 

pension plans are likely to show an increase in funding levels in 2007. State investment returns have been very 

good in the past few years and the majority of states use five-year smoothing periods, which will no longer factor 

in the bleak investment returns of 2002.

Some pension observers worry that the upturn in funding levels may lead legislators to focus only on the most 

recent figures and ignore the inevitable pendulum swings of any stock market-related investments. "Good times 

are dangerous if you raise benefits, because you're adding another commitment that will increase the burden 

when interest rates fall and your liabilities surge," said Alicia Munncll, director of the Center for Retirement 

Research at Boston College.'-'

This is particularly true because a pension benefit, once given, is very difficult to take away. The majority of states 

have some form of constitutional protection for their pensions, according to a September 2007 report by the U.S. 

Government Accountability Office (GAO).4* And although state interpretations of constitutions may vary, courts 

generally have held that pensions belong to employees and benefits cannot be withdrawn or altered in a way that 

is detrimental or contrary to past agreements,
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number of years—from 30 to 25—requited to 

receive benefits passed the legislature in 2005. 

But the "justification" section of the support 

memo provided outdated stock market data 

from the year 2000.

To help ensure that adequate attention is 

given to long-term consequences of decisions 

about pension benefits, Oklahoma passed the 

Actuarial Analysis Act in 2006. Modeled on a 

similar law in Georgia, the act requires that 

specific review and oversight actions 

accompany any legislation that could have a 

long-term impact on the retirement system.

For example, bills with a fiscal impact can only 

be introduced in the first year of a two-year 

session and can only be approved in the 

second year—to make sure that there is no 

rush to action. If a bill will have an impact on 

costs, it has to be accompanied by ai ncrease 

in employer

contributions or another 

appropriation to 

fully fund the 

benefits.4'

Georgia's 

legislation has 

been in effect 

about eight years.

It requires tho 

legislature's 

retirement 

committee to send 

for an actuarial 

study whenever 

any change to 

the benefit structure is suggested. Hero, too, 

the requirement for additional study results in 

a year "cooling off period" between the 

introduction of a bill and any vote that's taken, 

"It's had a very salutary effect on us," said Tom 

Hills, the chief financial officer in Georgia. "If 

someone says, 'Let's triple the retirement

benefit for any state employee who served in 

Iraq,' you might do that in the emotion of the 

moment. This allows you to drop back and 

study it."

Considering Hybrid Plans
In the past 10 years, two states have shifted to 

defined contribution plans for new employees. 

In Michigan and Alaska, employees who 

started work after 1997 and 2006, respectively, 

are no longer promised a set benefit when 

they retire. Instead, they have savings plans to 

which they make annual contributions, which 

are supplemented by contributions from the 

state government.

Leaders in other states including California, 

South Carolina, Massachusetts, Illinois and

Virginia have tried to 

make a similar switch, 

but have been 

unsuccessful to 

date.'3 The 

controversy 

surrounding 

defined 

contribution 

plans should not 

be much of a 

surprise. Nebraska, 

for example, 

moved to a defined 

contribution plan in 

1964. But between 

1983 and 1999, 

state and county workers averaged a 6 percent 

return on their individual accounts, compared 

with an 11 percent return for teachers and 

judges who had a defined benefit plan.” 

Testifying before tho House Committee on 

Pensions and Investments in 2000, Anno 

Sullivan, director of tho Nebraska Public

" I f  s o m e o n e  s o y s ,  ' L e t ' s  

t r i p l e  i h e  r e t i r e m e n t  b e n e f i t  

l o r  a n y  s t a t e  e m p l o y e e  w h o  

s e r v e d  in  I r a q /  y o u  m i g h t  d o  

t h a t  i n  t h e  e m o t i o n  o l  t h e  

m o m e n t .  T h is  a l l o w s  y o u  t o  

d r o p  b a c k  a n d  s t u d y  i t . "

Run I lllp  i /ill’ / fuuuuinl oZ/fo i . >/ (i.
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Employees Retirement System, said, "We have 

had over 35 years to 'test' this experiment and 

find generally that our defined contribution 

plan members retire with lower benefits than 

their defined benefit plan counterparts.'"3

Employees' preference for defined benefits 

can also be seen in the states that have 

offered a primary defined contribution plan 

as an alternative to a defined benefit plan. 

(These include Colorado, Florida, Montana, 

North Dakota, Ohio and South Carolina.) In 

those states, employees still overwhelmingly 

pick the defined benefit plan, according to a 

recent study of state experience by Mark C. 

Olleman, a consulting actuary and principal 

at Milliman, Inc."

There are several key differences between 

defined benefit and defined contribution plans. 

Some states have found that their annual costs 

for their defined benefit plans have become 

burdensome due to past funding decisions, 

increased longevity among state employees, 

and in some cases tho capacity of both state 

employees and employers to abuse the system. 

Cost containment/control is a major benefit of 

defined contribution plans. The other key 

difference between the two types of pension 

systems is risk. In a defined benefit plan the 

financial risk is borne by the state, while in a 

defined contribution plan tho employee bears 

tho risk, lias is of special concern for state 

employees who .ire not part of the Social 

Security system and thus do not have that safety 

not. As states consider utilizing defined 

contribution plans, they will need to ensure that 

adequate funds are available to suj>port retirees 

either by providing annuities through defined 

contribution plans or simply heavily encouraging 

adequate employee contribution rates

Potentially more promising are hybrid plans, 

which incorporate parts of both typos of plans.

At least five states offer hybrid plans, 

according to the Kentucky Legislative Research 

Commission.'1 In Ohio and Washington, for 

example, employees have the option of 

signing up for a combined plan in which 

employer contributions fund a lower but 

guaranteed retirement benefit, while employee 

co,.iributions are invested separately in a 

defined contribution plan. Oregon officials 

estimate that a new hybrid program adopted 

by the state in 2003 contributed to more than 

$400 million in pension reform savings.

Washington has further improved individual 

investment returns on the employee side by 

giving employees the option of investing in a 

portfolio that mirrors the investments of the 

state's defined benefit plan. About 70 percent 

of defined contribution assets are now 

invested in this way, according to Olleman.

In 2003, moved at least in part by the 

evidence cited above, Nebraska offered state 

employees another choice instead of a defined 

contribution plan. The so-called "cash balance 

plan" is a hybrid of a defined benefit plan, in 

which employees and the state both make 

annual contributions, according to Phyllis 

Chambers, director of the Nebraska Publu 

Employees Retirement System Employees are 

guaranteed a 5 percent annual rate of return, 

although successful investments may push the 

rate even higher.

"We think this plan is working well," Chambers 

said "Smco 2003, the returns have been good 

and we have been giving a dividend to 

employees above the credited rate. For those 

employees that do not want tho volatility of a 

defined contribution plan, the ( ash balance ■> 

a good option because they know that there 

will bo a minimum return of 5 percent Also, 

they don't have to woriy about what to invest 

m because it is clone lor them."
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Requiring Faster, More 
Accurate Financial Reporting
Corporations must disclose timely infor. 'ation 

about their pension plans to investors and file 

information with the Securities and Exchange 

Commission. There are no similar requirements 

for public pensions. Although many of them 

do an excellent job of reporting to members 

and the public, a number of states have 

significantly late annual financial reports.

Smith, said many states opt to do actuarial 

valuations more frequently, but they don't have 

to. "The numbers you put in a comprehensive 

annual financial report could be so old and stale 

that they're not useful to the reader," Rizzo said. 

"If the year ends September 30, 2007, then that 

year began on October 1, 2006, and you could 

be using an actuarial valuation for the year that 

began in 2004. By tho time the Comprehensive 

Annual Financial Report gets published, it could 

be three years since tho valuation."

Tho issue of timeliness also 

applies to actuarial valuations, 

which are now required every 

two years (compared with an 

annual requirement in the 

private sector) Jim Riz/o, an 

actuary with Gabriel Roeder
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The Governmental Accounting Standards 

Board (GASB) continues to look into ways that 

accounting and financial repor ng for 

retirement benefits could Lo improved. In 

2007, GASB issued a standard that will provide 

improved transparency for state and local 

government pension activities. Among the 

changes is a requirement for those plans that 

use the aggregate method in determining 

actuarial funding requirements to provide 

funding status information using another 

method.*

In March of each year, Wilshire Associates, an 

investment consulting and management firm, 

reports on pension funding status of the largest 

public p .nsion plans. One of the issues it 

perennially faces is the delay of financial reports. 

In March 2007, for instance, 17 out of 125 state 

pension funds examined had a financial report 

issued prior to June 30, 2005. Another 61 

reports were released prior to June 30, 2006.

Timely financial reporting has obvious benefits in 

delivering important information to policy 

makers, managers and citizens. It also may be a 

sign that other aspects of a system are running 

effectively. An analysis of a database of public 

pension plans from 1990 to 2000, at Wharton’s 

Pension Research Council, 

revealed pension systems with 

stellar financial reporting 

practices also had annual 

investment returns that were 

2 1 percent higher than funds 

with lesser financial reporting 

practices. *
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In addition, GASB is conducting a research 

pioject that will assess the effectiveness of 

current pension standards in meeting financial 

statement user needs. Issues that will be 

addressed include the overall approach to 

calculate annual pcnsiun costs and pension 

liabilities and detailed issues, including the 

discount rate, amortization methods and 

amortization periods, and actuarial cost 

methods.

The initial research phase of the project will be 

completed by April 2008. After consulting with 

its advisory committee, GASB is scheduled to 

decide whether a pension project should be 

added to the current technical agenda.

Improving Pension Oversight
One concern voiced by critics of government 

pension systems is that they are not subject to 

adequate oversight. This woriy, expressed by 

Senators Charles Grassley and Max Baucus, 

ranking members of the U.S. Senate Finance 

Committee, led to tho launch of a 15-month 

exploration of state and local retirement 

benefits by tho GAO in July 2006. Ihe GAO 

recently released a icport on this topic and 

another is due in ihe coming months.

The senators expressed their concerns in a 

letter to David Walker, the Comptroller 

General of the United States, in which they 

argued that public pensions are held to a 

lower level of scrutiny than those in the private 

sector.'1'1 Most states, watchful of increased 

federal regulation, have reacted with alarm to 

the idea that the GAO study might spark more 

federal oversight. The Nation'1 Association of 

State Retirement Administrators and the 

National Council on Teacher Retirement 

responded to the senators with a letter that 

defended the status and security of state and 

local funds." This was followed with another 

letter from 28 national organizations 

emphasizing the soundness r aublic funds 

and the importance of recognizing the 

difference in the public and private sectors/' In 

fact, when the first GAO report was released, it 

conveyed a generally positive tone about the 

health of state and local pension systems.

Whatever happens on the federal level, there 

are abundant signs that increased oversight by 

the states is coming. This issue is explored in 

depth in the October 2007 Governing 

magazine article, "Who’s Minding the $3 

Trillion Store,” which was researched under the 

auspices of PCS in conjunction with this 

report. The C.vic Federation of Chicago has 

also done valuable work on tne subject of 

pension governance.M

Many states have standing legislative 

committees devoted to pensions and a number 

of states also have oversight commissions that 

keep an eye on pension fund operations 

According to the National Conference of Stato 

Legislatures, these include:

• Indiana - Pension Management Oversight 

Commission

• I ouisiann - Commission on Public 

Retirement
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• Massachusetts - Public Employee Retirement 

Administration Commission

• New Jersey - Pension and Health Benefits 

Review Commission

• Ohio - Retirement Study Council

• Oklahoma - State Pension Commission

• Pennsylvania - Public Employee Retirement 

Study Commission

• Texas - Pension Review Board

• Washington - Office of the State Actuary; 

Pension Funding Council; Select Committee 

on Pension Policy

In early 2007, Texas's Attorney General Greg 

Abbott also stepped into tho action, taking a 

look at the state's 96 state and local pensions.

Abbott's concerns largely centered on pension 

governance. He noted that a number of local 

pension funds were using amortization periods 

longer than stipulated by GASB, and in a

June 2007 speech to the Pension Review 

Board, he complained of unbalanced board 

membership, a lack of transparency in financial 

reporting and poor decisions in setting 

actuarial assumptions.’6 Abbott said he was 

particularly concerned about the possibility of 

conflicts of interest after discovering situations 

in which investment managers had hired board 

members after these firms had contracted with 

the retirement boards on which they sat. "They 

develop a chummy relationship," he said. 

"These job offers can be seen as a reward or 

inducement to shift the board member's 

allegiance to that particular investment 

manager."

Abbott says he hopes other attorneys general 

will also start to look at this issue, working on 

compliance with the law, while legislatures and 

boards of trustees focus on reforms needed to 

improve pension governance systems.

Conclusion
Tho strategies discussed in this section can help 

states reduce government pension corts and 

improve current pension management and 

future decision-making. However, these 

strategies will not eliminate the fundamental 

issue—that some states have liabilities they have 

not adequately funded For the states that have 

fallen behind, there is no easy fix. Achieving an 

improved position requires the political will and

discipline necessary to begin funding their 

pension plans at actuarially adequate levels. 

Even states that are currently in a good position 

in terms of pension funding should heed the 

lessons in this report to help avoid the poor 

decision-making that led to the problems other 

states now face. When states delay action, tho 

problem grows exponentially and the costs of a 

solution grow right along with it.
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bus has tor tnbutod to a  more pos.twc appearance of ARC 
lund * g for tho stato as a whole See 
www prwcer tnroi tl estates org tor  state pension tab'ct

46 Dan Hasten, Mho Public Pension Squeeze," Kentuc ky Post. 14 
April 700/

4 7  " M a t o  W o r k  n * |  N e e d n ' t  R u s h  •/ t o  R e p o  m e r  t .  1 t . 'o n e o n i  ( N t w  

H a m p s h ir e ) Monitor, I t May 2007
48 Nat' rat Offerer i.o of State legislatures. Pern am and

R i t n - 'n e r a  P la n  f  racf/ncnts at i 'C O f  State leg datums, by 
Ronald Snell (Washington DC. Or tuber 7007) T» c* NCSL 
provides summary r format-on e.n legislative changi s in 
n l-rc-mer t benefits for the last rn*o years .it 
http //www n« si org/progiaiMs/fm aha'I | * i ;un I tm

•W Hasteit, " H e Put t-c Ponvon Squeeze "
'»(.) 'Stain Workers Needn't Rod* a t o  Retirement," CottcO'd

Mi ir i,for

•aI ( K ttlc t Stilo, 'New law Will Remove Many I rom Put I c 
Pensu-rt System," (Rctv J c ' i Q y )  P e i  o r d  11 May 700/
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5 2  G r e g o r y  J .  V o l p e ,  " M a n y  S t a f f e r s  Q u a l i f i e d  f o r  P e n s i o n  C r e d i t , "  

C h e rr y  H ill  ( N e w  J e r s e y )  C o u r ie r  P o s t ,  2 9  A p r i l  2 0 0 7 .

5 3  S t i l e ,  " N e w  L a w  W i l l  R e m o v e  M a n y  F r o m  P u b l i c  P e n s i o n  

S y s t e m . "

5 4  N o w  J e r s e y .  J o i n t  C o m m i t t e e .  P u b lic  E m p lo y e e  B e n e f i t s  R e fo rm , 

F i n a l  R e p o r t  ( D e c e m b e r  2 0 0 6 )  T h o  l i s t  o f  r e c o m m e n d a t i o n s  i s  o n  

p a g e s  5 9  t o  1 5 3 .  T h e  d o c u m e n t ,  w h i c h  c o v e r s  b o t h  p e n s i o n s  

a n d  o t h e r  p o s t - e m p l o y m e n t  b e n e f i t s ,  i s  a v a i l a b l e  a t  

h t t p : / / w w w n j l c g . s t d t o . r j . u s /  

P r o p c r t y T a x S e s s i o n / O P I / j C p o J i n a l _ r e p o r t  p d f .

