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Retirement benefits are an 
important and valued part of 
public workers’ total 
compensation package.  
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However, governments have 
failed to responsibly manage 
their retirement systems. 
Policymakers have engaged in a 
number of practices that 
threaten the sustainability of 
these systems: 
•  Account ing  g immicks  
•  Insuf f ic ient  contr ibut ions  
•  Retroac t ive/unfunded benef i t  increases  
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As a result, rising pension 
costs, particularly pension debt 
service costs, are straining state 
and local budgets. Services 
have been cut, and workers 
have been forced to endure 
benefit cuts, wage freezes, and 
job reductions. 
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By taking steps to address the 
issue today, we can prevent a 
crisis tomorrow.  
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What i s  the current  s i tuat ion? 
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The p lans ’  own es t ima tes  show tha t  pub l i c  pens ion  
deb t  has  more  than  t r ip led  over  the  l a s t  decade .  

State and local governments 
owe public workers at least 
$1.29 trillion for  
retirement benefits they 
have already earned. 
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The plans’ own estimates show that pension debt is now larger than all 
of the financial crisis bailouts and even other state debt. 
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The p lans ’  own es t ima tes  show tha t  pub l i c  pens ion  deb t  
i s  now l a rger  than  i t  has  ever  been .  

Public pension debt is 
larger than it has ever been 
relative to the size of the 
U.S. economy even after 
the market recovery that 
followed the 2008 financial 
crisis. And the volatility of 
pension financing has 
increased dramatically since 
the mid 1990s. 

10 



On average ,  pub l i c  pens ion  p lans  a re  on ly  74  percen t  
funded ,  pu t t ing  worker s ’  re t i rement  secur i t y  a t  r i sk .  
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Sta te  and  loca l  government s ’  pens ion  deb t  exposure  
cou ld  be  much  l a rger .  

Pension accounting rules allow 
governments to discount liabilities 
using relatively high interest rates 
(e.g., 7 to 8 percent), but since the 
rate of return is uncertain, the cost 
of financing pension liabilities could 
turn out to be much higher. The 
true size of the current pension debt 
could be as high as $6.0 trillion if 
liabilities were discounted at the 
risk-free rate. And paying off the 
pension debt could cost up to 6.5 
times more than all of the financial 
crisis bailouts or 4.5 times more 
than all other state debt. 
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The current situation cannot all be 
blamed on the 2008 financial crisis. 
Other factors that governments 
control have played an even greater 
role in eroding pension plans’ 
finances. These include poor 
funding practices and retroactive/
unfunded benefit increases. 
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Funded ra t ios  a re  dec l in ing  because  government s  a re  no t  
adequa te l y  pay ing  for  the i r  re t i rement  promises .  

On l y  14  s t a t e s  pa i d  a t  
l e a s t  90  p e r c en t  o f  
t h e i r  a c t ua r i a l l y  
r equ i r ed  con t r i b u t i on  
( A R C )  b e t w een  2001  
and  2012 .  Inadequa t e  
con t r i bu t i on s  and  
nega t i v e  amor t i z a t i on  
a c coun t  f o r  a t  l e a s t  
$250  b i l l i on  o f  t he  
pens ion  deb t .  
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Throughout the 1990s, state and 
local governments increased benefits 
without credible plans to pay for the 
increases. 
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In 1999, CalPERS, the largest 
pension plan in the country, 
advocated for a large retroactive 
benefit increase claiming that it 
would not cost “a dime of additional 
taxpayer money.” Since 2000, 
CalPERS annual required 
contributions have increased by 
more than 20 fold, and the plan’s 
unfunded liability is more than $57 
billion. 
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Ris ing  re t i rement  cos t s  a re  mak ing  i t  d i f f i cu l t  to  
adequa te l y  fund  es sen t i a l  pub l i c  se rv i ces .  

R e t i r emen t  con t r i b u t i on s  
have  more  t han  doub l ed ,  
p r imar i l y  f o r  bene f i t s  
wo rke r s  have  a l r e ady  
e a rned ,  wh i ch  l e a ve s  l e s s  
money  fo r  pub l i c  worke r s  
and  s e r v i c e s .  Th i s  i s  
e spec i a l l y  t r ue  f o r  pub l i c  
s c hoo l s ,  whe re  r i s i n g  
r e t i r emen t  co s t s  a r e  
l i m i t i n g  t h e  f und s  f o r  
t od ay ’ s  c l a s s rooms  and  
t e a c h e r s ’  s a l a r i e s .   
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Publ i c  l eaders  a re  vo ic ing  the i r  concerns  abou t  the  
e f fec t s  o f  r i s ing  re t i rement  cos t s .  

