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Executive Summary

TATE GOVERNMENT PENSION DEBT

burdens labor markets and worsens the

business climate. To get a clear picture of
the extent of this effect around the nation, this
paper amalgamates several estimates of states’
pension debts and ranks them from best to
Wworst.

Today, many states face budget crunches due
to massive pension debts that have accumulated
over the past two decades, often in the billions
of dollars. There are several reasons for this.

One reason is legal. In many states, pen-
sion payments have stronger legal protections
than other kinds of debt. This has made reform
extremely difficult, as government employee
unions can sue to block any scaling back of gen-
erous pension packages.

Then there is the politics. For years, govern-
ment employee unions have effectively opposed
efforts to control the costs of generous pension
benefits. Meanwhile, politicians who rely on
government unions for electoral support have
been reluctant to pursue reform, as they find it
much easier to pass the bill to future genera-
tions than to anger their union allies.

Another contributing factor has been math—
or rather, bad math. For years, state govern-
ments have understated the underfunding of
their pensions through the use of dubious ac-
counting methods. This involves using a dis-
count rate—the interest rate used to determine
the present value of future cash flows—that is

too high. This affects the valuation of liabilities
and the level of governments’ contributions into
their pension funds.

Today, defined benefit plans are more prev-
alent in the public sector than in the private
sector, where employers have moved toward
defined contribution plans, such as 401(k) ac-
counts. In defined benefit plans, states are on
the hook for payouts regardless of their pen-
sions’ funding level. Therefore, the discount
rate used in the valuation of pension liabilities
should be a low-risk rate, because of the fixed
nature of pension liabilities. Ideally, this should
as low as the rate of return on 10- to 20-year
Treasury bonds, which is in the 3 to 4 percent
range.

However, in the U.S., most state and local
governments use discount rates based on much
higher investment return projections, usually of
7 to 8 percent a year. This usually leads to state
and local governments making lower contribu-
tions, in the expectation of high investment re-
turns making up for the gap. However, while
such returns may be achievable at some times,
they need to be achievable year-on-year in order
for a pension fund to meet its payout obliga-
tions, which grow without interruption. There-
fore, failing to achieve such high returns can re-
sult in pension underfunding that extends into
the future. Discount rates based on high return
projections also incentivize pension fund man-
agers to seek higher returns. This encourages in-
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vesting in riskier assets, which incur large losses
for investors when they go south.

For years, this practice was validated by the
quasi-private Government Accounting Stan-
dards Board (GASB). To improve accounting,
GASB recently introduced new standards that
have pensions deemed underfunded—those
with a funding level of under 80 percent—use
a lower discount rate. However, pension plans
deemed to be above 80 percent funded will
still be able to use a high discount rate. Thus,
the new GASB standards do not go nearly far
enough to end the dubious accounting practices
that have exacerbated state pension underfund-
ing by hiding its extent.

Individuals and businesses in states with un-
derfunded pensions—or considering a move
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to such a state—understand that the piper will
have to be paid eventually. Without significant
reform, these debts will adversely affect their
business through higher taxes, fewer basic gov-
ernment services, or both.

Because locating or relocating a business is
an expensive proposition filled with upheaval,
businesses are giving careful consideration to
which jurisdictions they decide to call home.
The rankings of state pension debt in this pa-
per will help inform businesses of the quality of
their options. They also should prompt GASB
to revisit its accounting standards and state law-
makers and citizens to work to improve their
states’ situation.

—Aloysius Hogan



Introduction

STATE GOVERNMENT'S FISCAL

health affects the business climate and

labor markets within each state, as
strained budgets or excess debt foretell possible
increased tax burdens and lower quality gov-
ernment services. The financial status of public
pension programs is an important factor deter-
mining governments’ fiscal health, and may at-
test to the quality of a state’s fiscal administra-
tion more broadly. If public pension programs

are severely underfunded, tax rates may need
to be raised and government services curtailed
in order to meet future payment obligations.
Therefore, private businesses choosing where
to locate, and individuals choosing where to
live and work, are wise to consider not only the
current policy climate of prospective states, but
also the risk of policy changes made necessary
by looming budgetary concerns like the need to
increase funding of public pensions.!
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Economic Activity and Expectations
of Future Changes in Public Policy

AXES INFLUENCE THE ECONOMIC

decisions of individuals and businesses in

a variety of ways. When tax levels rise,
individuals and businesses increasingly act in
ways to reduce their tax burden, as some op-
portunities for mutually profitable transactions
become unprofitable. Some businesses grow less
quickly, move elsewhere, or are not founded.
Expenditures or investments are not made. New
jobs are not created. These effects reduce the ef-
ficiency of markets and result in a loss of wealth
to both businesses and individuals. Moreover,
the loss of efficiency and wealth generally accel-
erates as tax rates go up.