5 5  L e g i s l a t i o n  in  2 0 0 /  r e m o v e s  n e w  e l e c t e d  a n d  a p p o i n t e d  

o f f i c i a l s  f r o m  t h e  d e f i n e d  b e n e f i t  s y s t e m ,  s h i f t i n g  t h e m  t o  a  

d e f i n e d  c o n t r i b u t i o n  p l a n .  G o i n g  f o r w a r d ,  i t  a l s o  p r e v e n t s  

p r o f e s s i o n .  ! s e r v i c e  c o n t r a c t o r s  - l i k e  l a w y e r s  a n d  e n g i n e e r s  

f r o m  b e i n g  p a r t  o f  t h o  d e f i n e d  b e n e f i t  p l a n .

5 6  K e n  A r d o n ,  " P u b l i c  P e n s i o n s  U n f a - r  t o  S t a t o  E m p l o y e e s .  U n f a - r  

t o  T a x p a y e r s , "  P u b l i c  E m p l o y e e  B e n e f i t s  S e r i e s  P a r t  1 , "  W h it e  

P a p e r  n o  3 0 ,  P i o n e e r  I n s t i t u t e  fo r  P u b l i c  P o l i c y  R e s e a r c h ,  ( M a y  

2 0 0 6 )  1 2 .

5 7  G o v e r n m e n t  P e r f o r m a n c e  P r o j e c t  i n t e r v i e w  w i t h  M iH c r  H u d s o n ,  

e x e c u t i v e  d i r e c t o r  o f  t h e  C o l o r a d o  A s s o c i a t i o n  o f  P u b l i c  

E m p l o y e e s .  A u g u s t  2 0 0 * 1

5 8  S e c  N C S L .  " P e n s i o n  a n d  R e t i r e m e n t  P l a n  E n a c t m e n t s , "  

h t t p V / w w . v  n c s l  o r g / p r o g r a r m / f i s c a l / a l l  p e n s u n  h i m

5 7  T h o  i n i t i a t i v e  w a s  f i l e d  i n  2 0 0 7 ,  w i t h  s u p p o r t e r s  a . m m g  f o r  i t  t o  

a p p e a r  o n  t h o  N o v e m b e r  2 0 0 3  b a l l o t  A s  o f  S e p t e m b e r  2 0 0 7 ,  

s i g n a t u r e  c o l l e c t i o n  h a d  n o t  y e t  b e g u n

6 0  R * ck  D a v e n p o r t  e t  a l , P a y in g  fo r  T o m o rro w  P r a c t c a l  S t r a te g ie s  

lo r  T ack lm g  th e  P u b i  c  P e n n o n  C r m s .  A  D c l o i t t e  R e s e a r c h  

S t u d y ,  ( J u l y  2 0 0 6 ) .  7

6 1  N a n e t t e  B y r n e s  a n d  C h n s t o p l  -r P o f m o n ,  " S i n k h o l e 1 H o w  P u b l - c  

P e n s i o n  P r o m i s e s  A r e  D r a i n i n g  S t a t e  a n d  C . t y  B u d g e t s . "

S p e c i a l  R e p o i t  P u b l i c  P e n s i o n s ,  B u s in e s s  W e e k ,  1 3  J u n e  2 0 0 5

6 2  A l i c u  » f M u n n c l l ,  c t .  a l , R e p o r t  o f  'h e  B lu e  R 'b b o n  P a n e l  o n  

M a s s a c h u s e t t s  P u b lic  E m p lo y e e s '  P c n s i  \ »  C la ss if ica tm n  S y s te m ,  

p r e s e n t e d  t o  t h o  s e n a t e  a n d  h o u s e  c h a i r s  o f  t h o  J o i n t  

C o m m i t t e e  o n  ^ u b l i C  S e r v i c e ,  ( M a s s a c h u s e t t s ,  J u l y  2 0 0 6 ) ,  7

6 3  M a r k  S c o l f o r o ,  " S w e e t  P e n s i o n  D e a l  T u r n s  S o u r , "  P 't t s b j / g  P o s t -  

G a z e tte ,  1 7  D e c e m b e r  2 0 0 6 ,

h t t p  / /w w - .v  l O O O O f n r r d s  o r g / d o w n f o a d s / S w c e t  P e n s i o n . r J o a l j u r  

n s  s o u r  p a r t  1 P g h  P o s t . G a z e t t e  1 2 1 7 0 6  p d f

6 4  I l l i n o i s  C o m p t r o l l e r ' s  O f f i c e ,  " I l l i n o i s  P e n s i o n s  C o n t i n u e

6 5  f a n  P h o e n i x  a n d  I a n t e  W r e . # .  D e l o * t t o  C o n s u l t i n g  I t  P. " T h e  

I m p e n d i n g  P o n s i c n  a n d  H e a l t h  P l a n  C n s u  a n d  t h e  I m p a c t  o f  a n  

A g  e g  W o r k f o u  n  o n  T a l e n t  M a n . i g *  m e r i t , " ( p r C S M  t a t i o n  a t  t h e  

S t a t e s  &  L o c a l  G o v e r n m e n t  P e n s i o n  T o r u m ,  C h i c a g o ,  I I .

F e b m a  y  2 8 ,  7 0 0 6 )

6 6  f  J M r, M a h i j n ,  " l e g i s l a t o r s  S t i l l  A i m  1 0  S w r c t r n  P u l  ! c 

P e n s i o n s , "  F i s c a l  W a t c h  M e m o .  M a n h a t t a n  I n s t i t u t e  h  i P u M - i  

P o l i c y  R e s e a r c h ,  ( r e v i s e d  1 6  J u l y  2 0 0 6 ) ,

h t t p  / / w w w  r y f i x c a l w a l c h  t u r n

6 /  D a v i d  U l a ’. t ,  " O k l a h o m a ' s  P e n s i o n  S y s t e m ;  T o m o r r o w s  P r o b l e m  

R r g  a r e s  A l t e r  h m  T o d a y  'T h o  O k l a h o m a  P e n s i o n  l e g i s l a t i o n  

A i t u a « « a l  A n a l y s i s  A c t  o f  2 0 0 6  T y in g  O d y s s e u s  t o  t i  n  M a s t ? ' . "  

I ' . - .u n  I* u  f , C o m m u n i t y  A c t» c m  P r o j e c t  ( J a n u a r y  7 0 0 / )

f 1 I n  t h e  p a s t ,  t h o  C o r  t r r  f u r  R e l i r n m e n l  Hi m b  l a s  g e n e r a l l y  

*■ c u s c . f  i t s  r e s e a r c h  o n  p e n s i o n s  m  f l i p  p r i v a t e  • • c t o r ,  I  u t  it 

r e c e n t l y  b e g a n  a  t w o  y e a r  p r o j f  t  t o  e s t a b l i s h  a  u a t a b a  o  o n  

s t a t e  , i i  1 h  ,i a l  j  • • v i  n  s y s t e m s  a n d  e x p l o r e  f u n d r g  s l a t  s  a i  I 

e c i  i n o u c  i m p a c t  f t  *s w o r k  i s  f u n d e d  b y  a  S I  S  n t i l h r m  g a n l  

f r e m  t h o  (  i n t e r  f o r  S t a t o  a n d  Local G o v e r n m o n t  I •  c e l f c i u c
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7 0  C a n a g . i R c t n a .  " S t a t e  R e t i r e m e n t  S y s t e m s , "  6  6

7 1  I l l i n o i s  R e t i r e m e n t  S e c u r i t y  I n i t i a t i v e ,  T h e  I llin o is  P u b lic  P e n s io n  

F u n d in g  C r is is , 1 1

7 2  H o u s e  C o m m i t t e e  o n  P e n s i o n s  a n d  I n v e s t m e n t s ,  T e x a s  H o u s e  

o f  R e p r e s e n t a t i v e s .  In te r im  R e p o r t  2 0 0 0 : A  R e p o r t  t o  th o  H o u s e  

o f  R e p r e s e n t a t iv e s  7 7 th  Texas L e g is la tu r e ,  ( A u s t i n ,  N o v e m b e r  

2 0 0 0 ) ,  2 6 .

7 3  M a r k  C .  O l l e m a n ,  “ D e f i n e d  C o n t r i b u t i o n  E x p e r i e n c e  i n  t h e  

P u b l i c  S e c t o r , "  B e n e f i t s  &  C o m p e n s a t io n  D ig e s t ,  I n t e r n a t i o n a l  

F o u n d a t i o n  o f  E m p l o y e e  B e n c h t  P l a n s  ( F e b r u a r y  2 0 0 7 )

7 4  L e g i s l a t i v e  R e s e a r c h  C o m m i s s i o n ,  I s s u e s  C o n fr o n t in g  th e  2 0 0 7  

K e n tu c k y ,  5 8 .

7 5  O l l e m a n ,  " D e f i n e d  C o n t r i b u t i o n  L x p c n c n c e , "  2 3

7 6  P C S  i n t e r v i e w ,  O c t o b e r  2 0 0 7 .

7 7  J u l i a  B o n a f o d c ,  e t  a l . ,  W i l s h i r e  C o n s u l t i n g ,  2 0 0 7  W ils h ir e  

R e p o r t  o n  S ta t e  R e t ir e m e n t  S y s te m s :  F u n d in g  L e v e ls  a n d  A s s e t  

A l lo c a t io n ,  W i l s h i r e  A s s o c i a t e s  l n c o r p o r a t c d , (  M a r c h  5 ,  2 0 0 7 ) ,  

h t t p  / / w w w  w i l s h i r e . c o r n / B u s i n e s s U n i t s / C o n s u l t m g / l n v c s t m e n t / 2  

Q 0 7 _ S t a t e _ R c t i r e m e n t _ F u n d m g _ R o p o r t . p d f .

7 8  T o n g x u a n  ( S t e l l a )  V a n g  a n d  O l i v i a  5  M i t c h e l l .  " P u b l i c  P e n s i o n  

G o v e r n a n c e ,  F u n d - n g ,  a n d  P e r f o r m a n c e :  A  L o n g i t u d i n a l  

A p p r j i s a f , "  P e n s io n  F u n d  G o v e r n a n c e :  A  G lo b a l  P e r s p e c t iv e .

E d  J o h n  E v a n s  a n d  J o h n  P i g g o t t  E d w a r d  E l g a r .  F o r t h c o m i n g .

7 9  T h e  a g g r e g a t e  c o s t  m e t h o d  d o c s  n o t  p r o d u c e  a  r u m b e r  f o r  

t h e  u n f u n d e d  h a b  ' - t / ,  t h u s  t h e  f u n d e d  r a t i o  i s  a l w a y s  1 0 0  
p e r c e n t .

8 0  U n i t e d  S t a t e s  S e n a t e  C o m m i t t e e  o n  F i n a n c e ,  " G r a s s l c y ,  C a u c u s  

S e e k  G A O  R e v i e w  o f  P u b l i c  P e n s i o n  P l a n s  T u n d m g . "  p r e s s  

r e l e a s e ,  ( J u l y  1 0 ,  2 0 0 6 ) ,  h i t p -/ / \ v w w s e n a t e  g o v / - f . n j n c o /  

p r a s s / B p f e s s / 2 Q 0 5 p r e s s / p r L 0 7 1 0 0 6  p d f .

8 1  L e t t e r  t o  t h e  H o n  C h a r l e s  E .  G r a s s l c y .  C h a i r m a n ,  a n d  t h e  H o n .  

M a x  B a u c u s ,  r a n k i n g  m e m b e r .  U r u t c d  S t a t e s  S e n a t e  C o m m i t t e e  

o n  F m a n c c ,  J u l y  1 4 ,  2 0 0 6

h t t p  / / w w w  r a s r a  o r g / r  ’ x o u r c e s / N A S R A N C T R % 2 0 G r a s s l e y -  

B a u c u s % ? O L t r % 2 0 R C  * > ? O G A O  p d f

9 2  L e t t e r  t o  t h e  t o  U • d o n .  C h a r l e s  C G r a s s l c y ,  C h a i r m a n ,  a n d  

t h e  H o n  M a x  C a u c u s ,  r a n k i n g  m e m b e r .  U n i t e d  S t a t e s  S e n a t e  

C o m m i t t e e  ( n  T i n a r  c c  a» d  t h e  C o n  D a v i d  M  W a l k e r ,  

C o m p t r o l l e r  G e n e r a l  o l  t h e  U n i t e d  S t a t e s ,  ( A u g u s t  2 .  2 0 0 6 ) ,  

h t t p  / / w w w  n . v . r a  o r g / r c s o u r t c s / G r a s s l e y  

B : » u c u s % 2 0 J o i e l  & 2 G L c t t c r  p d f

8 3  K d l h r r m w  B a r r e t t  a m i  R i c h a r d  G r e e n e ,  " W h o 's  M u  d i n g  t h e  $ 3  

T r i l l io n  S t o r e , "  G o v e r n in g  M a g a z i n e ,  W a s h i n g t o n ,  D C  

C o n g r e s s i o n a l  Q u a r t e r l y ,  I n c  , ( 2 0 0 7 )

8 4  C . v . c  F e d e r a t i o n ,  “ O v c  F e d f a t i o r i  C a l l s  F o r  P u b l i c  P n fv , .: -M  

B . . n d  R e f o r m  ( C h i c a g o ,  F e b r u a r y  1 3 .  2 0 C 6 ) .

h t t p  / / w w w  c iv i c  f e d  o r g M i t i c l e s / c - v i c f e d  . 2 0 3  j - d l .

8 5  A  h a n d f u l  <*f s t a t e  p c n i ' o n  p l a n s  d o n ' t  m e e t  t h e  G o v e r n m e n t a l  

A c c o u n t i n g  S t a n d a r d s  D o a ' d s  q u '( i o l * i 'Q  t h a t  a m o r t i z a t i o n  

p o u n d s  s h o u l d  !)••  3 0  y e a r s  o f  lo w  T h is  i s  I t i  a u s e  t h e y  h a v e  

m o s c n  t o  s p r e a d  o u t  p  l y m e n t s  o v e r  a  l o n g e r  p e r i o d  a n d  

t h e r e b y  p a y  l e s s  i n  a n y  g i v e n  y e a r  S t a t e s  w * th  4 0  y e a r  

a m o r t i z a t i o n  p *  n ' i d  i a t  t h e  e n d  o l  7 0 0 6  in* l u d e d  III n o n . ,

K a n s a s ,  M i r h i g j n  a n d  O k l a h o m a  W h a t e v e r  t h e  l e n g t h  u f  t i m e ,  

t h e  n u r  t b e r  o f  y e a r s  m  a n  a m o r t i z a t i o n  p e r i o d  c a n  l a v e  a

s u j i . . '  n  I i m p  u  t  o n  t h e  f e g u  rZ d  i o n t n h u h o r i  T o r  e x a m p l e ,  h i

J a n u a r y  2 0 0 6 .  t h e  N c  b r a d a  R o 1« r e r n e r * t  S y s t e m s  C o m m . t t c c  n f  

t l  o  l e g i s l a t u r e *  q u i t e  c a n d  P y  e x a m i n e d  t h o  m e r i t s  o f  .1  a* g i g  

f r o m  a  7 5  y e a r  a m o r t i z a t i o n  p e r i o d  t o  a  3 0  y e . u  a m o r t i z  i t  i n  

p e r i o d  a s  a  w a y  o f  r c d u c r n  j  r o n t r . b u t t o n  r a t e s  f o r  t h e  N i  I m s M  

. i h o o l  p e n s i o n  p l a n  T h a t  c h a n g e  a ' o r e ,  i t  l u r t J u d c d ,  w o u l d  

r e d u c e  t h e  r n g u i r e d  c o n t r i b u t i o n  f r o m  $ 1 7  M n u l l u m  I n  $ 6  6  
m i l l . o r i  A  f u l l  L s t  o f  a m o r t i z a t i o n  p e r * . .  Is  u s e d  b y  s t a t e s  is  

a v a i l a b l e  a t  t h o  P C S  W e b  s i t e

8 6  P a m e l a  V * p . “ W a t c h  T h o s e *  O c v e r n m n n t  P e n n o n  f a n s , "  D . i / ' . i .  