“… we coped with those rising {pension} costs by reducing our 
workforce … we cut services in every part of the city. There’s no 
department that escaped the cuts ... we laid off firefighters, we laid 
off cops, we laid off librarians. We cut, cut, cut for a decade…” 
-San Jose Mayor Chuck Reed 
 
“We are not yet at the point where we are making decisions about 
{whether} we are going to pay for pensions or plow roads, but it is 
very close to that.” 
-Syracuse Mayor Stephanie Miner 
 
“Without {pension} reform, we cannot make the critical 
investments in our future and the future of our children. Without 
reform, we cannot be the city that we want to be.” 
-Chicago Mayor Rahm Emanuel 
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When public retirement 
systems are underfunded, 
workers pay the price. 
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Government s  a re  pay ing  more  for  l egacy  cos t s ,  l eav ing  
l e s s  money  for  cur ren t  and  fu ture  workers .  

Whi l e  p r i v a t e  s e c t o r  wage s  
and  j ob s  a r e  g row ing ,  t he re  
a r e  f ewe r  t e a che r s ,  po l i c e  
o f f i c e r s ,  f i r e f i gh t e r s ,  and  
o t he r  pub l i c  worke r s  i n  ou r  
commun i t i e s  t oday .  And  
t h o se  t h a t  a r e  on  t h e  j ob  
o f t en  have  no t  r e ce i v ed  a  
pay  r a i s e  i n  many  yea r s  a nd  
have  s een  bene f i t s  r educed .  
These  t r ends  a r e  a t  l e a s t  
p a r t i a l l y  e xp l a ined  by  t he  
downward  p re s su re  c r ea t ed  
b y  r i s i n g  r e t i r em en t  c o s t s .  
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In  cases  o f  ex t reme f i s ca l  mi smanagement ,  some 
c i t i e s  have  f i l ed  for  bankrup tcy .  

City Consequences for workers and retirees 

Vallejo, CA (filed 2008)[1] Slashed salaries and retiree health 
benefits, raised employee contributions 

Prichard, AL (filed 2009) [2] Stopped providing retirees’ benefits 

Central Falls, RI (filed 2011) [3] Cut retirees’ current benefits by up to 
55 percent 

San Bernardino, CA (filed 2012) [4] Ceased pension payments to CalPERS 
for an entire year 

Stockton, CA (filed 2012)[5] Trimmed retirees’ health insurance, 
reduced the workforce, and eliminated 
senior centers, library programs, and 
recreational services 

Detroit, MI (filed 2013) [6] Cut retirees’ benefits by 4.5 percent for 
general workers and diminished annual 
cost of living adjustments for retired 
police officers and firefighters 

Worke r s  l o s e  t he  
mos t  i n  t h e se  
i n s t a nc e s  e v en  i f  
pen s ion s  a r e  
on l y  a  
con t r i bu t i n g  
f a c t o r  and  a r e  
no t  t he  p r i mary  
c au se  o f  
i n so l v enc y .  
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What does  th is  mean 
for  the future? 
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While recent pension reforms 
and strong market returns have 
produced improvements, 
public pension systems remain 
in a very precarious position. 

23 



Governments’ plans to pay off 
the current pension debt do 
not cover principal and interest 
in the short term, and so the 
pension debt is anticipated to 
grow even larger over the 
coming decade. 
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In many cities and states, 
paying down the current 
pension debt could be 
manageable on its own, but it 
will be very difficult for 
governments to weather even a 
slight economic downturn. 
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Government  pens ion  promises  a re  now  
29  percen t  o f  U.S .  GDP.  

P u b l i c  r e t i r e m e n t  
p romi se s  a r e  l a r ge r  
r e l a t i v e  t o  t he  s i z e  o f  
ou r  e conomy  t han  
t h ey  h av e  e v e r  b een ,  
r e su l t i n g  i n  a  r educed  
ab i l i t y  t o  pay  f o r  
downs ide  r i s k .  So  
m inor  i n ve s t men t  
r e t u rn  sho r t f a l l s  c an  
t r an s l a t e  i n t o  s e r i ou s  
b ud ge t a r y  p re s su re . 
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Government s  a re  mak ing  r i sk ie r  be t s  w i th  workers ’  
re t i rement  sav ings .  