Many firms take into account tax burdens
when determining where and how to do busi-
ness, and many individuals do likewise when
choosing where to live, how hard to work, and
what things to buy. The evidence for this is com-
pelling. Over the last 30 years, numerous stud-
ies using a variety of data sets and methodolo-
gies have shown the relevance of tax burdens
to business decision-making and migration of
people.?

This may be especially true where neighbor-
ing states have substantially different regimes.
A business looking to relocate to, or remain
within, a given region may have a choice among
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neighboring states, and its ultimate choice may
be motivated in part by considerations of the
business climate, including tax and regulatory
issues. This is true of individuals as well.?

It is not just current tax burdens that mat-
ter. Moving a business or a household can be
costly, as can altering one’s business practices
or expenditures in light of policy changes. So
location and other business decisions, as well as
individuals’ residential choices, also depend on
expectations of future changes in tax burdens
and government-provided services. Govern-
ment debt can be a major driver of such expec-
tations—the larger the debt, the more likely it is
that significant policy changes will take place.
Given how difficult it is to reduce benefits to
politically influential constituencies, it is reason-
able to assume that unfunded obligations for
future benefit payments to those constituencies
will be met, at least in part, by increased taxes
and decreased government services. The larger
the debt, the larger the potential tax increases—
and the greater the behavioral responses to
them.

But don’t the vast majority of states have
constitutional balanced-budget requirements,
keeping the states from getting into debt prob-
lems? It is not that simple.



How Pension Plans Work

OST STATE AND LOCAL SPEND-
M ing is funded by same-year revenue.

Taxes, fees, federal grants, and other
revenue sources have grown along with expen-
ditures, keeping budgets in balance. And states
generally hold enough assets to offset explicit
debt obligations. But defined benefit (DB) pub-
lic pension programs create legal obligations to
pay future benefits, and the way governments
account for these future liabilities enables them
to implicitly take on debt by underfunding pen-
sion programs without appearing to do so.

A public pension program, at its simplest,
entitles qualifying public employees to a stream
of income after they retire. Qualification re-
quirements, retirement age, payout levels, and
myriad other considerations all depend on the
specific plan details, but most public pension
plans generally have the same basic structure—
workers today accrue future retirement benefits.
The future stream of payments comes out of a
pension fund, which the government—and in-
creasingly employees themselves—are supposed
to have paid into over time to finance the ben-
efits. Many states have laws or constitutional
provisions protecting pension funds from use
for other purposes and treating pension benefits
as a contractual obligation of the government.*

Pension programs generally come in two va-
rieties: defined benefit and defined contribu-
tion (DC). Defined benefit plans, as their name
suggests, determine the amount in benefits an

Defined benefit public pension
programs create legal obligations
to pay future benefits, and the
way governments account for
these future liabilities enables
them to implicitly take on debt by
underfunding pension programs
without appearing to do so.

employee is entitled to receive in retirement ac-
cording to a formula. The funding of the plan,
including gains from investment of plan assets,
must be sufficient to meet the payment obliga-
tions in future periods; otherwise, the plan is at
risk of becoming insolvent at some point in the
future. A defined contribution plan avoids this in-
solvency risk by defining the payments into the
plan according to some formula. The benefit pay-
ments made to retirees then are determined by the
investment growth of the plan assets over time.
Most private corporations offering retire-
ment plans for their employees have moved
to defined contribution plans, but most public
pension programs have remained primarily de-
fined benefit. Under a DB plan, the amount of
benefits to be paid out to future retirees is fixed
by a formula and legally guaranteed, so public
pension programs that are underfunded may
require further infusions of cash, lest they be-
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come insolvent. As with explicit debts from or-
dinary borrowing, implicit debts from pension
underfunding create an expectation of needed
policy changes. Topping up the fund to meet the
payment obligations to future retirees requires
either raising revenue or shifting spending from
elsewhere in the budget.

But here is where things get really confusing.
The rules that apply to government accounting
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of public pension plans enable governments to
use rosy assumptions about investment returns
to make pension assets look sufficient to cover
pension liabilities. Many government reports
show pension plans being well-funded, even
though the accounting standards used by pri-
vate companies in the United States and most
governments throughout the world would show
they are not.



