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U.S. State Pension Funding: Strong Investment
Returns Could Lift Funded Ratios, But
Longer-Term Challenges Remain

U.S. state pension funded levels continue to decline but have likely bottomed out as the effects of the 2008 and 2009

equities market downturn make their way out of the valuations, according to Standard & Poor's Ratings Services' 2014

annual survey. Strong market performance in 2013 and 2014 coupled with a shift to market valuation of assets will

probably contribute to improved funded ratios in the near future. Although this is likely the low point, which is good

news, we believe pension funded level recovery could be slow and uneven and sizable funding gaps will remain for

most states. While reform efforts continue, which will help over the long term, we see continued pressure related to

market volatility, increased competition for limited state financial resources, and changes in actuarial assumptions.

In our view, factors that will contribute to significant fluctuations to pension funded ratios include:

• Potential for increased market volatility as we reach the fifth year of a bull market in equities and record highs in the

S&P 500 Index and the Dow Jones Industrial Average;

• Greater investment risk-taking to compensate for previous market losses, which could lead to greater asset

performance volatility;

• Implementation of Governmental Accounting Standards Board (GASB) Statements 67 and 68;

• Changes to assumptions based on economic conditions and experience studies;

• Ongoing pension reform efforts; and

• For states with weaker funded systems, a problematic funding environment as growth in pension contributions

consumes a larger part of their budgets.

Overview

• Pension funded levels may have hit bottom and are likely on their way up thanks equity markets that remain

strong.

• Despite an improved revenue environment, there continues to be pent-up demand and increased competition

for states' limited resources.

• Significant changes to pension reporting and accounting, increased volatility, pension reform and changes to

pension assumptions could also contribute to significant volatility to pension funded ratios for years to come.

• The U.S. is five years into economic recovery, suggesting it might be getting closer to the next slowdown.

• We believe these factors highlight the importance of continued management of state's long-term liabilities.

An equities market upturn and a strengthened budgetary position could contribute to states' improved funded levels

and greater ability to fund actuarially required contributions (ARC). By the start of fiscal 2015 (July 1 for 46 of the 50

states), we will have experienced five years of gradual but sustained economic recovery and five years of a bull market

in equities. Most states are approaching fiscal 2015 in a better budgetary position than at any other point since the

start of the Great Recession and with the economy gaining momentum (see "U.S. State Fiscal Recoveries Vary As

Crucial Budget Choices Loom," published April 23, 2014, on RatingsDirect). Although somewhat weak, asset
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performance was positive in fiscal 2012 (see chart 1), the equities market performed well in 2013, and performance in

fiscal 2014 has been following a similar pattern, which should contribute to higher asset valuations.

Chart 1

Although we believe that for most states improving budgetary and economic conditions could lead to better funding

levels in fiscal 2015 and beyond, we recognize that revenue growth has been slow and there continue to be competing

demands on the states' limited resources, including restoration of services and tax-rate reductions. This is especially

important given that as of June 2014, the current economic recovery will be five years old. And although underlying

economic fundamentals have been improving, the eight recessions since 1961 have occurred once every 6.6 years on

average. Our economic outlook, "U.S. Forecast Update: Springing Into A Warmer Economy," March 24, 2014) calls for

a modest acceleration of economic growth throughout 2014 and into 2015. However, with a mature economic

expansion at hand, we cannot rule out an unanticipated softening. We continue to believe that states' pension policy

decisions in terms of level of funding and reform and their discipline in adhering to the policy are likely to significantly

influence the future direction of pension funded levels and long-term credit quality.

We incorporate governmental liability management--including pensions--into our rating analysis as we have for

decades. Given the state sector's generally strong credit profile and the long-term nature of these obligations, we do

not view pension liabilities as immediately jeopardizing state governments' capacity to fund their debt service
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obligations, but we believe they can weaken a state's relative credit profile if left unmanaged. When we've concluded

that states are insufficiently managing their pension liabilities, it has detracted from our assessment of overall credit

quality. Some states whose pension liabilities management has contributed to lower credit ratings or negative outlooks

include Illinois, Kentucky, New Jersey, and Pennsylvania.

2014 Pension Survey Results

A wide spread between the highest and lowest funded state plans shows the significant variation among the funded

ratios of state plans (see table 1). Standard & Poor's has compiled the latest complete data (see tables 3A-3C), covering

valuation data through 2012 for all state-sponsored plans as reported in the states' 2013 comprehensive annual

financial reports (CAFRs), the latest year for which CAFRs are available. The 50-state average funded ratio--or

actuarial value of assets divided by the actuarial accrued liabilities--fell by 2% to 70.9% in 2012 from 72.9% in 2011.