P u b l i c  p l a n s  a r e  e x p e c t i n g  
marke t s  t o  y i e ld  a  r e t u rn  
t h a t  i s  a l mos t  t h r ee  t i mes  
l a r ge r  t h a n  i t  w a s  i n  t h e  
e a r l y  1990s  r e l a t i v e  t o  r i s k -
f r ee  r a t e s .  To  a ch i e ve  t h i s  
r e t u rn ,  p l an s  a r e  i n ve s t i n g  
i n  r i s k i e r  a s s e t s .  The  sha re  
o f  a s s e t s  i n v e s t ed  i n  
equ i t i e s ,  r e a l  e s t a t e ,  and  
a l t e rna t i v e s  i s  c l o se  t o  t h e  
a l l - t ime  h i gh .  
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Since  2006 ,  pub l i c  re t i rement  p lans  have  more  than  
doub led  the  share  o f  a s se t s  inves ted  in  a l t e rna t i ve s .  

A l t e rna t i v e s ,  l i k e  
hedge  f unds  and  
p r i v a t e  equ i t y ,  a r e  
ha rd  t o  v a lue ,  h av e  
unce r t a i n  r e t u rn s ,  
and  have  h i ghe r  f e e s .  
A s  p l an s  hav e  
i n c rea sed  t h e i r  
ho ld ing s  o f  r i s k y  
a s s e t s ,  money  
managemen t  f e e s  
have  i n c r ea sed  by  30  
pe r cen t . 
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The combination of a large and 
growing pension debt, 
governments’ reduced ability to 
pay, and riskier investments 
will continue to strain state and 
local budgets. 
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If costs continue to rise, 
workers will bear a significant 
share of the pain just as they 
have over the past decade. 
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Is  the s t ructure of  re t i rement  
benef i t s  a  problem? 
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The vast majority (91 percent) 
of public workers earn 
retirement benefits under a 
defined benefit system based 
on final average salary and 
years of service (FAS DB). 
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FAS DB plans generally 
provide a good benefit to 
workers who spend their entire 
career in the same industry and 
geographic area. 
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Under  many  p lans ,  the  ma jor i t y  o f  worker s  l eave  be fore  
earn ing  a  subs t an t i a l  bene f i t .  

F A S  D B p l an s  l e a v e  
many  worke r s  w i t hou t  
enough  s a v i ng s  f o r  a  
s e c u re  r e t i r emen t :  
t h o se  wh o  work  l e s s  
t h an  a  f u l l  c a r ee r  i n  
t h e  p ub l i c  s e c t o r ,  
t ake  t i me  o f f  f o r  
f am i l y ,  o r  move  t o  
ano t he r  c i t y  o r  s t a t e .   
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FAS DB p lans  pu l l  workers  in to  a  p l an ’ s  re t i rement  age  
and  push  them ou t  therea f t e r .  

The  F A S  D B 
s t ruc t u re  g i v e s  
worke r s  t he  i n c en t i v e  
t o  work  on l y  un t i l  t h e  
p l an ’ s  r e t i r emen t  a ge  
and  t hen  t o  r e t i r e  
r e g a rd l e s s  o f  t he i r  
de s i r e  t o  keep  
work ing  o r  
pe r fo rmance .  
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FAS DB sys tems  g i ve  h i gher  re t i rement  compensa t ion   to  
worker s  who  en te r  employment  a t  o lder  ages .  

The  F A S  D B 
s t ruc t u re  
d i sp ropor t i ona t e l y  
r ewa rd s  worke r s  who  
b eg i n  t h e i r  p ub l i c  
s e r v i c e  a t  o l de r  a ge s  
and  t ho se  who  move  
i n t o  h i gh l y  p a i d ,  
wh i t e - co l l a r  
po s i t i on s .  
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School s /d i s t r i c t s  w i th  h i gher -needs  s tuden t s  o f t en  
subs id i ze  suburban  teachers ’  re t i rement s .  

In  many  s t a t e s ,  u rb an  
s c hoo l s  have  a  
d i sp ropor t i ona t e  
numb er  o f  new /
i nex p e r i enc ed  
t e a c h e r s .  A s  suc h ,  
t h ey  pay  more  i n t o  
cu r r en t  pens ion  
s y s t ems  t han  t he i r  
worke r s  g e t  b a ck  i n  
b ene f i t s ,  w h i l e  t h e  
oppos i t e  i s  t r ue  o f  
t h e i r  sub urb an  
ne i ghb or s .  
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FAS DB plans are challenging 
to manage sustainably because 
they are very complex, and cost 
is uncertain, hard to predict, 
and difficult to understand. 
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Given that benefits will be paid 
in the distant future, FAS DB 
plans give politicians the 
opportunity and incentive to 
avoid making responsible 
payments. 