Accounting for Pension Assets

and Liabilities

sion fund’s assets are sufficient to meet its

future liabilities, one must compare the val-
uation of assets in the pension fund with the
calculated net present value of future payments
to retirees. Calculating the net present value of
future liabilities requires the use of a discount
rate representing the risk and timing of those li-
abilities. Because pension payments are intend-
ed to be certain and reliable for retirees, and in
many states those payments have stronger legal
protections than ordinary debt, the discount
rate used in the valuation of liabilities should
be a low-risk rate, ideally as low as the rate on
Treasury bonds, but at least as low as other gov-
ernment bonds or even high-quality corporate
bonds.’

This is not to say that public pension funds
should make only risk-free investments, but
that the wvaluation of pension liabilities as an
accounting matter is entirely separate from the
challenge of financing those liabilities. This dis-
tinction is important, as will be shown.

Consider a simple example showing how
sensitive a net present value calculation is to the

I N DETERMINING WHETHER A PEN-

The discount rate used in the
valuation of liabilities should be a
low-risk rate.

discount rate used. Suppose we know that pay-
ments to retirees will be $10 million annually
starting next year and continuing for 30 years.
Since these payment obligations are certain to
come due, we should use a risk-free discount
rate, perhaps the rate on a Treasury bond—say
2 percent. The valuation of the liabilities of our
pension fund—the net present value of the en-
tire future stream of payments—turns out to be
around $224 million. Now suppose we used a
higher discount rate, perhaps what a municipal
bond returns—say 5 percent. Using that dis-
count rate, valuation of pension liabilities goes
down to $154 million. Using a still higher dis-
count rate of 8 percent, valuation of pension
liabilities goes down to $113 million. Clearly,
the choice of discount rates affects the valuation
of liabilities greatly. Therefore, if one wanted to
make liabilities appear low, one would prefer
using a high discount rate.

Given this sensitivity of valuations to the
choice of discount rates, accounting standards
ordinarily require the use of a discount rate that
properly reflects the risk and timing of future
liabilities. This fair market value approach is the
standard for private corporations in the United
States and almost all foreign governments, and
is used by the Congressional Budget Office and
the Bureau of Economic Analysis as well.

But state and local governments in the U.S.
follow a different set of rules set forth by the
Government Accounting Standards Board
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The regulatory framework for
public pensions not only masks
their underfunding, it also creates
perverse incentives toward overly
risky investment practices.

(GASB), the independent, quasi-private organi-
zation that sets accounting standards for state
and local governments in the United States.®
These rules have until recently run starkly con-
trary to the principle that the valuation of liabil-
ities should be independent of the valuation of
the assets used to finance those liabilities. GASB
Statements 25 and 27 specifically allow the gov-
ernment to value and report pension liabilities
using a discount rate based not on the certainty
of those liabilities coming due but on the ex-
pected rate of return on plan assets.” This allows
a public pension fund that invests in high-risk fi-
nancial instruments seeking high rates of return
to discount its pension obligations at equally
high discount rates, even though the obligations
were almost certain to come due while the high
returns were anything but certain.?

The distinct regulatory framework for public
pensions not only masks their underfunding, it
also creates perverse incentives toward overly
risky investment practices.” Indeed, public pen-
sions invest in financial instruments with high
expected yields and report liabilities using com-
mensurately high discount rates of around 8
percent,'® making their liabilities appear much
smaller than they are.

Even using such high discount rates, state
and local government data have shown public
pension funding shortfalls. But those shortfalls
become much larger in revised estimates using
lower discount rates. Put simply, many public
pension plans are underfunded even under their
own accounting. Fair-market-value adjustments
show the underfunding is even more severe.
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Table 1 provides some idea of how much
larger the underfunding problem appears if
more appropriate discount rates are used. For
each state, the table shows a 20-year average
(from 1990 to 2009) of the level of state pub-
lic pension underfunding, first according to
officially reported data, and then according
to fair-market-value estimates in Naughton,
Petacchi, Weber (2013)."" To make cross-state
comparisons more meaningful, the underfund-
ing levels are also shown as a percent of state
GDP (as of 2000).

In order to improve the accounting of public
pensions, GASB approved new accounting and
financial reporting standards relating to public
employee pensions by state and local govern-
ments, on June 25, 2012."> GASB Statements
25 and 27 are being superseded by GASB 67,
which became effective in mid-2013, and GASB
68, which will become effective in mid-2014.
“The new standards will improve the way state
and local governments report their pension lia-
bilities and expenses, resulting in a more faith-
ful representation of the full impact of these
obligations,” said GASB Chairman Robert H.
Attmore. “Among other improvements, net pen-
sion liabilities will be reported on the balance
sheet, providing citizens and other users of these
financial reports with a clearer picture of the
size and nature of the financial obligations to
current and former employees for past services
rendered.”"?