This is consistent with the changes we have seen over the past few years but much smaller than the 7% decline from

2008 to 2009. The gap between the median and mean widened to 5.2%, indicating to us that there is a growing gap

between the well-funded systems and those that are not (see chart 2 and table 1). The data show that the average

funded ratio continued to weaken, although only slightly.
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Table 1

Top Five And Bottom Five States By Funded Level

Top five states Funded level (%)

Wisconsin 99.9

North Carolina 95.4

Washington 95.1

South Dakota 92.6

Oregon 92.5

Bottom five states Funded level (%)

Illinois 40.4

Connecticut 49.1

Kentucky 49.9

Alaska 54.7

Louisiana 55.9

Chart 2

In 2012, pension funded ratios dropped for 38 of the 50 U.S. states, remained unchanged (0.5% change or less) for

eight, and increased for the remaining four. The average funded ratio change for the 50 states was negative 2%, but
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changes to individual plans ranged from as much as an 8.1% increase to a 6.1% decline (see table 2). When looking

only at the states that had declines, we found that the average drop was 2.5% (same as last year) with a median decline

of 2.8%. Of the four states that had higher funded levels, the average increase was 3.1% with a median increase of

1.4% and increases in individual funded ratios ranged from 0.8% to 8.1%.

Table 2

Top Five And Bottom Five States By Change In Funded Level

Top Five States Change (%)

Oregon 8.1

Colorado 2.0

Washington 1.4

Nevada 0.8

North Carolina 0.2

Bottom Five Movers Change (%)

Massachusetts (6.1)

Connecticut (5.9)

North Dakota (5.4)

Idaho (5.4)

Alaska (4.5)

GASB Statement 67 And 68 Implementation Is Well Underway

Despite some governments' requests for a delayed schedule, implementation of GASB Statements 67 and 68 is well

underway (see "Credit FAQ: Standard & Poor’s Approach To Pension Liabilities In Light Of GASB 67 And 68," July 16,

2013). Reporting under Statement 67 took effect for pension plans for fiscal years that began on June 15, 2013, or later.

We expect financial statements for fiscal 2014 to reflect this new reporting. Statement 68 will take effect for employers

and governmental non-employer contributing entities for fiscal years starting June 15, 2014, or later. The statements

do not change the employer's obligations or the employee's benefits but rather how state and local governments'

financial statements calculate, account for, and report pension plan liabilities. Among the major changes are:

• Use of a blended rate to discount pension plan liabilities to the extent expected contributions are not sufficient to

pay outflows;

• Market valuation of assets;

• Elimination of a prescribed ARC calculation through the separation of pension funding from pension accounting and

reporting;

• Use of one actuarial cost method;

• For multiemployer cost-sharing plans, the proportional reporting of the liability at the employer level; and

• Reporting of net pension liability on employers' balance sheets.

We expect the proportional reporting of the liability at the employer level, the use of market valuation of assets, and

the separation of pension funding from pension accounting and reporting to be the most significant changes that GASB

Statements 67 and 68 effect. Although we initially thought that the use of a blended discount rate would significantly

affect the funding landscape, it is unclear at this point how widespread its application may be.
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Proportional share reporting

GASB's requirement that governments participating in a multiemployer cost-sharing plan report their proportional

share of the total plan liability is another significant change under statements 67 and 68. States have varying degrees of

responsibility for funding pension plans that they report on in their financial disclosure. For example, in the case of

multiemployer agent systems, a state would make contributions to plans that include its employees only, with local

agencies contributing to their respective plans. For multiemployer cost-sharing systems, which can include a number

of local jurisdictions like school districts with contributions from both employers and employees, the state may be a

non-employer contributor. Therefore, with some exceptions, states are generally not directly responsible for fully

funding the liabilities of these pension systems. However, even in cases where pensions are direct liabilities of and

funded from local agencies, a portion of the local agencies' funding often derives from the states. Given the important

role states play in funding and reporting these liabilities and in the absence of this proportional share data, we have

historically allocated the plan's entire liability to the state sponsor. In our view, GASB's proportional share reporting

requirement is more transparent because it allocates the liability to the entities responsible for funding it. As a result,

we believe that, all things being equal, the state's liability will fall in plans that are mainly funded at the local level. This

will not be the case for all states, as some are responsible for funding pensions for all or most of its multiemployer

cost-sharing plan participants. In some cases, the pro-ration of liabilities could result in a lower overall pension funded

level, if the liability for some of the higher funded pension plans they previously reported on are allocated to the locals.