39 



Although retirement planning 
will always involve uncertainty, 
governments can make public 
plans simpler and more 
transparent while also placing 
all workers on the path to 
retirement security. 
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What should pens ion reform 
seek to accompl ish? 
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Pension reform should 
establish: 
•  A fair ,  workable plan to pay down 

the accumulated pension debt as 
quickly as possible.  

•  A ret irement savings system that  is  
affordable,  sustainable,  and secure.  
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LJAF’s 
retirement design principles 
can be used to guide 
responsible reform efforts.  
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Retirement savings plans should 
incorporate principles in three key 
dimensions: 
•  Retirement Security 

•  Fiscal Sustainability 

•  Transparency and Accountability 
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Retirement Security: Retirement savings 
plans should place all workers, regardless of tenure or 
when they were hired, on a path to a secure retirement.  

Workers must: 

•  Accumulate adequate retirement savings across 
their entire careers. 

•  Have access only to professionally managed, low-
fee investment options with appropriate asset 
allocation. 

•  Have access to lifetime income options (annuities) 
upon retirement. 
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Fiscal Sustainability: Retirement savings 
plans should remain financially sustainable across 
multiple generations of workers and taxpayers.  

Plan sponsors must: 
•  Fully pay for their retirement promises in a responsible, 

sustainable way. 
•  Establish a funding target of at least 100 percent. 

•  Adopt closed amortization schedules of 20 years or less. 

•  Adopt a discount rate for funding that is based on the 
risk-free rate plus an explicit risk premium. 

•  Pay the full actuarial cost every year. 

•  Use appropriate assumptions, which consider the 
sponsor’s ability to pay for future shortfalls. 

•  Be informed about the potential for and have an  
ex ante plan to deal with cost uncertainty. 
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Transparency and Accountability: 
Retirement savings plans must have governance 
structures that ensure key decisions related to 
investment allocation, benefit design, and choice of 
actuarial assumptions represent the interests of all 
stakeholders and are made in a transparent and 
publicly accountable fashion. 

Plans must have: 
•  Representative boards of trustees with a fiduciary 

duty to preserve plans’ long-term sustainability. 

•  Independent boards of investment experts. 

•  A process to openly share data about the plan, its 
participants, and its fiscal condition. 
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Which plan des ign i s  bes t? 
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There is no one-size-fits-all solution. 
A variety of plans can be tailored to 
meet LJAF’s design principles, 
including FAS DB, Hybrid, Cash 
Balance DB, and Defined 
Contribution.  
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Retirement plan design does not run 
on a smooth continuum from FAS 
DB to Defined Contribution, with 
the former offering workers the most 
protection and the latter the least. 
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All plan designs can incorporate 
important protections for workers 
including: 
•  Adequate savings/benefit accrual rates. 
•  Pooled, professionally managed, low-fee, 

and appropriately allocated investments. 
•  Limited lump sums and annuities upon 

retirement.  
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While all plan types can be designed 
to meet LJAF’s design principles, 
Cash Balance and Defined 
Contribution represent the simplest, 
most transparent models for 
providing secure retirement benefits. 
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Cash Balance and Defined 
Contribution plans tie benefits more 
closely to contributions and 
investment returns, eliminate 
unnecessary variables from cost 
estimation, and allow governments 
to more flexibly and transparently 
offer workers investment and 
longevity protection. 
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Who is  leading pens ion 
reform ef for ts? 
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Public pension reform is a 
bipartisan issue. Elected 
officials on both sides of the 
political aisle have recognized 
that reform is needed to 
protect workers and essential 
public services. 
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Notable champions of 
responsible pension reform 
include: 
•  Trea su re r  G i na  R a i mondo  ( D) ,  R hode  I s l and  

•  Mayor  C huck  R eed  ( D) ,  S an  J o se ,  C A  

•  G ov ernor  S t e v e  Be shea r  ( D ) ,  Ken tucky  

•  Mayor  R ahm Emanue l  ( D ) ,  C h i c a go ,  IL  

•  Mayor  Ka s im  R eed  ( D) ,  A t l an t a ,  G A 

•  Trea su re r  D av i d  L i l l a rd  ( R ) ,  Tenne s see  

•  S t a t e  S e na t o r  D a n  L i l j enqu i s t  ( R ) ,  U t ah  
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Public workers and taxpayers 
deserve a public retirement 
system that places all workers 
on the path to retirement 
security, is fiscally sound, and 
is managed in a transparent and 
publicly accountable manner. 
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