M o r m n g  N e w s .  7  J u l y  7 0 U 7
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F i g u r e s  a r e  i n  th o u sa n d s . A n n u a l A c t u a l A n n u a l A c t u a l

A c t u a r i a l U n f u n d e d r e q u i r e d p a y m e n t s A c t u a r i a l U n f u n d e d l e q u i r e d p a y m e n t s

S t a t o l i a b i l i t y l i a b i l i t y c o n t r i b u t i o n i n  2 0 0 6 S t a t u l i a b i l i t y l i a b i l i t y c o n t r i b u t i o n I n  2 0 0 6

A l a b a m a $ 5 , 2 9 0 , 0 0 0 S S , 2 9 0 , 0 0 0 $ 3 4 4 , 0 0 0 S 7 6 . 0 0 0 N e w  H a m p s h i r e $ 2 , 9 0 6 , 0 0 0 $ 2 , 9 0 6 , 0 0 0 $ 2 2 6 , 0 0 0 $ 4 5 , 5 0 0

A l a s k a 3 . 4 1 3 . 0 0 0 1 . 2 0 6 . 0 0 0 1 5 2 . 0 0 0 9 7 , 0 0 0 N o w  J e r s e y 2 1 , 5 8 7 , 0 0 0 2 1 , 5 8 7 , 0 0 0 1 , 8 8 1 , 0 0 0 3 1 3 , 0 0 0

A r i z o n a ' 4 2 1 , 3 0 0 9 4 , 8 0 0 9 3 , 0 0 0 9 3 , 0 0 0 N e w  M e x i c o 3 4 , 9 9 0 , 0 0 0 4 , 9 9 0 , 0 0 0 4 6 7 . 0 0 0 8 3 , 0 0 0

A r k a n s a s 2 , 1 3 0 , 0 0 0 2 , 1 3 0 , 0 0 0 - 1 8 5 , 0 0 0 N e w  Y o r k 4 9 , 6 6 3 , 0 0 0 4 9 , 6 6 3 , 0 0 0 3 , 8 1 0 , 0 0 0 9 3 4 . 0 0 0

C a l i f o r n i a 4 7 . 8 7 8 , 0 0 0 4 7 . 8 7 8 , 0 0 0 3 , 5 9 3 , 0 0 0 1 , 3 6 3 , 0 0 0 N o r t h  C a r o l i n a 1 1 1 , 4 0 0 , 0 0 0 1 1 , 4 0 0 , 0 0 0 2 , 3 9 0 , 0 0 0 2 3 0 , 0 0 0

C o l o r a d o 1 , 2 4 8 , 0 0 0 1 , 0 3 3 , 0 0 0 7 1 , 0 0 0 2 1 , 0 0 0 N o r t h  D a k o t a 8 3 , 0 0 0 4 9 . 0 0 0 6 , 0 0 0 6 , 0 0 0
C o n n e c t i c u t 2 1 , 6 8 1 , 0 0 0 2 1 , 6 8 1 , 0 0 0 1 . 5 9 7 , 0 0 0 3 9 3 , 0 0 0 O h i o 1 1 0 , 7 8 4 , 9 5 9 6 , 5 0 0 , 0 0 0 1 , 5 9 7 , 0 0 0 1 , 5 9 7 , 0 0 0

D e l a w a r e 4 , 4 3 5 , 0 0 0 4 , 4 1 0 , 0 0 0 4 7 5 , 0 0 0 1 3 6 , 0 0 0 O l  ’a h o m a 8 1 4 . 0 0 0 8 1 4 , 0 0 0 8 7 , 0 0 0 1 8 , 0 0 0

F l o r i d a 3 , 6 2 8 , 0 0 0 3 , 6 2 8 , 0 0 0 2 1 3 , 0 0 0 5 7 , 0 0 0 O r e g o n 1 8 3 2 . 0 0 0 6 4 5 , 0 0 0 7 5 . 0 0 0 7 5 , 0 0 0

G e o r g i a 4 , 9 0 5 . 0 0 0 4 , 7 0 5 , 0 0 0 3 6 8 , 0 0 0 1 7 3 , 0 0 0 P e n n s y l v a n i a 1 3 , 7 7 8 , 0 0 0 1 3 , 5 0 1 , 0 0 0 1 , 1 2 5 , 0 0 0 5 1 9 , 0 0 0

H a w a i i 6 , 7 9 1 , 0 0 0 6 , 7 9 1 . 0 0 0 4 8 8 , 0 0 0 1 4 1 , 0 0 0 R h o d e  I s l a n d 6 9 6 , 0 0 0 6 9 6 , 0 0 0 5 3 , 0 0 0 1 8 , 0 0 0

I d a h o 4 8 6 , 0 0 0 4 8 6 , 0 0 0 3 8 , 0 0 0 2 ,0 0 0 S o u t h  C a r o l i n a 4 . 2 5 2 . 0 0 0 4 . 2 5 2 , 0 0 0 3 2 0 . 0 C 0 1 2 2 .0 0 0
I l l i n o i s '’  ’ 4 8 , 0 0 0 , 0 0 0 4 8 . 0 0 0 . 0 0 0 - 5 7 8 , 0 0 0 S o u t h  D a k o t a 1 2 7 , 0 0 0 1 2 7 , 0 0 0 6 2 , 0 0 0

Io w a 2 2 0 ,0 0 0 2 2 0 ,0 0 0 2 3 . 0 0 0 2 0 ,0 0 0 T e n n o s s e o 2 , 3 0 5 . 0 0 0 2 , 3 0 5 , 0 0 0 1 5 6 , 0 0 0 6 4 , 0 0 0

K e n t u c k y 9 , 0 1 9 , 0 0 0 8 , 0 9 0 , 0 0 0 1 3 0 . 0 0 0 6 6 ,0 0 0 T e x a s 3 * 2 6 , 8 1 7 . 0 0 0 2 6 , 8 1 7 . 0 0 0 - 4 1 1 . 0 0 0

L o u i s i a n a 7 , 3 4 4 , 0 0 0 7 , 3 4 4 , 0 0 0 9 6 7 . 0 0 0 1 9 0 . 0 0 0 U t a h 7 4 9 , 0 0 0 7 4 9 . 0 0 0 4 7 , 0 0 0 4 7 , 0 0 0

M a i n e 2 , 2 9 7 . 0 0 0 2 , 2 9 7 , 0 0 0 1 7 7 , 0 0 0 7 3 , 0 0 0 V u 'm o n t 5 5 2 , 2 0 0 5 5 2 , 2 0 0 4 1 , 0 0 0 1 5 , 0 0 0

M a r y l a n d 1 4 . S 4 3 . 0 0 0 1 4 , 5 4 3 . 0 0 0 1 , 1 1 4 , 0 0 0 2 3 6 , 0 0 0 V i r g i n i a 3 . 0 0 1 . 5 0 0 2 , 3 2 0 . 0 0 0 3 1 1 , 5 0 0 1 5 0 . 0 0 0

M a s s a c h u s e t t s 1 3 , 2 8 7 . 0 0 0 1 3 , 2 8 7 . 0 0 0 1 , 0 6 2 . 0 0 0 3 5 4 , 0 0 0 W a s h i n g t o n 3 , 8 0 0 , 0 0 0 3 , 8 0 0 , 0 0 0 3 1 4 , 0 0 0 6 8 . 0 0 0
M i c h i g a n 0 , 0 2 8 , 0 0 0 7 , 9 6 8 , 0 0 0 6 3 1 . 4 0 4 3 9 4 , 0 0 0 W e s t  V i r g i n i a 5 • / , 7 6 1 . 0 0 0 7 , 7 6 1 , 0 0 0 8 2 4 , 0 0 0 1 3 3 , 0 0 0

M i s s o u r i 2 , 1 8 6 , 0 0 0 2 , 1 8 6 , 0 0 0 1 5 9 , 0 0 0 7 8 , 0 0 0 W i s c o n s i n 1 , 8 2 3 . 0 0 0 1 7 . 0 0 0 5 2 . 0 0 0 5 2 . 0 0 0

M o n t a n a 5 2 5 . 0 0 0 5 2 5 , 0 0 0 5 1 , 0 0 0 8 ,0 0 0 W y o m i n g 7 2 , 0 0 0 7 2 , 0 0 0 6 , 0 0 0 3 , 0 0 0

N e v a d a 4 , 1 0 0 , 0 0 0 4 , 1 0 0 , 0 0 0 7 7 3 , 0 0 0 4 1 , 0 0 0

1 S t a t e s  w i t h  c o m b i n e d  s t a t o  a n d  l o c a l  s y s t e m s  w f  m o  P C S  w a s  a b l o  t o  e s t i m a t e  t h e  s t a l e  j c t u o n . i l  l i a b i l i t y  a r d  u n f u n d e d  l i a b i l i t y  o f  o t h e r  p o n  c m p l o y i n o i  l  
b e n e f i t !  P C S  w a s  u n a b l e  t o  n o l a t o  t h e  a n n u a l  r e q u i r e d  c o n t r i b u t i o n  a n d  2 0 0 6  a c t u a l  p a y m e n t !  l o r  ' . t a b '  e m p l o y e d  o n l y ,  a n d  I h c a o  n u m b e r !  r e f l e c t  t h e  
c o m b i n e d  i t a t n  a n i l  l o r  a l  l y i t e m .  C o m b i n e d  A A I .  a n d  U A A L  f i g u r e s ,  r e s p e c t i v e l y ,  I r o m  t h o  a c t u a r i a l  v a l u a t i o n !  i n c l u d e  A n z a n a - $ 1  5  b i l l i o n ,  $ 4 2 0  m i l l i o n .  
N o i t h  C a r o l i n a  $ 2 3 . 9  b i l l i o n .  $ 2 3  7  b i l l i o n .  O h i o  $  f  I 6  b i l l i o n ,  $ 7 0  5  b i l l i o n

2  N o  a c t u a r i a l  v a l u a t i o n  e x i s t s  a t  t h i s  h m o .
3  C o m b i n e d  s t a t o  a n d  l o c a l  s y s t e m s  w h e r e  l i o l a t m t )  t h ~  s t a t o  c o m p o n e n t  o l  o t h e r  b e n e f i t !  m a y  n o t  b o  p o s s i b l o .
•I A c t u a r i a l  l i a b i l i t y  a n d  u n f u n d e d  l i a b i l i t y  e s t l r n a t e s  l o r  I l l i n o i s  a n d  T e x a s  a i o  I r o m  t h o  C i v i c  C o m m i t t e e  o l  t h e  C o m m e r c i a l  C l u b  o l  C h i c a g o  a n d  C r e d i t  S u m o  

( 7 0 0 7 1 ,  r e s p e c t i v e l y
N O T E S :  S t a t o s  i n  b o l d  a r e  m o v i n g  t o w a r d  f u l ly  f u n d i n g  t h e n  n o n  p e n s i o n  o b l i g a t i o n s  T h o  a c t u a r i a l  a c c r u e d  l i a b i l i t y  a n d  u n f u n d e d  a c t u a r i a l l y  a c c r u e d  l i a b i l i t y  a r e  
b a s e d  o n  s h o r t  t e r m  d i s c o u n t  r a t o ! ,  w h i c h  p r e i u m o  n o  p r o  f u n d i n g  o l  t h e  o b l i g a t i o n  I h e  r m o u n t s  d e c r e a s e  i f  t h o  a n n u a l  r c g u i i o d  c o n t r i b u t i o n  i s  c o n s i s t e n t l y  

f u n d e d  e a r  I y o a r .
A c t u a r i a l  l i a b i l i t y  i s  t h o  t o t a l  v a l u o  o f  h o n n h t s  o w e d  t o  c u r r o n t  a n d  r o t u n d  e m p l o y e e s  o r  d e p e n d e n t s  b a s e d  o n  p a s t  y e a r s  o l  s c r v i c " .
A n n u a l  r e q u i r e d  c o n t r i b u t i o n  i s  t h o  a m o u n t  o l  m o n e y  t h a t  a t. t o n n e s  c a l c u l a t e  t h o  e m p l o y e r  r i - . , i J s  t o  c o n t r i b u t e  t o  t h e  p l a n  d u r i n g  t h e  c u r r e n t  y o a r  f o r  b e n e f i t s  t o  

I n  f u l l y  l o r d e d  b y  I h e  e n d  o f  t h o  a m o r t i s a t i o n  p e r i o d ,  w h i c h  i s  t y p i c a l l y  3 0  y e a r s  o r  l e s s ,

S O U R C E  I’e w  C e n t e r  o n  t h o  S t a l e s
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Rising Costs and Unfunded Obligations
LAST YEAR, THE STATES PAID ABOUT $9.7 

BILLION in retiree benefits other than pensions, 

according to PCS's study of data collected from 

comprehensive annual financial reports. Health 

care is by far the most significant of these other 

post-employment benefits (OPEB), but they 

also include dental care, life insurance and 

other promised benefits that provide economic 

security to retirees. What is most significant, 

however, is not tho amount states are spending 

on these benefits today. Tho real impact on 

states' fiscal health—and on the public sector 

employees counting on these benefits—comes 

from the dramatic and unrelenting growth of 

the annual costs of OPEB.

For many years, the fiscal challenges and 

complexity of retirement benefits wore barely 

noticed in many states. But new accounting 

standards, established in 2004 by GASB, are 

finally bringing tho issue front and center.

States and other large governments (those 

with annual revenues greater than $100 

million) will first report on these liabilities in 

their fiscal year 2008 financial reports, which 

will generally come out sometime between 

December 2008 and March 2009. But actuaries 

for most states have already completed 

preliminary assessments of the bill that will 

come due for retirement benefits during the 

next 30 years. Armed with these and other 

documents gathered from a number of stato 

governments, PCS has developed a complete 

and up-to-date compilation of states' long­

term liabilities for those benefits.6' These 

numbers are likely to be refined over the 

coming year— but they are reasonably accurate 

and the best available figures at this time.

According to PCS data, the total actuarial 

accrued liability for state employees' retiree 

health care and other post-employment 

benefits is about $381 

billion." About 97 

percent—$370 billion—of 

the obligations for state 

employees over an 

amortization period that 

usually runs about 30 

years was unfunded at 

the end of fiscal yoar 

2006 (see Exhibit 3-1).

Tho $381 billion figure is 

a conservative number 

that does not reflect tho 

full extent of tho long­

term cost, as some states 

face large bills for teachers as well. Cities, 

counties and school districts also are totaling 

up their own liabilities and will continue tc do 

so over the next several years. (Credit Suisse, 

which published a report on OPEB liabilities 

last March, estimated the total liability for 

states and local governments at about $1.5 

trillion."')

In an ideal world, states would fund retiree 

health care and other non-pension benefits as 

they're earned, as they generally do with

" T h e  i 'v o l u t i o n  in  

‘UntO'J ■ Inn 1 1 / with 
p o s t  r & t i r v m e i i ti'norilth cm c-' costs is 

• i l c u L i t i o n ,  s u / p r i s i . 1 

m i< / si )Ock.

WWW.PtWCENTERONTHESTATES.ORG 41

http://WWW.PtWCENTERONTHESTATES.ORG


pensions. This would reduce intergenerational 

inequity and would also lessen the total amount 

owed. (This is because a state that puts money 

aside for the future in a qualified irrevocable 

trust can earn higher interest rates over time.) 

But because states generally have not pre­

funded retiree health and other non-pension 

benefits, there's a lot of catching up to do. 

Moving to full funding is a daunting task, 

because the annual required contribution is, on 

average, about three times what states currently 

pay each year to meet costs for current retirees.

So what are states doing to address current 

and future obligations to their employees as 

they try to balance competing pressures to 

build a strong workforce and control 

spending? Some are embarking on the pre- 

funding road and are putting money aside in 

trust funds. Others are redesigning the 

benefits themselves, using accrued sick leave

to set up retiree health caie savings accounts 

or shifting retirees to Medicare advantage drug 

prescription programs. Some states are already 

cutting back in various ways that will whittle 

down costs—for instance, by elevating 

retirement ages for new or non-vested 

employees or by increasing retiree 

contributions to premiums. At least one state, 

Illinois, has attempted to buy out some 

employees by offering a lump sum, as General 

Motors has done in the private sector.*3

As the shock of identifying the long-term costs 

of retiree health care and othei non-pension 

benefits ebbs, many questions remain about 

how cuts in benefits or other changes may 

affect employee behavior and the bottom line. 

States and other governments have embarked 

on a multiyear process in which they surely will 

be watching each other to see what works and 

what does not. This is just the beginning.