Market valuation of assets

Current valuations are likely to still be somewhat repressed due to the actuarial smoothing a majority of states employ.

About 88% of public pension plans have a smoothing period of four years or longer, with five years being the most

common. This smoothing allows governments time to adjust budgets over several years rather than absorb the

pension fund gains or losses in one year (see "How “Smoothing” Can Ease The Pain Of Pension Fund Losses For State

And Local Governments," Jan. 27, 2009). Not only are current valuations (assuming five-year smoothing) still reflecting

the impact of the market downturn of 2008 and 2009, but they also incorporate the meager returns of 2012 (see chart

2). Under the new GASB pension reporting standards, assets will no longer be smoothed for accounting and reporting

purposes. Strong market returns in fiscal 2013 (see chart 2) and continued robust equity performance so far into fiscal

2014 could mean increased asset values as pension plans and governments implement GASB statements in fiscal years

2014 and 2015. While current equity market performance would suggest an improvement in asset valuations, this will

not always be the case. Although many of the economic fundamentals point to additional growth, we recognize that, in

historical terms, the expansion is mature. This could also mean greater volatility if the market undergoes a correction.

Elimination of ARC

In our view, a substantial number of states have historically demonstrated a strong commitment to fully funding their

actuarially determined ARCs even throughout the Great Recession (see chart 3). Although about one-quarter of the

states might not have contributed their full ARC in some of the most recent years, they have demonstrated a

commitment to full ARC funding in at least one of the past three years. And although some states might not be paying

their full ARC every year, they are, nevertheless, typically paying a high percentage of it. Under the new GASB

standards, plans must develop a funding policy. Only those plans that have a pension funding policy based on an

actuarially determined ARC will continue to have to report annual funding as percentage of ARC, while those

governments whose funding is based on statutorily or contractually determined contributions will not. Industry groups,
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including the Big 7 state and local government associations (National Governors Association, the National Conference

of State Legislatures, The Council of State Governments, the National Association of Counties, the National League of

Cities, The U.S. Conference of Mayors, and the International City/County Management Association), the Government

Finance and Officers Association, and the Conference of Consulting Actuaries, have developed best practices and

guidelines for pension funding. These groups recommend pension funding policies based on actuarially determined

contributions. In our view, there might be additional factors that could also contribute to a greater commitment to

improved funding of the ARC or the actuarially determined contribution.

Chart 3

Under the GASB statements, pension plans must determine which discount rate to apply to their liabilities based on

their ability to fund projected benefits from current and expected contributions. In arriving at this calculation, pension

plans must use professional judgment to determine whether to rely on the most recent five-year contribution history or

rely on the plan's adopted funding policy. While the blended rate applies only to pension liability reporting and

accounting, due to the significant impact that using a lower discount rate has on the size of the liability, governments

that weren't fully funding the ARC might be more inclined to establish policies that require full funding. In other cases,

full funding of the ARC might be the result of recent reform. In the case of Kentucky, which recently adopted pension

reform for the Kentucky Employees Retirement System (KERS), the state committed to full funding of the ARC starting
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in the 2015-2016 biennium. Therefore, despite KERS being only 26% funded, Kentucky expects to fully fund its

actuarially determined contribution going forward, and thus, expects to use its long-term expected rate of return to

discount its liability and not the blended rate.

Because GASB Statement 67 replaces GASB Statement 25, which set out the parameters for calculating the ARC, even

those who continue to use the ARC could potentially make some changes to how they calculate their ARC, such as

extending the amortization period, which in our view would indicate a weaker funding commitment. From a credit

standpoint, a government's funding policy and discipline will continue to be an important element of our pension

analysis.

Pension Reform Goes On….and On

States, for the most part, have strongly committed to managing their long-term liabilities, including pensions. In our

view, there is an increased focus and vigilance among policymakers, employees, taxpayers, and the media about the

need to continue to manage this particular long-term liability. The unprecedented amount of pension reform efforts in

the past few years demonstrates this. Governments and employees alike, which once considered public employee

benefits sacrosanct, have been revisiting them as lawmakers face the difficult trade-off between maintaining current

benefits for their retired and active workforce and restoring much-needed services or tax relief to their taxpayers.