The new rules, while an improvement, leave
much to be desired. GASB 67 allows for con-
tinued use of the heavily criticized GASB 25
method for “funded” portions of the liabilities.
And for the unfunded portion, GASB 67 re-
quires the use of discount rates equal to yields
on high-quality municipal bonds, which are
not as low as the Treasury-bond rate that many
economists deem appropriate. This will affect
government pension plans differently based on
the make-up of investments in the plans and
their existing levels of funding.'*



TABLE 1

Officially Reported Underfunding

Re-estimated FMV* Underfunding

#H# State Millions of $ % of GDP Millions of $ %o of GDP
1 Alabama 2,360 2.0% 15,990 13.8%
2 Alaska 1,590 6.1% 4,840 18.7%
3 Arizona 700 0.4% 12,490 7.7%
4 Arkansas 890 1.3% 7,110 10.4%
5 California 18,670 1.4% 145,260 11.0%
6 Colorado 4,270 2.5% 22,700 13.2%
7 Connecticut 9,360 5.7% 20,060 12.3%
8 Delaware -150 -0.4% 1,660 4.1%
9 Florida 1,800 0.4% 34,000 7.1%
10 | Georgia 1,680 0.6% 16,170 5.5%
11 | Hawaii 2,340 5.6% 7,010 16.9%
12 | Idaho 590 1.6% 3,540 9.8%
13 | Ilinois 27,670 5.8% 69,230 14.6%
14 | Indiana 7,760 3.9% 15,020 7.6%
15 | lowa 1,280 1.4% 6,130 6.6%
16 | Kansas 2,740 3.2% 8,740 10.2%
17 | Kentucky 3,720 3.3% 14,340 12.7%
18 | Louisiana 7,880 6.0% 18,240 13.9%
19 | Maine 2,620 7.2% 8,110 22.3%
20 | Maryland 4,590 2.5% 15,990 8.7%
21 | Massachu- 8,680 3.2% 31,620 11.6%
22 | Michigan 6,670 2.0% 33,330 9.9%
23 | Minnesota 3,590 1.9% 19,960 10.6%
24 | Mississippi 4,210 6.4% 12,280 18.7%
25 | Missouri 3,970 2.2% 19,920 11.0%
26 | Montana 890 4.1% 3,660 16.9%
27 | Nebraska 640 1.1% 2,960 5.2%
28 | Nevada 3,660 4.8% 8,590 11.3%
29 | New Hamp- 990 2.2% 3,040 6.9%
30 | New Jersey 9,270 2.6% 54,620 15.6%
31 | New Mexico 2,680 5.3% 10,510 20.9%
32 | New York -3,650 -0.5% 83,390 10.8%

(continued next page)
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TABLE 1 (continued)

Officially Reported Underfunding

Re-estimated FMV* Underfunding

#H# State Millions of $ % of GDP Millions of $ %o of GDP
33 | porth -1,110 -0.4% 15,070 5.4%
34 | NoOHT 230 1.3% 1,350 7.4%
35 | Ohio 21,280 5.6% 74,580 19.6%
36 | Oklahoma 6,790 7.4% 13,180 14.4%
37 | Oregon 1,150 1.0% 18,880 16.7%
38 | Pennsylvania 3,270 0.8% 37,970 9.6%
39 | Rhode Island 2,320 6.9% 6,440 19.2%
40 ggﬁéﬂna 4,660 4.0% 12,970 11.2%
a1 | 200 360 1.5% 1,910 7.9%
42 | Tennessee 1,460 0.8% 14,160 8.0%
43 | Texas 7,430 1.0% 60,820 8.3%
44 | Utah 770 1.1% 6,190 8.9%
45 | Vermont 310 1.7% 1,570 8.7%
46 | Virginia 3,440 1.3% 17,500 6.7%
47 | Washington 3,410 1.5% 31,290 13.7%
48 | West Virginia 4,630 11.2% 8,280 20.0%
49 | Wisconsin 1,350 0.8% 25,070 14.1%
50 | Wyoming 210 1.2% 2,180 12.8%

FMV = Fair Market Value, using Treasury rates as discount rate for valuing future pension liabilities.

Source: Naughton, Petacchi, Weber (2013). State GDP data from Bureau of Economic Analysis.
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Survey of States

ANY STATE-BY-STATE ANALYSES
M of public pension funding rely on offi-

cial government data.’ As discussed,
officially reported data are based on inappropri-
ately high discount rates. Even with the use of
high discount rates, state pension plans appear
significantly underfunded. In the following ta-
ble, the states are ranked from worst to best ac-
cording to their officially reported pension debt
levels (liabilities — assets) as a percent of state
GDP. Due to lags in availability, the most recent
data is from 2012. (See table 2.)