How Retiree Health Care Benefits D iffer from Pensions
In 2004, after almost 20 years of study on the issue, GASB established new standards of accounting and 

financial reporting by public entities for other post-employment benefits, amending generally accepted 

accounting principles related to those transactions. (These same standards have been in place for private sector 

companies since the early 1990s.) Governments were given a 1 >w years to phase in the new standards. For state 

entities, that n 3nt coming up with an actuarial accrued liability figure for their 2008 annual reports.

For governments and actuaries, developing long-term liability figures for retiree health care and other non­

pension benefits can be complicated because several new assumptions must be built into the equation. These 

new assumptions include the annual rise in health care costs and the number of retirees who will actually take 

the state up on its offer of benefits (sometimes an employee chooses a spouse's coverage over the state's plan).

The greater uncertainties involved nearly guarantee that the valuations of long-term liabilities will rise and fall, 

particularly during the next few years, as states and actuaries evaluate plan characteristics, modify some plans 

to make them affordable, and decide how to manage benefits going forward.

States face a number of other big unknowns. Will the nation's health care financing system change substantially 

in tho next 30 years? Flow will any changes affect retiree benefits? How far will courts allow governments to go 

in reducing benefits, as has happened in the private sector? These are just a few of the questions governments 

will be considering in the coming years.
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Highlights From the Data
Exhibit 3-1 provides data for 45 states: 43 

states have produced actuarial valuations of 

their OPEB; the data include estimates for 

Illinois and Texas. The figures in the exhibit 

assume that the state is paying for these 

benefits on a pay-as-you-go basis.*' The long­

term costs drop considerably if states 

consistently pay their annual required 

contribution (ARC) and deposit it in a qualified 

irrevocable tiust. The savings come from the 

higher investment return that results from long­

term savings and earnings that build up over 

time. As of ihe end of fiscal year 2006:

• Only six states—Arizona, Ohio, Oregon, 

North Dakota, Utah and Wisconsin—were 

on track to have fully funded OPEB 

obligations during the next 30 years. A few 

other states have moved in that direction 

since fiscal year 2006.

♦ Only three states had funded more than 50 

percent of their actuarial liability: Wisconsin 

at 99 percent, Arizona at 72 percent and 

Alaska at 65 percent.

• Of the five largest states—California, Texas, 

New York, Florida and Illinois—none had put 

aside any money for other post-employment 

benefits.

• Eleven states had estimated liabilities in excess 

of $10 billion, led by New York with $50 billion, 

California with $48 billion and New Jersey and 

Connecticut with $22 billion each. Illinois is 

also included on this list with $48 billion in 

liabilities, according to estimates by the Civic 

Committee of the Commercial Club of 

Chicago."

• Most of the states with large liabilities 

relative to their size are located in the East: 

New Jersey, New York, Connecticut, 

Maryland, Delaware and New Hampshire.

• Four states had put aside at least $1 billion 

for future OPEB expenses: Ohio, with $11.1 

billion; Alaska, with $2.2 billion; Wisconsin, 

with $1.8 billion, and Arizona with $1 billion.

The Challenge of Rising Costs
This report does not attempt to evaluate the 

virtues or flaws of states' decisions to offer 

larger or smaller benefit packages to their 

employees. Instead, the analysis focuses on the 

real world as it exists today—one in which 

many states will see the price tag on retirement 

benefits rise significantly well into the future.

Now Jersey, for example, paid $200 million—a 

systemwide total—for the health care costs of 

its current retirees in fiscal yoar 2000. By fiscal 

year 2005, this amount had mushroomed by

355 percent to $911 million. In the years since 

2005, and for the foreseeable future, the costs 

are using far faster than tho rest of the budget. 

The state's 2007 retiree health costs were $1.2 

billion, and the 2008 bill will be 25 percent 

higher titan that. By contrast, state spending 

generally will rise 7.2 percent from fiscal year 

200/ to fiscal year 2008, according to the Nov/ 

Jersey Treasury Department

States that pay a largo portion of retirees' health 

care costs have generally struggled with rising
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Understanding the Num bers
The data used for this report include information from 45 states. The data for 43 states are based on actuarial 

computations produced by the states themselves. As of mid-October 2007, the remaining seven states had 

not finished producing actuarial valuations. Five of those— Indiana, Kansas, Minnesota, Mississippi and 

Nebraska—are likely to show relatively small liabilities because they are among the 10 states where retirees 

pay their own health insurance premiums. In these states, the governments' cost is limited to an "implicit 

subs;dy," which comes from allowing retirees to participate in the same insurance pool as younger and 

generally healthier state employees.

Or the states with substantial OPEB obligations, only Illinois and Texas were missing an actuarial valuation,

A 2006 report from the Civic Committee of the Commercial Club of Chicago estimated that numbei at $48 

billion for Illinois, a figure that includes state employees only.91 The Texas legislature passed a law last spring 

that gave state and local governments a choice of following GASB standards or standards developed by its 

own comptroller. Governments that chose the latter course of action would still need to include a projection 

of long-term non-pension costs as supplementary information to the financial statement, but this would not 

be considered a liability. No publicly available actuarial valuation existed yet for Texas state government 

when this report went to press The Legislative Budget Board has estimated the total liability as more than 

$50 billion after 10 years, including local governments.99 Credit Suisse has estimated the state portion at 

$26.8 billion.95

In an effort to ensure consistency among the states, PCS has limited its analysis to state employees, with OPEB 

obligations for teachers and local employees removed whenever possible. As a result, the figures in Exhibit 3-1 

may not match with unfunded liability figures that have appeared in local newspapers. For example, New 

Jersey's most recent actuarial valuation shows a total of $68.8 billion in liabilities. Of this amount, however, 

$36.5 billion covers school teachers and another $10.8 billion covers municipal and county employees. The 

portion for state employees is $21.6 billion.

When states were unable to break out the data that appl.ed exclusively to state employees, the inclusion of 

either teachers' plans or local plans is noted on the table. The source of eacn figure, and the date of the 

calculation, can be found on the PCS Web site (www.pewcenteronthestates.org). In some cases, the 

valuations used were preliminary and states are currently working on updated versions. The actuarial 

valuations used for this table were supplemented with information from comprehensive annual financial 

reports. In cases where PCS researchers needed help isolating state data, they contacted state officials.

Even if benefits remain the same, however, it is highly likely that some of the figures shown in Exhibit 3-1 will 

change significantly in future valuations. Calculating tho long-term cost of retiree benefits is new to the 

states and adjustments in their calculations are not unusual. Maine, for example, had a valuation in 2003 that 

put its long-term OPEB actuarial liability at $1.2 billion. As of January 2007, it determined tho liability to be 

about $3.2 billion. That amount includes the state's obligations for both retired state employees and retired 

teachers, according to Frank Johnson, executive director of Maine's employee health and benefits 

department. (The amount listed in Exhibit 3-1 represents state employees only)

Those calculations require sophisticated actuarial projections that take into account many hard-to-prodict 

variables such as tho rate of retirements, tho lifespan of retirees, the increase in health costs and the interest 

earned on money sot aside as benefits are earnod. Changes in any of tho assumptions over time will altei 

the data.
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bills. In Maine, benefit payments were 6.7 

percent of payroll for fiscal year 2007, but will 

rise to at least 11.2 percent of payroll in fiscal 

year 2016, according to state figures." 

California's Legislative Analyst's Office pegged 

growth in retiree health care costs at nearly 11.8 

percent between 2007 and 2008. By contrast, 

other state spending grew less than 1 percent.

In Nevada, pay-as-you-go costs were projected 

to rise 20 percent from 2008 to 2009, 

according to information presented to the 

legislature in January 2007. If the state were to 

fund its ARC in 2008, the payment would be 

four times the pay-as-you-go cost.5'1

If states persist on the pay-as-you-go path, the 

bills for retiree benefits other than pensions will 

continue to grow quickly. Nevada and Maine, 

two very different states socioeconomically and

geographically, are largely in the same boat 

when it comes to bills coming due for OPEB, as 

Exhibit 3-2 illustrates. That is why these and 

other states are thinking hard about what mix 

of actions to take. Without appropriate 

attention and planning, these obligations only 

get bigger and more difficult to manage.

Until recently, most states have permitted their 

OPEB obligations to grow with little or no 

consideration for how to pay for them. As noted 

earlier, our analysis revealed that about 97 

percent, or $370 billion, of these 30-year 

obligations were unfunded at the end of fiscal 

year 2006. By sharp contrast, all states rttempt to 

set aside large pools of assets to fund long-term 

pension liabilities, albeit with varying success.

However, a few states, including Utah, Maine 

and Michigan, have been estimating the costs

The rising costs of health care benefits for retirees will be felt most acutely by states on the 
pay-as-you-go* path, as illustrated by Nevada and Maine.

Projected cost of retiree health care benefits 
2006-2015
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" I h o p e  t h e  e x p e r i e n c e  w i t h  r e t i r e e  

h e n  I i l l  m a k e s  p e o p l e  r e a l i z e  t h a t  w e  

h a v e  s o m e  p r e t t y  s i g n i f i c a n t  f i s c a l  

c h a l l e n g e s  o v e r  t h e  l o n g  t e r m .

Scott im ti'jon, oKucntivv difCt lor ol the National
Asset i./lion ol SU/io Budget Officrjis

of tlioir non-pension benefits for some time. 

Others, such as Alaska, Kentucky and Arizona, 

have included retiree health care as part of 

pension funding. As a result, although these 

states' pension funding levels may have 

appeared somewhat deflated compared with 

other states in the past (when few states v/ere 

paying attention to long-term retiree health 

care costs), they now have a jump on many 

other states.”

At the end of fiscal year 2006, 13 states had 

some funding set aside, although most of the 

amounts wore minimal. Ohio stands out in the 

amount of money socked away: $11.1 billion at 

the end of fiscal year 2006, a sum that grew to 

$12.8 billion by the end of fiscal year 2007, 

according to the Ohio Public Employee 

Retirement System. But even Ohio's retiree 

health benefits are only 39 percent funded, up 

from 35 percent in 2006.

The job is all the tougher because of 

the many other long-term costs 

emerging as states' populations and 

infrastructures age. States face retiree 

OPEB bills simultaneously with rising 

pension costs; expanding budgets for 

prisons; and demands for more money for 

schools, maintenance backlogs for bridges, 

roads and water systems and other needs. 

At the same time, governments are under 

pressure to keep taxes low.

The underlying problem, said Elizabeth 

Keating, a professor at Boston College's Carroll 

School of Management, has been fiscal systems 

baseH on an annual cash budget, which does 

not hold decision-makers responsible for the 

results of their choices down the road. She and 

others maintain that governments need to 

focus attention on the long-term ramifications 

of their decisions. Meanwhile, state budgets, 

employees, retirees and taxpayers are likely to 

face tough times ahead. "I hope the 

experience with retiree health makes people 

realize that wo have some pretty significant 

fiscal challenges over the long term," said Scott 

Pattison, executive director of the National 

Association of State Budget Officers. "I hope 

this changes tho dynamic in which we make 

policy decisions over the short term without a 

realization of the costs that are going to grow 

over the next five, 10, 15 years and beyond."

How the States Stack Up
PCS's analysis shows how strikingly different 

the states are from one another. Half the states 

account for almost 94 percent of the total 

unfunded OPEB liabilities. "The diversity of tho 

states is far more dramatic on the retiree 

health issue than many others," said Pattison. 

"We have some members who see this as 

almost a crisis and others have no problems."

Much of the difference is directly tied to the 

decisions that governments have made about 

how large or small retirement benefits should 

be and who should receive them. Even 

neighboring states, which may well be drawing 

employees from tho same group of applicants, 

have made remarkably different choices about 

the benefits they provide their retirees. For
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example, Virginia's unfunded liability is $2.3 

billion, while Maryland's is $14 5 billion, 

according to the states' own disclosures."” 

Maryland offers a more substantial premium 

subsidy and provides assistance to retirees 

with fewer years of service.

In general, the largest states have tho largest 

liabilities. Of the 10 states with the highest 

populations, only Florida stands out as having 

a relatively small actuarial accrued liability. That 

is not surprising because Florida's cash subsidy 

for health insurance is limited, providing a $5

The O ther Post-Em ploym ent Benefits Menu
All states that offer post-retirement health care benefits to employees do so in different ways. A few of the key

differences include:

• The nature of the benefits. While standard major medical coverage tends to receive the most attention, life 

insurance, dental and vision coverage and other benefits can be included.

• Divisions of contribution. In some states, the government contributes most or all of the monthly premiums for 

retiree health benefits. In others, the government contribution is capped and employees make up the rest. In 

still other states, the government pays only the implicit rate subsidy (the cost incurred by allowing retirees, 

who are generally o'der and less healthy, to participate in the same plan as active employees).

• Eligibility. In many states, employees become eligible for these benefits based on a combination of age and 

years of service. For example, an employee turning 55 with 10 years of service to the state may be eligible to 

continue receiving the same health benefits after retirement. Retiree health plans are frequently tiered so that 

benefits increase after more years of service.

• Coverage. Some plans cover only employees, while others include spouses and other dependents. States also 

differ widely in whether or not they provide coverage to early retirees who do not yet qualify for Medicare.

• Basic plan structure. As in the private sector, virtually all OPEB plans fall into one of two categories: defined 

benefit or defined contribution. Defined benefit plans specify the amount of benefits to be provided to the 

employees after their employment ends. Defined contribution plans stipulate only the amounts to be 

contributed by a government employer to a plan member's account, but do not promise a certain amount of 

benefits employees will receive after their employment ends.

• The number of participating governments. So-called single-employer plans involve only the state 

government; multiple-employer plans include more than one government, often localities.

• Varieties of multiple-employer plans. When multiple governments pool or share the costs of financing benefits 

and administering the plan and the assets, the plan is called a cost-sharing multiple-employer plan. In agent 

multiple-employer plans, states still share the administrative costs and pool investments, but separate actuarial 

calculations are made for each participating government, and separate accounts are maintained to ensure that 

each employer's contributions are used only to provide benefits for employees of that government. The goal 

of those plans is to spread risk and administrative costs while providing centralized expertise.
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monthly subsidy toward health insurance 

coverage for every year of employment up to 

30 years. On the other hand, California, North 

Carolina and Texas often pay retirees' entire 

premiums, according to the Workplace 

Economics 2006 State Employee Benefits 

Survey.101

States' liability amounts are determined not 

only by the size of states' contribution to 

retirees' insurance premiums, but also by such 

factors as the number of retirees covered, the 

vesting period, the type of health plan, and 

dependent and spousal coverage. (See "The 

OPEB Menu" for a more thorough description 

of the most important variables that come into 

play.)

Retirement age is a particularly pertinent 

factor. All states' retirees are living longer and 

so remain beneficiaries for a longer time.

Beyond that, the age at which states permit 

various employees to retire and collect 

benefits varies greatly. The retirement age is 

critical because the cost of covering an 

individual retiree who has not yet become 

eligible for Medicare can be much greater than 

the cost of covering a retiree who is Medicare 

eligible. In New Jersey, for instance, spending 

for the average pre-Medicare retiree is $573 a 

month, 189 percent of the cost for a retiree 

who is covered by Medicare, according to the 

most recent State Health Benefits Survey from 

the Segal Company.’™ A study by Alaska's 

actuary analyzed retiree health care costs and 

found that 75 percent of the state's OPEB 

spending came from employees who retired 

before 65. This information helped convince 

the Alaska legislature to cut off benefits to pre- 

Medicare retirees as part of its substantial 

retirement reforms of 2005.’ !

States A ttem p t to Move Forward
GASB's role is to establish accounting and 

financial reporting standards—not to require 

governments to make any particular policy or 

management decisions. But on the verge of 

disclosing their liabilities for retirement 

benefits, many governments confront tho need 

to take action. "There are two ways to address 

the issue," said Jason Dickerson, a legislative 

analyst in California who has been following 

tho topic there and in other states. "You can 

put money aside to fund benefits or you can 

change benefits so as to reduce future costs."