Although some market-watchers might think that rising equities markets, the passage of time (due to smoothing and

reform fatigue), and improved budgetary positions will make pension reform a thing of the past, we believe that the

intensity of pension reform may ebb and flow, but the need to address these long-term liabilities remains and,

therefore, over the long run pension reform is here to stay.

High profile issuers such as Illinois, Rhode Island, and Puerto Rico continue to litigate their pension reform efforts and

are likely to shape the future of pension reform and the protections provided to current employees. In some states,

major pension reform efforts are going, or at least attempting to go, for a second round. New Jersey, which had passed

pension reform in 2011, is back in court after determining that its agreed-upon funding schedule was too aggressive for

its level of economic recovery from the Great Recession. Pennsylvania, which had made some adjustments to its

pensions in 2010, mostly for budgetary relief, continues to evaluate additional reforms. Pension reform efforts are not

limited to the state level, and we are seeing more and more efforts at the local level. GASB's new reporting of local

governments' portion of pension liabilities is likely to shed light on pensions at the local level and spur continued

reform efforts. Chicago joined the ranks of other large cities in its efforts to find different ways to better manage its

liabilities. Although Cook County, Ill.'s efforts to get the state legislature to approve reforms were not successful, we

expect to see additional attempts.

We believe that pension reform will not only continue over the long term but also take different forms in the future. In

what we believe to be unprecedented step, Tennessee passed legislation requiring local pension systems in the state

that do not participate in the Tennessee Consolidated Retirement System to fully fund their actuarially required

contributions or have state aid intercepted. The legislation provides local pension systems a period of six years to get

to full ARC funding and establishes parameters on some actuarial assumptions. We view Tennessee's actions to
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safeguard the integrity of its local pension plans and the future of its retirees as positive. It will be interesting to see if

other states follow.

According to the National Conference of State Legislatures (NCSL), between 2009 and 2014, all 50 states and Puerto

Rico enacted some type of pension reform. According to NCSL's pension legislation database, 45 states, Washington,

D.C., and Puerto Rico introduced pension legislation and approximately 1,223 bills so far in 2014; this compares with

approximately 1,433 bills for the 50 states, D.C., and Puerto Rico in 2013. Of the retirement system bills introduced

this year, 40 states, D.C., and Puerto Rico have enacted more than 239 bills with some state legislatures still evaluating

some of the proposed bills. Although the actual number of bills introduced is not as important as the measures

included in the enacted bills, the number of bills introduced reflects legislators' willingness to address pension issues.

Pension reform strategies have varied significantly by state and include:

• Modification of benefit levels for future employees and, in some cases, current employees;

• Increased vesting periods;

• Increased age and service requirements for current and future employees;

• Eliminating or limiting cost of living adjustments;

• Increased employee contributions;

• Increased employer contributions; and

• Closing of defined benefit plans or creation of hybrid defined benefit/defined contribution plans.

While certain states are considering increased contributions as a way to improve the sustainability of their pension

plans, others are exploring ways to either shift or share more of the risk with their employees. Although still limited,

there has been an increased interest in shifting employees from defined benefit to defined contribution plans, cash

balance, or hybrid plans. These new plans typically offer less generous benefits than the plans they replace, making

them more affordable in the long term. According to NCSL, between 2012 and 2014, 17 states and Puerto Rico passed

43 bills related to defined contributions, cash balance, or hybrid plans. Among these are Kentucky, Louisiana,

Tennessee, and Virginia. Earlier this month, Oklahoma became the 18th state to join the ranks after Gov. Mary Fallin

signed a bill that moves future employees of the state's non-hazardous plans to a 401(k) defined contribution plan.

However, these changes bring some legacy costs and could potentially enlarge the unfunded actuarially accrued

liability (UAAL) in the near term, creating an additional hurdle. Although the switch to defined benefit plans is still a

widespread approach for pension reform due to the increased legacy costs, some states believe that these costs are a

necessary evil to better manage their long-term liabilities. We believe that such reforms, despite potentially adding

more near-term budgetary costs, can be important components of a government's overall liability management and

contribute to greater plan affordability over time.

Will The Bull Market Quash The Rate Debate?

Public pension plans use their assumed long-term rate of return to both discount their liabilities and to determine the

amount that will be funded by investment returns versus contributions that employers and employees fund.