In addition to the official government statis-
tics, there are a handful of studies that source
data from a large number of state pension sys-
tems and report results on a state-by-state basis.

The most salient studies here are those of
Professors Novy-Marx and Rauh. I present sep-
arate rankings based on two of their papers,
Novy-Marx and Rauh (2011)* and Novy-
Marx and Rauh (2012).7 Novy-Marx and
Rauh (2011) discusses liability/accrual concepts
and valuation methodologies, and recalculates
pension liabilities under appropriate discount
rates using data from 2009 and 2010. The rank-
ings in table 3 are based on these recalculated
pension debt levels as a percent of state GDP.

Novy-Marx and Rauh (2012) estimates the
increased contribution levels necessary to fully
fund pension plans over the course of 30 years.
The rankings in table 4 are based on these con-
tribution increases as a percent of GDP.

Naughton, Petucchi, Weber (2013) follows
Novy-Marx and Rauh’s approach and analyzes
data from the 20-year period, 1990-2009. The
data are significantly more remote but the anal-
ysis benefits from spanning multiple business
cycles. Table 5 provides rankings based on the
average level of underfunding over the given
timeframe as a percent of state GDP in 2000.

Another study that re-estimates liabilities
according to fair-market value, with the ben-
efit of more recent data, is Eucalitto (2013).'
The rankings in table 6 are based on the data
therein.

Finally, Moody’s (2014)" also provides a
fair-market-value-based assessment of adjusted
net pension liabilities based on the most up-to-
date information (table 7).

Which of these tables gives the “best” rank-
ing of the 50 states? It is difficult to say. But
importantly, they are in rough agreement re-
garding which states’ pensions are in the worst
shape, with some slight differences in ranking.
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TABLE 2

Under-funding Under-funding
H State (%6 GDP) #H State (%6 GDP)
1 New Mexico 15.8% 26 Maryland 6.4%
2 Alaska 15.5% 27 Arkansas 6.3%
3 Mississippi 15.0% 28 Arizona 6.0%
4 Kentucky 14.9% 29 Missouri 5.8%
5 Ohio 14.6% 30 Virginia 5.8%
6 Illinois 14.1% 31 Minnesota 5.4%
7 Hawaii 12.2% 32 Indiana 5.0%
8 New Jersey 11.3% 33 Vermont 4.9%
9 Connecticut 11.0% 34 Utah 4.7%
10 South Carolina 10.1% 85 lowa 4.5%
11 Rhode Island 9.6% 36 Wyoming 4.5%
12 Nevada 9.5% 37 Georgia 3.9%
i3 Pennsylvania 9.3% 38 Texas 3.5%
14 Michigan 9.1% 39 Oregon 3.5%
15 Colorado 8.7% 40 North Dakota 3.4%
16 Alabama 8.5% 41 Idaho 3.4%
17 Louisiana 8.4% 42 Florida 2.7%
18 West Virginia 8.1% 43 Nebraska 2.5%
19 California 8.1% 44 Delaware 2.1%
20 New Hampshire 7.3% 45 Washington 1.9%
21 Montana 7.0% 46 Tennessee 1.6%
22 Kansas 6.7% 47 South Dakota 1.4%
23 Massachusetts 6.7% 48 New York 1.4%
24 Maine 6.6% 49 North Carolina 0.9%
25 Oklahoma 6.6% 50 Wisconsin -0.6%

Source: Pension data from the U.S. Census Bureau. State GDP data from the Bureau of Economic Analysis.

As argued above, the official statistics are prob-

lematic because of overly optimistic discount-
ing of liabilities. But they are more recent and
therefore reflect the recovery of asset prices
since the Great Recession, as well as some early
financial improvements due to policy changes
in various states. The other studies use more

Official statistics are problematic
because of overly optimistic
discounting of liabilities.

appropriate discount rates, but one may quib-
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TABLE 3