A January 2007 Aon Consulting survey of 

governments of all sizes shows many leaders 

are still unsure of where to turn.'11 The survey, 

released in July, showed that fewer than half 

the governments surveyed had developed a

plan of action to handle the new accounting 

standards. Ninety percent did not know how 

they would get the money to fund the long­

term obligation, although mere than half were 

considering long-term funding options. A third 

of the respondents were contemplating plan 

modifications— either revising eligibility 

requirements, increasing cost sharing, cutting 

coverage for future employees or moving to a 

defined contribution oppioach, which would 

shift tho risk of medical inflation to retirees.

In fact, a hybrid approach seems increasingly 

likely for a number of states. "Initially, a lot of 

our clients were looking ot this in black and 

white: pay for it all or reduce all the benefits," 

said Tim Nimmer, on actuary at Aon, which 

performed the actuarial valuations for non­

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEFITS



pension benefits in eight states. "I'm guessing 

that almost all of them will land in that gray 

area of a combination of the two. They're 

looking for what's politically palatable and 

what is fiscally palatable."

To see what states are doing at this early 

stage, PCS analyzed survey responses from 

Pew's Government Performance Project and 

legislative data from the National Conference 

of State Legislatures (NCSL).

Fully Funding the Long-term Obligations
According to NCSL's legislative tracking, at least 

13 states in 2007 set up state trust funds or 

provided enabling legislation for local trust 

funds. A handful of other states had already 

taken these actions. These irrevocable trusts 

require that all the money that goes in is used 

in a predetermined way—in this case, to pay for 

retirement benefits in years to come. The 

siipulation prevents budget raiders from 

siphoning off these funds for current needs.

Ohio (see "States to Watch") has used such a 

mechanism to hold the funds it has been setting 

aside for OPE3 obligations since 1974. Utah

also established an irrevocable trust for its 

OPEB costs and appropriated the full actuarially 

required contribution of about $ 17 million for 

both fiscal years 2007 and 2008. Alabama, 

Delaware, Georgia and West Virginia (see 

"States to Watch") are among the states that 

have also set up irrevocable trusts 

Some states are considering earmarking 

revenue streams to fund their long-term liability, 

such os a portion of lottery proceeds or tobacco 

settlement dollars, according to the National 

Association of State Comptrollers, which has set 

up an OPEB Implementation Network.’ '
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Massachusetts passed irrevocable trust 

legislation for fiscal year 2008 and is fully 

funding its $1.1 billion anticipated annual 

required contribution for 2008 with 

approximately $340 million of general fund 

dollars and most of its accumulated unspent 

tobacco settlement receipts. Governoi Deval 

Patrick proposed dedicating up to 90 percent 

of future tobacco settlement proceeds to at 

least partially fund OPEB costs in the 

irrevocable trust. The legislature rejected the 

proposal, but created a commission to study 

future funding with a report due in December 

in time for the fiscal year 2009 budget debate.

Other states may bo looking at the option of 

bonding out their OPEB obligations. One state 

that selected this option is Wisconsin. In 2003, 

it issued $600 million in OPEB bonds as part of 

a Ir.rgei transaction that also included the 

issuance of $729 million in pension bonds. The 

OPEB portion of this transaction was the first 

t'me a bond had been used to pay for the 

actuarial liability for other post-employmert 

benefits at the stato level. It has enabled the 

state to come close to fully funding its fairly 

modest OPEB obligation.' '*

Howevei, there is an inherent risk in bonding 

to meet retiree obligations, based on tho 

timing of the transaction. For example, Nov/ 

Jeisey impleme nted a $2.8 billion pension 

bonding plan in 1997, and it fell victim to bad 

timing when the market turned sour and the 

interest paid on the bond exceeded what the 

state earned on its pension investments, Other 

governments ’hot sold pension obligation 

bonds in the late 1990s also lost money in the 

early part ol this decade.

fhe appeal ol irrevocable trusts goes beyond 

ihe obvious dosiie to provide security for 

retirees and protection for future taxpayers, if 

states start funding their retiree benefits

tluough this vehicle, their actuaries can actually 

decrease the total actuarial liability. That's 

because it is presumed that invested money 

will earn more interest if it is set aside for the 

long haul, reducing the long-term cost of 

benefits. (See "Other Benefits of Full 

Funding.")

Flowover, government officials wonder what 

will happen to money that has been 

"irrevocably" dedicated to retiree health care if 

the federal government passes some kind of 

universal health insurance. "A lot of people are 

resistant to putting that money aside because 

tax laws aren't clear on their ability to take that 

money out," said Dickerson of the California 

Legislative Analyst's Office.

In any case, for most if not all states, the 

option of fully funding these liabilities in the 

near future is not feasible because of tho 

dramatic rise in costs. Exhibit 3-3 compares tho 

costs states spent in 200(1 with the amount 

determined by actuarial vr'uations as 

necessaiy to move toward full funding. The 

states where tho red and blue lines arc closest 

have already started moving toward funding 

these benefits.

In fact, based on data from 40 states with 

explicit OPEB liabilities, PCS has calculated 

that the median annual required contribution 

states would need to mo c toward hill fund.ng 

of their plans can be almost three times what 

they are paying right now: $314 million 

compared with $110 million, respectively.

An effort to begin funding for the future is 

worth considering for a variety of reasons. 

However, given tho size of their long-term 

liabilities, many states are going to be 

supplementing that effort with other stops to 

reduce the bill coming duo.
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Almost all states need to pay more into their retiree health care plans if they want to move toward full funding. 

States in bold paid their annual required < ontribution in 2006. Data shown are fo; the 41 states with available 
figures. Numbers ore in millions.
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Stato Expected Return on Pay as You Go Expected Return if Funded
Alabama 4.00% 6.00%
California 4.50% 7.75%
Massachusetts 4.50% 8.25%
Nevada 3.80% 8.00%
S. Carolina 4.50% 7.25%
West Virginia 4.50% 7.75%

N O T E :  If  t h o  a n n u a l  r e q u i t o o  c o n t r i b u t i o n  w o r o  f u n d e d  c o n s i s t e n t l y  e a c h  y e a r ,  a  h i g h e r  i n t c r o s t  r a t e  c o u l d  b o  u s e d  a n d  t h e  d o l l j r  a m o u n t s  w o u l d  b o  r e d u c e d .  

S O U R C E :  P e w  C e n t e r  o n  t h e  S t a t e s

Scaling Back on Benefits
in general, states have far more flexibility to 

make changes to retiree benefits like health care 

than they ao to pensions. But it gets more 

complicated ,vhen it comes to individual states, 

in part because of how they make their decisions 

about benefits. One might assume, for instance, 

that in heavily unionized states, benefits would 

be determined by labor negotiations. But that's

not always true. At the state level in California, 

for example, retiree health benefits are not a 

topic open to union negotiation. These 

decisions are the province of the pension 

systems' board, according to Dickerson of the 

California Legislative Analyst's Office. On the 

other hand, in California's local governments, 

labor negotiations have already started to have

Other Benefits of Full Funding
The benefit that comes from putting money in a trust is that it starts to earn interest and, over time, that interest 

becomes another funding source for the benefits, replacing some of the contribution that would otherwise 

come from future taxpayers.

In fact, states that move toward full funding of their benefits will see an immediate impact on the actuarial 

accrued liability because there is an increase in 'he discount rate that is used to calculate this amount. Exhibits

3-4 and 3-5 highlight a sampling of states, the impact of discount rates when th y simply pay the benefits out 

of current monies, and the impact of the higher dis ount rate that would be p^.mitted if they establish a 

qualified trust and begin providing consistent long-term funding. Most states that provide long-term funding 

likely will provide a portion and not the whole thing, which veil enable *hom to use a discount rate somewhere 

between tho two options shown.

For example, in California, actuaries have calculated tho long-term obi gation for state employees at 548 billion. 

One important element in that calculation is the "discount rate"—’’.e interest rate assumption tho state is 

aNowed to apply to current assets used to pay futuro bills. With that bill paid for on a pay-as-you-go basis, the 

actuaries assume a 4.5 percent interest rate, similar to what the state earns in its short-term cash accounts. But 

if California were to start putting aside sufficient money each yoar in a qualified trust, higher intorost earnings 

could bo achievable. So tho actuaries would use a 7.75 percent interest rate—the same rate used in its pension 

system—reducing the total amount owed to $31 billion.
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The examples below demonstrate the financial benefits of a qualified trust that is consistently funded. 

(In billions)
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an impact. This has also been the case in the 

private sector (see "A Harbinger?").

In other states the decisions may fall to the 

legislature or collective bargaining with unions, 

and the flexibility to make changes depends 

on state law and past labor agreements. For 

example, in 1997 in Connecticut, the 

administration of then-Govornor John Rowland 

reached a 20-year agreement with the state's 

•abor unions, which prevents any significant 

changes from being made until 2017. "That's 

tied our hands," said Nancy Wyman, state 

comptroller.

A smattering of states have made changes 

over the last several years—but experts predict 

that this kind of activity will be over more 

common as states move from the head- 

scratching phase to more clear-cut plans.

This topic is so new that there is little or no 

evidence that any one of the approaches that 

states have taken thus far is necessarily 

superior to others. Here are examples of what's 

been happening across tho country in the last 

several years:

• In 2005, Pennsylvania started requiring new 

retirees to pay 1 percent of their annual base 

salary at the time of retirement for health 

care costs. In addition, os of July 1, 2008, 20 

years of state service will be required for 

lifetime health benefits in Pennsylvania 

compared with 15 years in the past.’ '

• In 200S, North Carolina increased the time 

that new employees need to work to qualify 

for full subsidization of benefits 1 ‘ (See 

"States to Watch.")
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A  Harbinger?
In September, the United Auto Workers union and General Motors reached ar, agreement that some observers 

point to as a useful example for the public sector. Faced with a $50 billion actuarial accrued liability for post­

retirement benefits and ongoing intense competition from international carmakers, GM and the union agreed to 

end the company's defined benefit plan for non-pension benefits and shift to a Voluntary Employee Beneficiary 

Association deal in which the automaker pays an annual amount to a union-run medical benefit plan.

This defined contribution approach removes the risk to GM of dealing with health care inflation. The unions 

were willing to accept this option, faced with the potential of more drastic cuts in the future or layoffs if the 

company couldn't afford to pay the benefits promised " 3

For states in which retiree benefits are the subject of labor negotiations, this topic is highly likely to be a 

prominent part of future discussions. At the local level, for example, several unions have negotiated changes in 

benefits or benefit structure over the last year. One theme, particularly in California, has been for a union to 

protect benefits of current employees while allowing benefits to be diminished for new employees. Unions in 

Orange County went a step further, negotiating a pay increase for current employees while substantially reducing 

non-pension benefits for future hires and retirees. It is likely that this case will be litigated, said Dickerson.

• In 2006, Maryland increased co-payments 

on prescriptions and increased employee 

and retiree premium payments.1''

• In 2005, Alaska ended early retiree health 

coverage for new employees, limiting retiree 

coverage to those who are 65 and older.''” 

(The state also shifted new employees from 

defined benefit pension plans to defined 

contribution plans.)

S t a t e s  t o  W a t c h

W est Virginia
Having experienced tho bitter toll that 

underfunded pensions take on a stato budget, 

West Virginia was one of the states that moved 

most rapidly to deal with a $7 8 billion unfunded 

liability for its other post-employment benefits. 

Among other things, the state increased retiree 

co-payments, set up an irrevocable trust for 

funding and shifted retirees to a Medicare 

advantage proscription drug plan.

• In 2006, Illinois began offering 15,000 state 

retirees not covered by Medicare the option 

of dropping their state-subsidized health 

insurance in exchange for a $150 monthly 

payment. Only those who had another 

source of insurance were eligible. The state 

pays 5834 per month to insure the health of 

a retiree not covered by Medicare. As of 

September 30, 2007, 124 employees had 

accepted this offer, according to Timothy 

Blair, executive secretary for the State 

Employees' Retuoment System of Illinois.'"

According to Ted Cheatham, executive director 

of West Virginia Public Employees Insurance, 

tho actions reduced tho state's long-term 

liability by more than half, to 53 4 billion. Part 

of the savings stems from a reduction in 

medical cost inflation, with the slate shifting 

from tho 8 percent inflation rate it expected in 

the next few years to a 6 percent inflation rate, 

based on health care cost growth that 

mitigated substantially in fiscal year 2007,
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SSREiP?

Tho following describes the state's health care 

benefits for retirees before and after the reforms

BEFORE. Tho state required co-payments from 

active employees but not from retirees. 

Retirees paid a premium based on years of 

service and date of hire, but it was 

considerably discounted from what the state 

actually spent. Retiree health care costs were 

covered on a pay-as-you-go basis, with the 

premiums from active employees providing a 

$100 million subsidy for retiree costs every 

year. Supplemental Medicare coverage was 

provided on a fee for service basis. Meanwhile, 

tho number of retirees was growing at a net 

rate of 1,000 a year.

AFTER. Co-pays were set for retirees at $10 for 

primary care, $20 for specialists and $50 for 

emergency room visits, with retirees expected 

to pay 20 percent of hospital expenses not 

covered by Medicare. Out of pocket expenses 

were capped at $500. All retirees were 

required to join a Medicare advantage 

prescription drug plan. These actions reducer) 

per capita costs from $300 per member per 

month to $121 per member per month. In 

addition, the West Virginia Retiree Health 

Benefits Trust Fund was sot up. It currently has 

$39 million with another $63 million deposit 

expected by year's end. Finally, to relieve some 

pressure on retirees' wallets, the state reduced 

premium costs by a flat $22 per Medicare 

member per month.

A number of retirees are unhappy with tho 

change, but it could have boon worse; the 

state's original proposal in fall 2006 was 

considerably more expensive for retirees. In 

adopting the now plan, the state—heavily 

unionised—worked with a number of labor 

groups Although they vary in their level of 

acceptance, Cheatham said "most are satisfied 

with whore wo ended up." At this point, there

" H a d  w e  n o t  m a d e  

t h e s e  c h a n g e s  t o  r e d u c e  

t h e  l i a b i l i t v  w e  w o u l d  h a v e  

h a d  t o  d o  s o m e t h i n g  

m o r e  d r a s t i c  t o  r e t i r e e  

h o n e  t i t s  i n  t h e  f u t u r e . "

I hi  Chod t lwn ,
'W t . r I i t i V ' • t / l l '  i l u l  O l W e : . ! V i l i jU 'i i 'i 

n o i i r  1./o/.'loyL ' ' hv.tliYii:

has not been any litigation regarding tho 

changes. "Had we not made these changes to 

reduce the liability we would have had to do 

something more drastic to retiree benefits in 

the future," said Cheatham.

Cheatham added that by changing to the 

Medicare drug prescription plan, the state was 

able to take advantage of federal dollars that 

directly fund that program. By contrast, if the 

state had continued to provide its own 

prescription drug benefits, the subsidy 

provided by the federal government under 

Medicare Part D could not be used to reduce 

tho other post-employment benefits liability, 

according to GASB rules.

O h io
Only a small number of stales have 

accumulated significant assets to offset their 

OPEB obligations. Ohio, which had $11.1 

billion saved as of fiscal year 2006, has 

accumulated much more than even the next 

closest state (Alaska .it $2.2 billion).
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Ohio began offering health care to its retirees 

in 1969 and started paying their health 

insurance premiums in 1974."1 Managers 

initiated the first round of restructuring in 1986 

by raising eligibility from five years of service 

to 10. The stato introduced wellness programs 

and choice of plan during the 1990s. And it 

continued to restructure further by placing a 

cap on the lifetime benefit an individual retiree 

can receive as well as increasing deductibles 

and co-payments and tightening definitions of 

dependents.

Tho solvency test measures how long any 

dedicated funds will last given the expected 

level and timing of expenditures. Because 

Ohio has partially funded its OPEB obligation, 

the solvency tost can bo used to gauge its 

progress. In 2005, officials with the Ohio Public 

Employees Retirement System estimated tho 

solvency period at 17 years. It grew to 18 years 

in 2006 and is estimated at 27 years for 2007, 

according to state officials.

Utah is noteworthy because it has a relatively 

modest long-term liability of $750 million or 

$488 million, respectively, for its non-pension 

benefits, depending on whether the state 

follows a pay-as-you-go approach or continues 

to pay the annual required contribution, as it 

has done in 2007 and 2008. Yet it has taken 

stops to restructure its benefits as a result of 

requirements to disclose these obligations.

During its 2005 session, the Utah legislature 

passed a bill, effective 

January 1, 2006, allowing 

retiring employees to 

receive 25 percent of the 

value of unused sick leave 

as a contribution into a 

401 (k) account.'1'- (Those 

who retired before January 

1, 2006, we re able to cash 

out this amount of unused 

sick leave.) The value of 

any unused sick leave 

earned after this date is 

converted into a health 

reimbursement account. A 

prior provision allowing 

employees to receive health and life insurance 

coverage for up to five years or until they 

turned 65 is being phased out.

Employees have not accepted those changes 

without a fight. Utah was sued by the Utah 

Public Employees Association on behalf of five 

anonymous plaintiffs who charged that the 

legislature had illegally changed the rules of 

vesting and contributions."' The state Supreme 

Court held that the legislative change was not 

an unconstitutional taking and that the 

plaintiffs did not have a property interest in tho 

specific use of unused sick leave.
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North Carolina
North Carolina offers other post-employment 

benefits to retired state employees, its 

universities and community college faculty and 

teachers who are members of the Teachers' and 

State Employees' Retirement System, as well as 

to other systems covering the judicial and 

legislative branches of government. The plan is 

the same as the one covering active employees.

In 2006, the North Carolina legislature 

overwhelmingly passed a bill that increased 

OPEB vesting periods from five to 20 years for 

employees hired after September 30, 2006. 

Those retiring with fewer than 20 years' service 

will have to pay between 50 percent and 100 

percent of their health insurance premium, 

depending upon the number of years served.""

Because this reform is prospective, the state 

will not realize any financial benefits until 2011, 

when its OPEB obligation is likely to be 

somewhat reduced."' Figuring out the impact 

of the change is highly complex. While it

certainly cuts back on the number of 

individuals who are eligible for full benefits, it 

will also result in a phenomenon economists 

call "adverse selection," which occurs when 

plan members who pay more in premiums than 

they consume in services exit the plan.

Because those retiring with fewer than 20 years 

of service will now have to pay a significant 

portion of their premiums, many employees 

are expected to obtain health insurance from a 

lower cost provider. This loss of premium 

payments partially offsets the positive fiscal 

impact. It also means the resulting pool of plan 

members will bo older and sicker, which could 

have a similar effect.

The net result of this refor... is still anticipated 

to save money. But states should thoroughly 

investigate all restructuring options to ensure 

that tho unintended consequences of changes 

to OPEB plans are not greater than the 

anticipated benefits.

Innovation in Managemei
Two factors lead to the largo vear-lo-year 

increases in retiree health care benefits: the 

increasing number of retirees and the inflation 

of medical costs. States' estimates of liabilities 

vary somewhat depending on their 

assumptions about these two variables.

Pinning down medical inflation is particularly 

tricky. Analysts in California and elsewhere 

have expressed concern that assumptions 

point a way-too-optimistic portrait of what will 

happen over amo. Still, governments have 

used a variety of management tools to whittle 

away at what they're spending on health care. 

Practices that have proven particularly useful

It
include establishing preferred drug lists, 

pushing the use of generics rather than brand- 

name drugs, shifting to managed care, and 

providing preventive services.

Here are three particularly hot areas of focus for 

governments to bring down retiree health costs:

Savings through consolidation
States can help their localities and themselves 

by bundling their plans under a single 

administrative umbrella. This can have 

immediate benefit because when risk is spread
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over a larger population, premiums tend to 

decline. Also, the so-called "big pencil" 

approach makes it far easier to bargain 

effectively with health care providers. Groups 

of employees can potentially also lower 

administrative costs as investment costs and 

overhead decline per member.

Missouri has been resolutely attempting to use 

consolidation to check health care costs for 

retirees. As of February 2007, the Missouri 

Consolidated Health Plan (MCHCP) claimed 

104,545 members, or about 24 percent of all 

government workers in the state.’’1 The plan's 

comprehensive annual financial report points to 

an extremely moderate increase of 1.7 percent 

in medical costs from fiscal year 2005 to fiscal 

year 2006 and an overall increase in operating 

expenses of only 3.3 percent during that period.” '

In March 2006, a Missouri Foundation for 

Health report called on the state to expand 

eligibility for the plan to include non­

governmental entities, seeing an opportunity 

to provide affordable health care coverage for 

all citizens using this successful structure. The 

report stated, "Because MCHCP already

provides coverage not just for state employees 

but also for a variety of municipal employers, it 

is logical to consider it as a candidate to serve 

small non-governmental employers as well." ,J0

W ellness programs
Many governments are promoting smarter 

choices for employees and retirees in four 

categories: health assessments and monitoring; 

health insurance incentives; healthy work 

environment initiatives, and physical fitness 

programs. Governments can use these 

programs to lower costs and get beneficiaries 

more involved in managing their care.

Texas offers among the most comprehensive 

wellness programs. In its plan year ending 

August 31, 2006, the Texas Blue Connection 

Preventive Care Intervention program sent 

nearly 92,000 women over age 40 "birthday 

cards," encouraging them to be screened for 

cancer and osteoporosis. Nearly 50,000 men 

over age 50 were sent similar cards 

encouraging prostate exams."1
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Aggressive health care 
m anagem ent
California's public employee retirement system 

recently initiated a purchasers' coalition 

work with hospitals to increase the quality of 

service while managing costs. Called a 

"Partnership for Change," the program 

promotes performance measurement and 

public reporting. It strives to increase 

competition by negotiating rates with hospitals 

based on performance and value, while 

providing reliable data for purchasers to help 

make decisions. Benchmarking is used to 

increase transparency.

In summer 2003, the Massachusetts Group 

Insurance Commission (GIC) embarked on a 

multiyear effort called the Clinical Performance 

Improvement Initiative.The initiative, which

has become central to the GIC's strategy for 

health care coverage, seeks to deliver high- 

quality and cost-efficient health care to the 

GIC's 289,000 members. Now in its third year 

of implementation, the initiative relies on a 

database of over 150 million claim lines 

supplied by the six health plans currently 

providing co/erage to GIC members. All of the 

claims are de-identified, which means that 

personal information is protected. The 

database is used to make quality and resource 

efficiency comparisons among physicians. The 

GIC's health plans use the results of the 

analysis to rank their doctors and stratify them 

into different groups or tiers. The health plans 

use modest co-pay differentials as incentives to 

encourage members to utilize higher tiered, 

more cost-efficient providers. This approach 

also seeks to encourage providers to improve 

their care delivery so as to "lift all the boats."

Conclusion
As states begin to report on the costs of health 

care and other non-pension benefits for public 

sector retirees, the long-term liabilities 

appearing on their "balance sheets" are likely 

to generate significant attention. A handful of 

states have been coping with how to pay for 

other post-employment benefits for some 

time, and these examples highlight the

benefits of consistent funding, reasoned policy 

decisions and good management. At this 

point, most states are just beginning to 

understand the problem, which is an important 

first step. The challenge of aveiting a funding 

crisis is daunting—but it will get exponentially 

larger if ignored.
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Endnotes
8 7  C u r r e n t l y  4 3  s t a t e s  h a v e  c o m p l e t e d  a l  l e a s t  p r e l i m i n a r y  r c t u u . i a l  

v a l u a t i o n s  for  t h e i r  o t h e r  p o s t - e m p l o y m e n t  b e n e f i t  l i a b i l i t i e s .  

A l t h o u g h  e f f o r t s  h a v e  b e e n  m a d e  t o  c o n f i n e  r e s e a r c h  t o  s t a t e  

e m p l o y e e s ,  s o m e  s t a t e s  a r e  u n a b l e  t o  i s o l a t e  s t a t o  e m p l o y e e  

b e n e f i t s  f r o m  t e a c h e r  o r  l o c a l  b e n e f i t s  i n c l u d e d  i n  c o s t - s h a r i n g  

p l a n s .

8 8  T h e  P C S  a n a l y s i s  c e n t e r s  o n  O P E B  o b l i g a t i o n s  f o r  s t a t e  

e m p l o y e e s ,  d u e  t o  t h e  w i d e  r a n g e  o f  p r a c t i c e s  r e g a r d i n g  s t a t o  

i n v o l v e m e n t  w i t h  o t h e r  p o s t - e m p l o y m e n t  b e n e f i t s  f o r  t e a c h e r s  

o r  m u n i c i p a l  e m p l o y e e s .

8 9  D a v i d  Z i o n  a n d  A m i t  V a r s h n c y ,  " Y o u  D r o p p e d  a  B o m b  o n  M o ,  

G A S B , "  C r e d i t  S u i s s e  ( M a r c h  22 . 2 0 0 7 ) C r e d i t  S u i s s e  e s t i m a t e d  

t h e  u n f u n d e d  l i a b i l i t i e s  f o r  s t a t e s  a t  $ 5 5 8  b i l l i o n ,  b u t  i n c l u d e d  

c a l c u l a t i o n s  f o r  t e a c h e r s  i n  t h e  t o t a l .  I t  e s t i m a t e d  t h e  l i a b i l i t y  f o r  

l o c a l i t i e s  a t  $ 9 5 1  b i l l i o n  t o  a r r i v e  a t  t h e  $ 1  5  t r i l l i o n ,  f o r  t h e  1 6  

s t .  » s  f o r  w h i c h  i t  h a d  n o  e s t i m a t e s ,  C r e d i t  S u i s s e  u s e d  a  

f o r m u l a  c a l c u l a t i o n  in  w h i c h  it m u l t i p l i e d  t h e  n u m b e r  o f  

e m p l o y e e s  b y  $ 1 0 0 , 0 0 0 .

9 0  M i c h e l c n c  M a y n a r d  a n d  J e r e m y  W .  P e t e r s ,  " G M  t o  O l i c r  B u y o u t  

D e a l  t o  M o r e  T h a n  1 2 5 , 0 0 0  W o r k e r s , ”  T h e  N e w  York T u n e s , 2 2  

M a r c h  2 0 0 6 .

9 1  F o r  d e f i n i t i o n s  o f  t h e s e  t e r m s ,  s e c  t h e  G l o s s a r y  i n  S e c t i o n  1 .

9 2  T h e r e  w a s  r o  a c t u a r i a l  v a l u a t i o n  f o r  I l l i n o i s '  o t h e r  r e t i r e e  

b e n e f i t s .

9 3  C i v i c  C o m m i t t e e  o f  t h e  C o m m e r c i a l  C l u b  o f  C h i c a g o ,  F a c i n g  

F a c t s .  A  R e p o r t  c f  th e  C r v i c  C o m m it t e e 's  T a s k  F o r c e  o n  Illin o is  

S f . i t o  F in a n c e  ( C o m m e r c i a l  C l u b  o f  C h i c a g o ,  D e c e m b e r  6 ,

2 0 0 6 ) ,  h t t p  / / w w w  c i v i c c o m m i t t c o . o r g / m i t i a t i v o s /  

S t a t o F m a n c e / F a c i n g F a c t s  p d f

9 4  L e g i s l a t i v e  B u d g e t  B o a r d  s t a f f ,  T o * a s  S ta to  G o v e r n m e n t  

E f f e c t iv e n e s s  j n d  E f f ic ie n c y  S e l e c t e d  I s su e s  a n d  

R e c o m m e n d a t io n s ,  s u b m i t t e d  t o  t h e  8 0 t h  T e x a s  l e g i s l a t u r e  

( A u s t i n .  J a n u a r y  2 0 0 7 ) .  1 2 9 .

9 5  Z i o n  a n d  V a r s h n c y ,  " Y o u  D r o p p e d  a  B o m b  o n  M e , "  1 0

9 6  N e w  J e r s e y  l e g i s l a t u r e ,  O l l i c c  o f  l e g i s l a t i v e  S e r v i c e s ,  A n a l y s t s  

o f  th e  N e w  J e r s e y  B u d g e t  F  sea l Y ea r  2 0 0 7  2 0 0 3 ,  ( N e w  J c i s c y  

N e w  J e r s e y  D e p a r t m e n t  o f  t h e  T r e a s u r y ,  2 0 0 7 )

9 7  J o h n  L \ B a r t e l  o f  B a r t e l  A s s o c i a t e s .  I n c  . a n d  S t e v e n  G l i c k s m a n  

o f  G l i c k s m a n  C o n s u l t i n g .  U C .  ' S t a t e  o f  M a r n e ,  R e t i m e  

H e a l t h c a r e  P l a n ,  A c t u a r i a l  V a l u a t i o n ,  J u n e  3 0 ,  2 0 0 6 , “  J a n u a r y  

2 0 0 7

9 8  L e s l i e  J o h n s t o n e ,  " P u b l i c  e m p l o y e e s ’ B e n e f i t s  P r o g r a m "  

( p r e s e n t a t i o n  t o  t h o  J o i n t  W a y s  a n d  M e a n s  a n d  S e n a t e  T m a n c c  

S u b c o m m i t t e e ,  C a r s o n  C i t y ,  N v ,  J a n u a r y  2 4 ,  2 0 0 7 ) .  3 7

9 9  A l a s k a  i s  6 5  p e r c e n t  f u n d e d ,  A r i z o n a  i s  7 2  p e r c e n t  f u n d e d  a i  I 

K e n t u c k y  i s  1 0  p e r c e n t  f u n d e d

1 0 0  T h e s e  n u m b e r s  r o f l c i . t  s t a t e  o b l i g a t i o n s  f o r  s t a t o  e m p l o y e e s  

o n l y

1 0 1  W o r k p l a c e  L c o n o m . c s ,  I n c ,  2 0 0 6  S ta t e  E m p lo y e e  B e n e f i t *

S u r v e y  ( T h e  p r e m i u m  vw l i d y  f o r  r e t i r e e  h e a l t h  b e n e f i t s  i s  v e i y  

d i f f i c u l t  t o  s u m m a r i z e  o s  t h e r e  a r e  o f t e n  m u l t i p l e  p l a n t  a n d  

t u - r e d  b e n .  I t s  d e p e n d i n g  o n  y e a r s  s e r v e d  f h e  t w o  p a g e  » h . u t  

o n  h e a l t h  I r r r l i t s  p r  j v i d e d  l* y  W o r k p l a c e  C c o n o m e  s  in  i t s  

s u r v e y  i s  f o l l o w e d  b y  1 3  p a g e s  o f  f o o t n o t e s  )

1 0 2  S e g a l  G r o u p ,  I n c . ,  2 0 0 3  S e g a l  S ta t e  H e a lth  B e n e f i t s  Su rv ey :  

M e d ic a l  B e n e f i t s  fo r  E m p ' v c c s  a n d  R e t ir e e s ,  ( 2 0 0 3 )  S e g a l  is  

c u r r e n t l y  u p d a t i n g  t h i s  s u r v e y ,  i n  p a r t n e r s h i p  w i t h  t h e  N a t i o n a l  

A s s o c i a t i o n  o f  S t a t e  P e r s o n n e l  E x e c u t i v e s .

1 0 3  R i c h  S a s k a l ,  " D e s p i t e  S q u a b b l e s ,  T h e y ' r e  A h e a d  o f  t h e  G a m e  o n  

G A S B , "  B o n d  B u y e r  3 5 5 ,  n o .  3 2 3 5 0  ( M a r c h  3 0 ,  2 0 0 6 )

1 0 4  A o n  C o n s u l t i n g ,  N a v ig a t in g  th e  G A S B  O P E B  S ta n d a rd s ,  A o n  

C o n s u l t i n g  2 0 0 7  G A S B  O P E B  S u r v e y  ( J u l y  2 0 0 7 ) .

1 0 5  S u r v e y  r e s u l t s  f r o m  t h e  N a t i o n a l  A s s o c i a t i o n  o f  S t a t o  

C o m p t r o l l e r s  O P E B  I m p l e m e n t a t i o n  N e t w o r k  c a n  b e  f o u n d  a t  

h t t p  / / n a s a c t  o r g / t e c h u j .  d a t c s / t e c h p u b s  c f m .  T h e  m o s t  r e c e n t  

s u r v e y  w a s  c o n d u c t e d  in  M a y  2 0 0 7 .