Under-funding Under-funding
H State (%6 GDP) #H State (%6 GDP)
1 Ohio 35.4% 26 Louisiana 16.4%
2 Mississippi 31.3% 27 Kansas 16.4%
3 New Mexico 29.9% 28 Arkansas 16.1%
4 Rhode Island 29.3% 29 Maryland 15.9%
5 South Carolina 27.6% 30 Wyoming 15.3%
6 Kentucky 27.0% 31 Utah 15.0%
7 Illinois 26.4% 32 Idaho 15.0%
8 New Jersey 26.1% 33 Massachusetts 14.8%
9 Hawaii 25.2% 34 Georgia 14.3%
10 Alabama 23.8% 85 New Hampshire 13.7%
11 Maine 23.7% 36 Nevada 13.3%
12 Oregon 23.4% 37 Washington 13.3%
13 Wisconsin 23.4% 38 Vermont 13.0%
14 Colorado 23.1% 39 South Dakota 12.7%
15 Connecticut 22.7% 40 lowa 12.5%
16 Minnesota 21.0% 41 Virginia 12.2%
17 Oklahoma 20.6% 42 Florida 12.1%
18 California 20.0% 43 Indiana 11.8%
19 Montana 19.8% 44 Texas 11.6%
20 Arizona 19.6% 45 New York 11.6%
21 Alaska 19.4% 46 North Dakota 11.5%
22 Pennsylvania 18.1% 47 North Carolina 9.4%
23 West Virginia 18.0% 48 Tennessee 9.2%
24 Missouri 17.7% 49 Delaware 8.3%
25 Michigan 16.6% 50 Nebraska 7.3%

Source: Novy-Marx and Rauh (2011).

ble with their choices, and some rely on older
data. Naughton, Petacchi, and Weber’s data, in
particular, are quite old but they average over
multiple business cycles and therefore may have
some probative value. For simplicity, aggregate
ranking, from worst to best, using a simple av-
erage of the constituent rankings, are shown in
table 8.

The lack of data beyond 2012—and of mul-
tiple independent fair-market value recalcula-
tions using the most recent data—is less than
ideal, especially in light of the economic vola-
tility of recent years. The financial crisis and re-
cession wreaked havoc on public pension asset
balances, as investments in real estate, equity,
and other investments suffered huge losses,
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TABLE 4

Funding Increase Funding Increase
H State (%% GDP) #H State (%% GDP)
1 Ohio 2.40% 26 Connecticut 0.79%
2 New Mexico 2.14% 27 Vermont 0.79%
3 Oregon 2.11% 28 Maine 0.78%
4 Illinois 1.84% 29 Florida 0.75%
5 New York 1.65% 30 Idaho 0.74%
6 Minnesota 1.61% 31 Virginia 0.73%
7 California 1.59% 32 Georgia 0.73%
8 Michigan 1.55% 33 Oklahoma 0.72%
9 New Jersey 1.45% 34 Massachusetts 0.71%
10 Kentucky 1.40% 5 Nebraska 0.69%
11 Wisconsin 1.39% 36 North Carolina 0.68%
12 Pennsylvania 1.39% 37 New Hampshire 0.67%
13 South Carolina 1.38% 38 Delaware 0.66%
14 Mississippi 1.36% 39 Alaska 0.66%
15 Colorado 1.35% 40 lowa 0.63%
16 Missouri 1.21% 41 Nevada 0.63%
17 Wyoming 1.07% 42 Rhode Island 0.63%
18 Kansas 1.04% 28 North Dakota 0.63%
19 Texas 1.04% 44 Maryland 0.59%
20 Washington 1.01% 45 Arizona 0.55%
21 Hawaii 0.90% 46 South Dakota 0.52%
22 Alabama 0.88% 47 Arkansas 0.49%
23 Louisiana 0.86% 48 West Virginia 0.47%
24 Montana 0.83% 49 Utah 0.35%
25 Tennessee 0.82% 50 Indiana 0.23%

Source: Novy-Marx and Rauh (2012).

and as some state and local governments de-
cided to forego making full contributions. The
effects of the financial crisis, recession, and
slow recovery were not uniform across the 50
states. Therefore, lack of up-to-date data amid
such gyrations argues for caution in interpret-
ing this or any study on current public pension
funding.

16 Understanding Public Pension Debt

As concerns over public pension funding have
gained traction, policy makers have responded
in many states.”” Changes include reduced ben-
efits for future employees, reductions in annual
cost-of-living adjustments, increased employee
contribution requirements, and moves toward
hybrid plans with a defined-contribution com-
ponent, among other measures. As a result, the