1 0 6  F r a n k  R  H o a d l c y ,  " O b s e r v a t i o n s  o n  P e n s i o n - R e l a t e d  L i a b i l i t i e s  

a n d  D i s c l o s u r e , "  ( P r e s e n t a t i o n  t o  M i l w a u k e e  C o u n t y  T a s k  F o r c e ,  

M i l w a u k e e ,  W i . ,  O c t o b e r  4 ,  2 0 0 6 ) .

1 0 7  M a r k .  S c o l f o r o ,  " H e a l t h  T a b  f o r  P u b l i c  P a .  R e t i r e e s  N e a r s  $ 3 4  

B i l l i o n , "  P it t sb u r g  P o s t  G a z e t te ,  2 0  D e c e m b e r  2 0 0 6 ,  

h t t p : / / w w w  p o s t  g a 7 O t t e . c o m / p g / 0 6 3 5 5 / 7 4 7 7 6 8  8 5  s t r n .

1 0 8  N o r t h  C a r o l i n a  G e n e r a l  A s s e m b l y ,  F is c a l  N o t e  to  S e n a te  B ill  

8 3 7 ,  J u n e  3 0 .  2 0 0 6 .  (0 )

1 0 7  S a s k a l ,  " D e s p i t e  S q u a b b l e s . "

1 1 0  I b i d .

1 1 1  D o u g  T m k e ,  " F e w  s t a t e  r e t i r e e s  c h o o s i n g  c o s h  o v e r  h e a l t h  

i n s u r a n c e .  O p t i o n  f o r  t h o s e  w i t h  o t h e r  c o v e r a g e ,  n o t  e l i g i b l e  f o r  

M e d i c a r e . "  S t a t e  C a p i t o l  B u r e a u ,  S t a t e  Jo u r n a l  R e g is te r , 3 0  

A u g c o t  2 0 0 6  (0 )

1 1 2  G i r a r d  M i l l e r ,  " A  L e s s o n  f r o m  D e t r o i t ,  U A W s  N e w  V F .0 A  a n d  

Y o u r  O P E B , "  G o v e r n in g . G o v e r n i n g  M a n a g e m e n t  L e t te r  

( O c t o b e r ,  2 0 0 7 ) ,

h t t p  / / w w w  g o v e r n i n g  c e r n / a i t i c l e s / I O g m i l l c r a  h t m .

1 1 3  I n f o r m a t i o n  p r o v i d e d  b y  R i c h a r d  B a k e r ,  O h i o  P u b i — E m p l o y e e s  

R e t i r e m e n t  S y s t e m ,  D e c e m b e r  1 3 ,  2 0 0 6

1 1 4  l / t a h  S t a t e  L e g i s l a t u r e ,  U ta h  H o u s e  B J !  2  7 U n u s e d  S ic k  l e a v e  

A t  R e t i r e m e n t  A m e n d m e n t s ,  s p o n s o r e d  b y  D a v i d  C l a r k  ( J a n u a r y  

2 0 0 6 ) ,

h t t p  / /W W W  l o  s t a t o  u t  i  s / ~ ? 0 0 5 / h t r n d o c / h b i l l h l m / H B 0 2 1 3  h i m

1 1 5  S u p r e m e  C o u r t  o f  t h e  S t a t o  o f  U t a h ,  U t a h  P u b l i c  E m p l o y e e s  

A s s o c i a t i o n  v. S t a t e  o l  U t a h ,  2 0 0 6  U T  9  ( S a l t  L a k e  C i ty ,  F e b r u a r y  

2 0 0 6 ) .

h t t p  / / w w w  w t c o u i t s  g o v / o p i P i o n s / s u p o p . n / U P E A 0 2 l 6 0 6  p d f .

1 1 6  N o r t h  C a r o l i n a  G e n e r a l  A s s e m b l y ,  S e n a te  B ill  8 3 7

1 1 7  I b i d .

1 1 8  E m a i l  f r o m  R o n  M e y e r .  C x n r u l i v o  D i r e c t o r .  M i s s o u r i  

C o n s o l i d a t e d  H e a l t h  P l a n ,  r e c e i v e d  J u l y  1 6 ,  2 0 0 7

1 1 9  P i  S t a t e  D e v e l o p m e n t  A g e n c y  o l  t h e  M i s s o u r i  I l l i n o i s  

M e t r o p o l i t a n  D i S t n c t  5 t  t o u » s ,  M i s s o u r i ,  F i n a n c i a l  D i v i s i o n ,  

M i s s o u r i  C o n s o l id a t e d  H e a lth  C a r e  P lan .  2 0 0 6 ;  C o m p r e h e n s iv e  

A n n u a l F in a n c ia l R e p o r t ,  (f  i s c a l  Y e a i  e n d e d  J u n o  3 0 .  2 0 0 6 ) :  2 0

1 2 0  M i s s o u r i  I o u n d a t . o n  f o r  H e a l t h  a n d  U r b a n  I n s t i t u t e .  C o v e  r 

M is so u r i  P w j o i  t R e p o r t  7 E x p a n d in g  C o v e r a g e  th r o u g h  th e  

M o s o u u  C o n s o l id a t e d  H e a lth  C a n ?  P la n  (M C H C P ) ,  b y  E l l i o t  

W i c k s ,  M a r c h  2 0 0 6  1 J .

t . ‘ t  I m p l g y r e s  R e t i r e m e n t  S y s t e m  o l  T e x a s ,  C o n tr o l l in g  C o s t s  a n d  

P r e v e n t in g  F fa u d  m  t h e  T e x a s  f r n p lo y e c s  G r o u p  B e n e f it '.

P t e g ta m  f isca l Y ea r  2 0 0 6  t h e  K e y  t o  C o s t  C b n ta in m c n t ,  b y  

A n n  5  r u c l b e t g  ( A u s t i n  7 0 0 6 ) .

1 2 2  I h e .  e x p l a n a t i o n  c a m e  f r o m  D o l o r e s  M i t c h e l l ,  [  * c c u l » v o  D i r e c t o r  

«jf t h e  M a s s a c h u s u t t s  G r o u p  I n s U t u n t o  C o m m i s s i o n .
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State 2006 2005 2004 2003 2002 2001 2000 1999 1990 1997

Alabama 84% 90% 93% 97% 101% 103% 102% 101% 111%

Alaska 74% 64% 67% 70% 73% 99% 100% 104% 103% 101%

Arizona 85% 86% 90% 99% 108% 118% 122% 118% 120% 117%

Arkansas 82% 82% 86% 90% 96% 100% 101% 101% 100% 97%

California 87% 86% 84% 96% 106% 116% 118% 114% 105%

Colorado 74% 73% 71% 76% 88% 99% 105% 103% 96% 92%

Connecticut 56% 59% 60% 66% 69% 72% 72% 65% 65% 64%

Delaware 97% 97% 98% 101% 103% 105% 108% 107% 100% 97%

Florida 106% 107% 112% 114% 115% 118% 118% 113% 106% 91%

Georgia 96% 98% 100% 101% 102% 103% 103% 98% 96% 90%

Hawaii 65% 69% 72% 76% 84% 91% 94% 94%

Idaho 95% 93% 90% 82% 83% 95% 113% 109% 106% 94%

Illinois 60% 60% 64% 49% 54% 63% 75% 73% 72% 70%

Indiana 64% 65% 67% 67% 64% 67% 67% 64% 61%

Iowa 88% 89% 89% 90% 93% 97% 98% 97% 95% 94%

Kansas 69% 69% 70% 75% 78% 85% 88% 86% 83% 83%

Kentucky 70% 76% 83% 88% 94% 102% 111% 105% 97% 94%

Louisiana 67% 64% 63% 68% 74% 78% 79% 75% 73% 68%

Maine 77% 76% 75% 74% 77% 78% 79% 75% 69% 63%

Maryland 82% 88% 92% 93% 94% 98% 101% 97% 90% 86%

Massachusetts 72% 73% 75% 70% 83% 84% 87% 81% 81% 75%

Michigan 81% 79% 84% 87% 93% 99% 101% 101% 99% 103%

Minnesota 93% 98% 100% 102% 105% 108% 107% 107% 107% 102%

Mississippi 73% 72% 75% 79% 83% 87% 82% 82% 84% 79%

Missouri 81% 81% 80% 81% 93% 96% 100% 98% 96% 95%

c o n t in u e d  o n  n e .« t  p a g o
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State 2006 2005 2004 2003 2002 2001 2000 1999 1998 1997

Montana 80% 78% 80% 91% 91% 103% .03% 83% 83% 79%

Nebraska 89% 88% 89% 92% 96%

Nevada 75% 76% 79% 81% 82% 84% 85% 82% 78% 76%

New Hampshire 61% 60% 71% 75% 82% 85% 90% 89% 108% 110%

New Jersey 79% 32% 87% 94% 101% 109% 111% 110% 106% 102%

New Mexico 82% 84% 87% 92% 98% 99% 96% 90% 84% 82%

New York1 100%

Oo

100% 100% 100% 100% 100% 100% 100% 100%

North Carolina 105% 106% 106% 106% 109% 110% 108% 104% 99% 99%

North Dakota 81% 82% 86% 91% 97% 103% 108% 97% 99% 100%

Ohio 81% 80% 81% 79% 81% 96% 96% 94% 92% 89%

Oklahoma 59% 60% 60% 66% 65% 66% 68% 65% 64% 58%

Oregon 110% 104% 96% 97% 91% 107% 98% 99% 93% 93%

Pennsylvania 87% 87% 93% 100% 106% 115% 127% 121% 111% 106%

Rhode Island 56% 60% 64% 73% 78% 81% 83% 78% 75%

South Carolina 73% 81% 83% 86% 88% 89% 98% 94% 91%

South Dakota 96% 98% 97% 97% 96% 96% 97% 96% 95%

Tennessee 99% 99% 99% 99% 98% 98% 99% 99% 99% 99%

Texas 89% 88% 93% 95% 97% 121% 107% 104% 105% 100%

Utah 96% 93% 92% 95% 93% 103% 105% 10?% 96% 91%

Vermont 92% 95% 94% 94% 94% 92% 92% 91% 90% 86%

Virginia 81% 89% 95% 100% 106% 104% 94% 87% 79%

Washington 79% 85% 88% 93% 98% 102% 96% 88% 81%

Wes* Virginia 55% 49% 43% 39% 40% 44% 47% 46% 46%

Wisconsin 100% 99% 99% 99% 97% 96% 96% 96% 95% 95%

Wyoming 95% 95% 86% 92% 92% 103% 115%

US Averago 82% 82% 83% 86% 89% 95% 97% 94% 92% 90%

1 S e e  n .  4 ,  p a g e  1 3 .

N O T E :  M i s s i n g  c e l l s  i n d i c a t e  t h a t  d a t a  w e r e  u n a v a i l a b l e .  

S O U R C E :  P e w  C e n t e r  o n  t h e  S t a t o s
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State 2006 2005 2004 2003 2002 2001 2000 1999 1998 1997

Alabama 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

Alaska 61% 47% 92% 118% 120% 109% 99% 105% 91% 93%

Arizona 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

Arkansas 108% 110% 101% 102% 102% 101% 102% 101% 101% 101%

California 108% 110% 101% 102% 102% 101% 102% 101% 101% 101%

Colorado 62% 49% 52% 69% 100% 100% 100% 100% 100% 100%

Connecticut 100% 88% 89% 94% 99% 94% 94% 94% 66% 70%

Delaware 97% 93% 91% 88% 80% 80% 84% 85% 85% 85%

Florida 96% 102% 92% 98% 97% 110% 111% 100% 100% 100%

Georgia 100% 100% 100% 100% 100% 100% 101% 101% 100% 100%

Hawaii 100% 100% 100% 100% 100% 5% 13% 83%

Idaho 107% 102% 98% 110% 131% 131% 117% 100% 99% 99%

Illinois 33% 44% 111% 67% 78% 80% 114% 98% 96% 74%

Indiana 101% 85% 78% 103% 108% 123% 125% 120% 92% 85%

Iowa 84% C6% 91% 99% 100% 100% 101% 104% 101% 103%

Kansas 63% 69% 69% 79% 80% 78% 77% 77% 74% 72%

Kentucky 86% 93% 94% 100% 104% 101% 101% 101% 104% 99%

Louisiana 101% 101% 93% 97% 102% 107% 105% 107% 103% 100%

Maine 106% 105% 112% 109% 165% 100% 102% 108% 109% 108%

Maryland 82% 83% 89% 92% 100% 100% 100% 100% 100% 100%

Massachusetts 94% 101% 63% 67% 101% 116% 99% 120% 156% 174%

Michigan 83% 78% 65% 78% 89% 126% 111% 99% 123% 109%

Minnesota 99% 115% 114% 148% 172% 156% 162% 152% 137% 131%

Mississippi 100% 100% 100% 100% 101% 101% 100% 100% 100% 115%

Missouri 81% 77% 84% 96% 100% 100% 100% 100% 99% 99%

Montana 153% 91% 94% 99% 100% 130% 129% 101%

Nebraska 100% 91% 100% 99% 100% 100%

Nevada 96% 100% 99% 90% 96% 100% 97% 95% 94% 100%

New Hampshire 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

New Jersey 27% 15% 8% 4% 3% 17% 29% 60% 40% 288%

New Mexico 91% 96% 100% 100% 100% 99% 99% 99% 99% 99%

New York 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

North Carolina 100% 100% 100% 100% 100% 82% 100% 100% 100% 100%
•.iv.

North Dakota 66% 67% 81% 97% 101% 101% 101% 100% 100% 100%

Ohio 93% 98% 97% 100% 100% 100% 100% 100% 100% 100%

continued on noxt pngo

WWW.n£WCENTERONTMESTArc.S.ORG 63



State 2006 2005 2004 2003 2002 2001 2000 1999 1998 1997

Oklahoma 73% 58% 60% 64% 71% 77% 71% 74% 81% 78%

Oregon 101% 100% 100% 97% 95% 95% 97% 100% 100%

Pennsylvania 35% 46% 100% 117% 219% 112% 100% 100% 100% 100%

Rhode Island 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

South Carolina 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

South Dakota 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

Tennessee 100% 100% 100% 100% 100% 100% 100% 100% 100%

Texas 84% 83% 83% 86% 104% 138% 102% 103% 97% 101%

Utah 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

Vermont 76% 75% 67% 86% 96% 96% 96% 94% 85% 78%

Virginia 87% 83% 85% 64% 71% 100% 93% 85% 71% 62%

Washington 28% 20% 22% 27% 57% 164% 104% 287% 114% 80%

West Virginia 182% 147% 104% 105% 108% 106% 104% 105% 103%

Wisconsin 100% 100% 100% 100% 100% 100% 96% 100% 100% 100%

Wyoming 150% 113% 75% 69% 127% 469% 189%

N O T G :  M i s s i n g  c o l l s  i n d i c a t e ?  t h a t  d a t a  w e r e  u n a v a i l a b l e  in  o r d e r  t o  c a l c u l a t e  t h o  p e r c e n t  o f  t h o  a n n u a l  r e q u i r e d  c o n t r i b u t i o n  f u n d e d .  

S O U R C E :  P e w  C e n t e r  o n  t h o  S t a t e s
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Appendix B

The Stand-Out States
To identify the degree of challenge states face 

in meeting their non-pension obligations to 

retirees, PCS turned to means used by GASB, 

Standard & Poor's and Moody's Investor 

Services for adjusting comparisons of states.

Wo looked at the 40 states for which actuarial 

valuations are now available and for which we 

could isolate the state contribution for state 

employees only. Exhibits B-1 through B-4 put 

retiree benefit liabilities in context based on 

population, personal income and payroll.

For those 40 states, the mean per capita costs 

of their accrued liabilities is $1,283.,p‘ Since

there's a wide range of benefits offered, the 

median is $774. Looking at the unfunded 

liabilities as a percentage of total stato 

personal income, the mean is 3.4 percent and 

the median is 2.5 percent,and when viewed 

as a percent of covered payroll, the mean is 

191 percent and the median is 135 percent. 