TABLE 5

Under-funding Under-funding
H State (%6 GDP) #H State (%6 GDP)
1 Maine 20.9% 26 Missouri 11.0%
2 New Mexico 20.0% 27 New York 10.8%
3 West Virginia 19.6% 28 Minnesota 10.6%
4 Ohio 19.2% 29 Arkansas 10.4%
5 Rhode Island 18.7% 30 Kansas 10.2%
6 Mississippi 18.7% 31 Michigan 9.9%
7 Alaska 16.9% 32 Idaho 9.8%
8 Montana 16.9% 33 Pennsylvania 9.6%
9 Hawaii 16.7% 34 Utah 8.9%
10 Oregon 15.6% 85 Maryland 8.7%
11 New Jersey 14.6% 36 Vermont 8.7%
12 Illinois 14.4% 37 Texas 8.3%
i3 Oklahoma 14.1% 38 Tennessee 8.0%
14 Wisconsin 13.9% 39 South Dakota 7.9%
15 Louisiana 13.8% 40 Arizona 7.7%
16 Alabama 13.7% 41 Indiana 7.6%
17 Washington 13.2% 42 North Dakota 7.4%
18 Colorado 12.8% 43 Florida 7.1%
19 Wyoming 12.7% 44 New Hampshire 6.9%
20 Kentucky 12.3% 45 Virginia 6.7%
21 Connecticut 11.6% 46 lowa 6.6%
22 Massachusetts 11.3% 47 Georgia 5.5%
23 Nevada 11.2% 48 North Carolina 5.4%
24 South Carolina 11.0% 49 Nebraska 5.2%
25 California 20.9% 50 Delaware 4.1%

Source: Naughton, Petucchi, Weber (2013). State GDP from Bureau of Economic Analysis.

data will not show the effects of changes being
made to state-run public pension plans across
the country for several years. Reforms have
been far from uniform across states, and some
states have failed to act entirely. The changes
are also recent enough, and still ongoing, that
assessments of the states’ relative positions on
pension debt will change considerably over the

next few years. One can only await new data
over the next several years to know how effec-
tive these various reforms will be.

Moreover, as noted above, future officially
reported government data will reflect the
changes in accounting rules required by GASB
67 and 68.
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TABLE 6

Under-funding

Under-funding

H State (%6 GDP) #H State (%6 GDP)
1 Ohio 56.4% 26 Maine 25.5%
2 New Mexico 53.1% 27 Wyoming 25.2%
3 Mississippi 48.1% 28 Kansas 23.7%
4 Alaska 45.7% 29 Idaho 23.3%
5 Illinois 41.3% 30 Maryland 23.0%
6 Kentucky 41.0% 31 Wisconsin 22.9%
7 Oregon 37.8% 32 Utah 22.8%
8 Hawaii 37.2% 33 lowa 22.3%
9 Montana 37.1% 34 Massachusetts 22.0%
10 Nevada 36.3% 85 New York 21.6%
11 New Jersey 33.8% 36 New Hampshire 21.5%
12 Connecticut 33.5% 37 Vermont 20.2%
i3 Arkansas 32.0% 38 Georgia 19.7%
14 California 32.0% 39 Florida 19.6%
15 Louisiana 30.8% 40 Arizona 18.9%
16 Colorado 30.6% 41 Virginia 17.8%
17 South Carolina 30.2% 42 Texas 17.5%
18 Alabama 30.1% 43 Washington 17.0%
19 Michigan 29.6% 44 South Dakota 17.0%
20 Rhode Island 29.5% 45 North Dakota 15.9%
21 Missouri 28.1% 46 North Carolina 14.7%
22 West Virginia 27.3% 47 Indiana 14.4%
23 Minnesota 26.9% 48 Nebraska 13.4%
24 Pennsylvania 26.1% 49 Tennessee 13.2%
25 Oklahoma 25.8% 50 Delaware 12.8%

Source: Eucalitto (2013)
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TABLE 7

Under-funding

Under-funding

H State (%6 GDP) #H State (%6 GDP)
1 Illinois 26.9% 26 Indiana 6.7%
2 Connecticut 25.1% 27 Oregon 6.3%
3 Kentucky 23.9% 28 California 5.8%
4 Hawaii 22.7% 29 South Carolina 5.3%
5 Alaska 19.3% 30 New Hampshire 4.2%
6 Louisiana 18.8% 31 Missouri 4.2%
7 Maine 18.7% 32 Alabama 4.2%
8 West Virginia 15.6% 33 South Dakota 4.0%
9 Massachusetts 15.5% 34 Idaho 3.9%
10 Maryland 15.3% 85 Minnesota 3.8%
11 Vermont 14.6% 36 Michigan 3.7%
12 Mississippi 12.9% 37 Nevada 3.3%
i3 Montana 12.5% 38 Ohio 3.1%
14 Kansas 12.0% 39 Georgia 2.9%
15 New Jersey 11.5% 40 North Carolina 2.9%
16 Pennsylvania 11.1% 41 Utah 2.8%
17 New Mexico 10.4% 42 Arizona 2.8%
18 Oklahoma 9.7% 43 Florida 2.8%
19 Texas 9.5% 44 lowa 2.6%
20 North Dakota 9.2% 45 Washington 2.3%
21 Rhode Island 9.2% 46 Virginia 2.2%
22 Delaware 8.7% 47 Tennessee 2.1%
23 Colorado 7.9% 48 New York 1.8%
24 Wyoming 7.7% 49 Wisconsin 1.4%
25 Arkansas 7.7% 50 Nebraska 0.9%