The following section provides tables showing 

the states that stand out from the pack. These 

figures assume that the states are not pre- 

funding tho obligation. Once again, if the ARC 

is paid consistently over time, the AAL and 

UAAL drop considerably.

Per capita
Exhibit B-1, which is based on population data 

from the U.S. Bureau of the Census and the 

U.S. Department of Commerce, shows the 10 

states with the highest per-capita unfunded 

actuarial accrued liability (UAAL) for their state 

employees. This indicates the fiscal burden 

each state's citizens are carrying because of 

tho UAAL, although it does not assess their 

ability or capacity to pay.

The top three states all have per-capita unfunded 

accrued liabilities over five times tho median, 

suggesting a relatively heavy burden. Illinois does 

not appear in Exhibit B-1 because an actuarial 

valuation was not available. However, as 

previously noted, tho Civic Committee of the 

Commercial Club of Chicago estimated the 

liability for state employees at $48 billion. Using 

this information, PCS estimates Illinois' per capita 

liability at $3,741, which would make it among 

the top five states in liabilities per state resident.

States
Connecticut 
Hawaii 
Delaware 
Maryland 
Now York 
New Jersey

TH BILL PER C A P IT A  .
/ •  /-

• IB; - y  • • r.iBSSS

UAAL/Capita States UAAL/Capita

$6,186 New Hampshire $2,210

$5,283 Massachusetts $2,064

$5,167 Kentucky S I,923

$2,590 Alaska $1,800

$2,572 Median $774 ,;.yr

$2,474 Mean $1,283 • V
»fVWf M k

lion*
,'T. tL J
w J w l
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As a percentage o f personal incom e
Pcr-capita statistics, however, do not tell the 

whole story because they do not take into 

account the differences in wealth or ability to 

pay. Measures of personal income in the 

states, as reported by the U.S. Department of 

Commerce, help get at that factor. Subject to 

this further level of analysis, the 10 states with

the largest liabilities do not change 

dramatically. But the order shifts a bit. Hawaii 

climbs to the top, and Kentucky appears as its 

burden rises when measured by its ability to 

pay. If Illinois data were included, it would 

appear in Exhibit B-2— again in the top five— 

at 9.8 percent.

J u -jF M
AA ** . 5t h  rw  i t  1 — — — — —
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States UAAL/Personal Income States UAAL/Personal Income

Hawaii 14.6% New Hampshire 5.6%

Delaware 13.2% Louisiana 5.5%

Connecticut 12.4% Maine 5.4%

Kentucky 6.6% New Jersey 5.3%

New York 6.1% Median 2.5%

Maryland 5.9% Mean 3.4%

SOURCE: Pew Center on tho States; Based on Actuarial Valuations

As a percentage o f payroll
Another measure used to gauge relative 

burden—and one that GASB will ask states to 

produce in their financial reporting—involves 

the size of the obligation compared to the size 

of the payroll being covered. Covered payroll 

is a tricky statistic because some states report 

the covered payroll for the state portion of 

their retiree benefits while others report only

the amount for the entire plan. For purposes of 

this calculation, PCS has excluded the data for 

those states reporting the latter. For the 34 

states where both UAAL and covered payroll 

data for the state only were available, the 

median ratio is 135 percent. The 10 states with 

the highest ratio are reflected in Exhibit B-3.

^FUNDED RETIREE HEALTH BILL AS A PART OP PAYROLL

Statos
Connecticut
New York
Kentucky
Alab.ima
Hawaii
Maine

UAAL/Covorod Payroll
690%
552%
422%
410%
395%
377%

States
Louisiana
Maryland
California
New Jersey
Median
Mean

UAAL/Covorod Payroll
362%
362%
347%
333%
135%
191%

SOURCE: Pew Center on tl'o State'' Based on Actuarial Valuations
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Note the rise of New York and the appearance 

of Alabama, Maine and California. Again, if 

Illinois data were considered, its unfunded 

liability as a share of payroll would be ranked 

first at 709 percent. Why did these states rate 

so high on UAAL/covered payroll? One

plausible explanation according to a number of 

sources, including New York's Citizens Budget 

Commission, is that employees in some of 

those states may have received wage increases 

that were relatively low in exchange for better 

post-retirement benefits over the years.17*

States at the O ther End of the Spectrum
Until recently, Indiana and Nebraska were the 

only two states that offer no benefits for 

retirees over age 65 (although both do have 

some provisions for retirees who are not yet 

eligible for Medicare).’*' Oregon also 

eliminated its coverage for Medicare eligible 

retirees who were hired on or after August 29, 

2003, according to the GAO.’;4 Eight 

additional states—Idaho, Iowa, Kansas, 

Minnesota, Mississippi, Montana, South Dakota 

and Wyoming—pay no premiums for retirees, 

but do allow all eligible retirees to sign on to 

the state plan.’*' This type of benefit provides 

an "implicit subsidy," which comes from 

allowing retirees to participate in the same 

pool as younger and generally healthier state 

employees. Because retirees are much older 

than the average participant in stato plans,

they are more expensive to cover, bringing up 

the average costs of the entire plan. In 

Wyoming, for example, although the retirees 

pay for benefits themselves, the inclusion of 

these older men and women in the insured 

pool increases the costs to the state by some 

$72 million over a 30-year period.’13

Exhibit B-4 shows states that have tho smallest 

long-term obligations relative to the state's 

population and as a s' ire of personal 

income.’3’

In Kansas, Indiana, Minnesota, Mississippi and 

Nebraska—five of the seven states where 

actuarial valuations were unavailable—the 

unfunded actuarial liabilities are likely small.

Statos
Wisconsin” 3
Arizona
Iowa
North Dakota
Wyoming
M edian

UAAL/Capita
S3 
Si 5 
$74 
S77 
$140 
$774

UAAL/Porsonal Income
0.0% 

0.0% 

0.2% 

0.2% 

0 3% 
2.5%

SOURCE:tVw CnnW'f o n  l l '" St.iUrt; Dnsod o n  Actuarial Valuation*
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Endnotes
1 2 3  O f  t h o  4 3  s t a t e s  t h a t  h a v e  c o m p l e t e d  a n  a c t u a r i a l  v a l u a t i o n ,  4 0  

s t a t e s  w e r e  u s e d  i n  t h i _  c a l c u l a t i o n .  T h e s e  n u m b e r s  d o  n o t  

r e f l e c t  O r e g o n ,  N e w  M e x i c o  a n d  W e s t  V i r g i n i a  b e c a u s e  t h e i r  

v a l u a t i o n s  d i d  n o t  d i s a g g r e g a t e  s t a t e  o n l y  d a t a  P C S  v / a s  a b l o  

t o  c a l c u l a t e  t h o  s t a t e  e m p l o y e e  p o r t i o n  o f  O P E B  U A / l  fr r  

A r i z o n a ,  N o r t h  C a r o l i n a  a n d  O h i o .

1 2 4  S i m i l a r  t o  t h o  p e r  c a p i t a  c a l c u l a t i o n s ,  O r e g o n ,  N e w  M e x i c o  a n d  

W e s t  V i r g i n i a  w e r e  n o t  i n c l u d e d  b e c a u s e  t h e i r  v a l u a t i o n s  d i d  

r o t  d i s a g g r e g a t e  s t a t e  o n l y  d a t a .

1 2 5  P C S  w a s  o n l y  a b l e  t o  g a t h e r  c o v e r e d  p a y r o l l  f o r  s l a t e  

e m p l o y e e s  i n  3 /  o f  t h e  4 0  s t a t e s  w h e r e  w c  h a v e  a c t u a r i a l  

v a l u a t i o n s  a n d  w e r e  a b l e  t o  d i s a g g r e g a t e  s t a t e  d a t a

1 2 6  N e w  Y o r k 's  C i t i z e n  B u d g e t  C o m m i t t e e ,  T h e  C j s o  for  

R e d e s ig n in g  R e t ir e m e n t  B e n e f i t s  fo r  N e w  Y c k 's  P u b lic  

E m p lo y e e s ,  ( A p r i l  2 9 .  2 0 0 5 )

1 2 7  W o r k p l a c e  E c o n o m i c s .  I n c .  2 0 0 6  S ta t e  E m p lo y e e  B e n c h : j  

S u rv ey

1 2 8  U n i t e d  S t a t e s  G o v e r n m e n t  A c c o u n t a b i l i t y  O f f i c e ,  2 0 U 7 .

1 2 9  W o r k p l a c e  E c o n o m i c s ,  I n c ,  2 0 0 6  S t a t e  E m p lo y e e  B e n e f i t s  

S u r v e y

1 3 0  R e p o r t  o n  th o  S t a t e  o f  W y o m in g  R e t ir e e  H e a lth  in su r a n ce  S tu d y  

a n d  G A S B  4 5  L iab ility  ( p r e s e n t e d  b y  B u c k  C o n s u l t a n t s  t o  t h o  

S t a t e  o f  W y o m i n g  J o i n t  A p p r o p r i a t i o n s  C o m m i t t e e ,  N o v e m b e r  

1 .  2 0 0 5 ) ,

h t t p  / / p e r s o n n e l . s t a t e . w y  u s / E G I / 9 u c k % 2 0 R e t i r c o % 2 0 S l u d y p r ‘<

1 3 1  O n c e  a g a i n ,  t h o s e  f i g u r e s  a r e  o n l y  f o r  t h e  4 0  s t a t e s  w h i c h  h a v e  

a c t u a r i a l  v a l u a t i o n s  a n d  w h e r e  s t a t e  e m p l o y e e s  c o u l d  b e  

i s o l a t e d .

1 3 2  W i s c o n s i n  t o o k  c a r e  o f  i t s  m o d e s t  u n f u n d e d  l i a b i l i t y  f o r  o t h e r  

p o s t  e m p l o y m e n t  b e n e f i t s  b y  b o n d i n g  it  o u t .  S e c  p .  5 0  in  

S e c t i o n  3 .  O t h e r  B e n e f i t s  T h o  $ 6 0 0  m i l l i o n  in  o t h e r  p o s t -  

e m p l o y m e n t  b e n e f i t  b o n d s  m a y  n o t  t a k e  c a r e  o f  t h o  fu l l  

a m o u n t ,  h o w e v e r ,  a s  c o s t s  a r e  o u t p a c i n g  p r o j e c t i o n s

PROMISES WITH A PRICE: PUBLIC SECTOR RETIREMENT BENEFITS
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Pension Obligation Bonds (POBs)

Pension Obligation Bonds are bonds issued by a state or 
local government to pay its obligation to the pension 
system in which its employees are members.

POBs have been an increasingly popular and successful 
way for state and local governments to accomplish 
financial objectives.

Since 1995, six states and over 234 local governments 
have issued POBs totaling in excess of $40 billion.

i r  > I t

POBs Have Been Issued Throughout the 
US

■  0 \  # r  S f  b i l l i o n

■ Dimtfii 51 *u>l Sf billion ioi») l»;u*>! 

!.»ii ih.in SI billiou
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Why Should We Consider Issuing POBs?
■ Interest rate savings -  the interest rate of POBs issued in the near 

future will be lower than 8.25% charged by the pension system.

■ Arbitrage -  the actual investment return of pension asset exceeds 
the POB cost.

- POBs are not generally viewed as adding to the debt burden of 
the state or local government issuer because they replace existing 
pension obligations.

■ POBs can improve funding ratios at a relatively low cost of funds 
and with a repayment schedule that fits the state's or local 
governments goals and constraints.

1-IB 13 - POB Presentation - 2/8/2008



Alaska Pension Bill/Unfunded Actuarial 
Accrued Liability (UAAL) in 2006

Total S8.G Billion:

State & Local 
Governments

&

± Paying the Bill/UAAL
Option A: Pay the total with Cash

$8.6 Billion

\

Y2S: $0.82 B . Y l: $0.82 B

Y2: $0.82 li

Potion B: A "loon" of 25 venrs at 8.25J/o_CQSt
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Funding Status Overview

Summary of Funding Status for PERS and TRS as of June 30, 2006

$18,000  -

$16,000  -

$14 ,000  -

t/)
c
o $ 1 2 ,0 0 0 "

E
c $10 ,000  -

V)
in-

$8 ,000  -

$6 ,000  “

$4 ,000  -

$2 ,000  -

$o
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Interest Rate Savings

Comparing the amortization of $1 billion debt at 8.25% cost to $1 
billion debt at 5.25% over 25 years:

■ Saving on interest cost is 3.0%;

• Saving on annual debt payment is $23 million;

■ NPV of savings on annual debt payment over 25 years is $323 
million discounted at 5%.

Amount (SBilllon) Intorcst Cost Annu.nl P&l Paymont (SMIIIIon)
S 1 8 25% S 9G
S I 5 25% S 73
Savings 3.00% S ?3
NPV ol Cumulntivu Savings (IS 5% $ 323
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Interest Rate History

■ 10-Year Treasury yield is 3.65% as of February 1, 2008. This rate is 
extraordinarily attractive when viewed in a historical context.

10-Year Treasury Yields
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T re a s u ry  R a te s S till H is to r ic a lly  A t t r a c t iv e

3-m on th LIBOR Rate

Min: 1.00%

Average: 5.03%

Man: 10.63%

Current: 4.62%

5-Yeai fre a s u ry Rate

Min: 2.03%

Average. 5.63%

Max: 9.73%

Current: 3.27%

10-Yo-ir 7i n a '.u ry Rate

Min:

Average:

3.11%

6.06%

Max: 9.54%

Current: 3.91%

30-Yt:cii I u td s u jyR a le

Min:

Average:

4.17%

6.40%

Max: 9.45%

Current: 4.39%

Source: Citigroup
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Lower than current level 
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A r b i t r a g e
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Historical Investment Returns of State Pension 
Plans (PERS)

P E R S  
FY R O R

20 07 18 .8 8 %
20 06 1 1 .69%
2 0 0 5 8.86%
2 0 0 4 1 4 . 7 3 %
2 0 0 3 3.82%
2 0 0 2 -5.40%
2 0 0 1 -5.30%
20 00 1 0 . 1 2 %
1 9 9 9 10 .6 5 %
1 9 9 8 1 4 .6 2 %
1 9 9 7 18 .0 7%
1 9 9 6 1 3 .7 0 %
1 9 9 5 1 5 . 5 6 %
1 9 9 4 2.66%
1 9 9 3 1 4 . 2 5 %
1 9 9 2 1 1 .80%

n The average return from 1992 to 2.007 is 9.67%. 

■ Standard Deviation is 7.40%.

PERS Historical Investment Returns
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Historical Investment Returns of State Pension 
Plans (TRS)

T R S
ROR

2 5 .0 0 %

2 0 .0 0 %

1 5 .0 0 %

1 0 .0 0 %

5 .0 0 %

0 .0 0 %

-5 .0 0 %

-1 0 .0 0 %

2007 18.89%
2006 1 1 . 7 2 %
2005 8.90%
2004 14.75%
2003 3.81%
2002 -5.41%
2001 -5.38%
2000 10 . 19%
1999 10.73%
1998 14.73%
1997 18.00%
1996 14.35%
19 9 5 15.89%
1994 2.61%
1 9 9 3 14 . 16%
1 9 9 2 1 1 . 5 8 % D

The average return from 1992 to 2007 is 9.72%, 

Standard Deviation is 7.45%.
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i -
Long Term Target Asset Allocation

/ . i i r t  C la»» A llo c a tio n Range

D o in r t t ic  1 a ig e  C a p ila ll/a t lo n 30% i  3%

D u rn r t t lc  S n a i l  C a p ita liz a tio n 6% t  J%

fn fc rn a t io n a l E q u ity 14% * 3 %

E m e rg in g  M a rk e t*  E q u ity 2% i  2%

P riva te  E q u ity 7% i  5%

D u in o t l i  1 U c c M ru o iu c 20% * 3 * ;

H ig h  Y ie ld 2% » 2 %

In te rn a tio n a l I  l ie d  Incom e 2% ± 2 %

R eal K t la lc 10% t  4 %

A b to lu tc  R e tu rn 4% t  4%

O li ic r J% t  V%

C a ih 0% i  3%

Median Return 8.05%
Standard Deviation 12.27%

S o u 'u . C t  jn /a v o t u lw ,  In c

ill---------

C r e d i t  N e u t r a l i t y
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