Source: Moody’s (2014).
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TABLE 8

Rank State CB NMR2011 | NMR2012 | NPW | Eucalitto | Moody’'s | AVG
1 New Mexico 1 3 2 2 2 17 4.5
2 Illinois 6 7 4 12 5 1 5.8
3 Mississippi 3 2 14 6 3 12 6.7
4 Kentucky 4 6 10 20 6 3 8.2
5 Ohio 5 1 1 4 1 38 8.3
6 Hawaii 7 9 21 9 8 4 9.7
7 New Jersey 8 8 9 11 11 15 10.3
8 Alaska 2 21 39 7 4 5 13.0
9 Connecticut 9 15 26 21 12 2 14.2
10 Montana 21 19 24 8 9 13 15.7
11 Maine 24 11 28 1 26 7 16.2
12 Oregon 39 12 3 10 7 27 16.3
12 South Carolina 10 5 13 24 17 29 16.3
14 Colorado 15 14 15 18 16 23 16.8
15 Louisiana 17 26 23 15 15 6 17.0
16 Rhode Island 11 4 42 5 20 21 17.2
17 California 19 18 7 25 14 28 18.5
18 Alabama 16 10 22 16 18 32 19.0
19 Pennsylvania 13 22 12 33 24 16 20.0
20 West Virginia 18 23 48 3 22 8 20.3
21 Oklahoma 25 17 33 13 25 18 21.8
22 Michigan 14 25 8 31 19 36 22.2
23 Kansas 22 27 18 30 28 14 23.2
23 Minnesota 31 16 6 28 23 35 23.2
25 Missouri 29 24 16 26 21 31 24.5
26 Wyoming 36 30 17 19 27 24 25.5
27 Massachusetts 23 33 34 22 34 9 25.8
28 Nevada 12 36 41 23 10 37 26.5
29 Wisconsin 50 13 11 14 31 49 28.0
30 Arkansas 27 28 47 29 13 25 28.2
31 Maryland 26 29 44 35 30 10 29.0
32 Vermont 33 38 27 36 37 11 30.3
33 Idaho 41 32 30 32 29 34 33.0
34 Texas 38 44 19 37 42 19 33.2
35 m:"n‘gpshire 20 35 37 a4 36 30 33.7
36 Washington 45 37 20 17 43 45 34.5
37 New York 48 45 5 27 35 48 34.7
38 Arizona 28 20 45 40 40 42 35.8
39 Utah 34 31 49 34 32 41 36.8
20 Understanding Public Pension Debt




Rank State CB NMR2011 | NMR2012 | NPW | Eucalitto | Moody’'s | AVG
40 Georgia 37 34 32 47 38 39 37.8
41 Virginia 30 41 31 45 41 46 39.0
42 North Dakota 40 46 43 42 45 20 39.3
43 Florida 42 42 29 43 39 43 39.7
43 lowa 35 40 40 46 33 44 39.7
45 Indiana 32 43 50 41 a7 26 39.8
46 South Dakota 47 39 46 39 44 33 41.3
47 Delaware 44 49 38 50 50 22 42.2
47 Tennessee 46 48 25 38 49 47 42.2
49 North Carolina 49 47 36 48 46 40 44.3
50 Nebraska 43 50 35 49 48 50 45.8
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Conclusion

XPECTATIONS OF FUTURE POLICY

changes, including tax increases and re-

duced government services, can affect the
business climate and labor market within a state.
Unfunded public pension liabilities represent a
significant source of concern, especially given
the guaranteed nature of pension benefits to re-
tirees. Current government statistics obfuscate
the underfunding of public pensions. A proper
accounting of public pension liabilities shows
an increased risk of tax increases and reduced
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government services. Unfunded public pension
obligations are not the only source of such pol-
icy changes, but they remain a significant threat
to the states’ fiscal health and therefore to the
business climate and labor markets within the
states. Due to ongoing changes in state pension
programs, a slow but continuing economic re-
covery, and the advent of new accounting rules,
this underscores the need for wide-ranging pen-
sion reform that assures proper funding of pen-
sions well into the future.
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