Investment earnings play an important part in a pension system's overall funding (see chart 4). In fact, the impact of

investment earnings can be significantly greater than employee and employer contributions together (see chart 5).
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Although investment returns are just one of the many assumptions that states use to calculate a pension liability, they

are important because they raise numerous questions regarding a pension system's funding structure:

• How much should a pension plan rely on investment returns versus employer and employee contributions?

• Who should pay if the plan investments do not perform as assumed, the employee or the taxpayers, current

employees or future employees?

• What is the right time frame over which to measure investment performance?

• How much risk should a pension plan take to achieve its assumed rate of return?

Chart 4
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Chart 5

In recent years, market participants and observers have debated assumed rates of return due to the divergence of

assumed returns and actual experience over different time frames and the return volatility of the past few years. Many

market economists have argued for discounting future cash flows based on the likelihood that the obligation will have

to be paid. Because pension benefits enjoy strong protections, they argue, the assumed rate of return should reflect

investment in risk-free securities. Opponents suggest basing assumed rates of return on current asset mix and

historical returns provide a better estimate of the actual liability. Recent pension reform efforts and improved market

performance in 2013, and so far in 2014, could lend support to that view and shift attention away from the discount

rate discussion. Although we expected GASB's use of a blended discount rate for systems whose assets are not

sufficient to meet projected benefits to result in continued discussion on this topic, it is unclear how widespread its

application will be, even among significantly underfunded systems.

Most of the public pension plans in our survey use between a 7.5% and 8% rate of return assumption. According to the

National Association of State Retirement Administrators, the median public pension annualized investment return for

2013 was 7.1% over 10 years, 7.9% over 20 years, and 8.6% over 25 years, which suggests that long-term investment

performance is close to the 7.5%-8% range that most plans assume. It is important to keep in mind that, due to

compounding, even if pension systems are meeting their average rate of return target over the long term, asset value
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losses are possible. In light of a low interest rate environment and in order to achieve the desired returns, some

pension plans have moved some assets to alternate investment vehicles that are more difficult to value and could

inject greater volatility to asset performance.

Given significant differences in funded levels, despite a rather narrow band of rate of return assumptions, perhaps a

better question than what should the appropriate rate of return be, is how quickly can plans increase funding in

reaction to market volatility and returns that fall short of expectations? The question of how much of states' resources

to dedicate to funding pension liabilities continues to involve real and frequently difficult tradeoffs. Even as revenues

for most states return to pre-recession levels, policymakers must decide between restoring service levels, reducing tax

rates, and funding growth in current services. For some states that decided to achieve budgetary relief by underfunding

their pensions during the Great Recession or more chronically, the decision to underfund the ARC might have turned

out to be a very costly one. For these states, a significant portion of the new revenue growth would likely be absorbed

by restoring higher contributions to their pension systems, making this decision even more difficult.

Perhaps in recognition of a slower tax revenue growth environment and increased market volatility, some states have

already begun to lower their rate of return assumptions. Recent examples include Arizona, Illinois, Louisiana,

Maryland, Massachusetts, New Mexico, South Carolina, and South Dakota. To the extent that policymakers lower

current rate of return assumptions, actuarial accrued liabilities and thus, ARCs, will increase. Depending on

management's response to these increases, the result could be higher costs to taxpayers, higher contributions from

employees, or reduced benefits to employees. We expect that any changes to rate of return assumptions will be

gradual as plan sponsors try to balance the interest of all their stakeholders.

Why The Future Might Be Different

Most state governments have a long-term track record of making adjustments to pension benefits and contributions

and improving funding ratios. Before GASB accounting changes in the 1980s, many public sector pension plans had

weak funded ratios and limited asset accumulation by today's standards. According to a Federal Reserve study, in

1975 the aggregate funded ratio of public pensions for states was 51%. State pension funded ratios made what we

consider strong gains in the 1990s, peaking at funded ratios above 100% by 2000. The funded ratio trend shifted quite

rapidly when public pension funds suffered a number of setbacks, including two recessions during the past decade.

Although we believe current funded levels are likely to reflect a bottoming-out of pension funded levels, we also

recognize that pension system dynamics have changed and that previous assumptions built into liability calculations

might no longer hold. In our view, factors that could lead to significant changes to future assumptions include:

• Baby boomers reaching retirement age;

• A reduced government workforce following the Great Recession;

• Pension reforms that might result in either early retirements, delayed retirements for those with higher salaries,

shifts of new hires to defined contribution plans, or a combination of these; and

• Last, but not least, improved mortality rates (increased longevity).

According to U.S. Census Data, from 1992 to 2012 the ratio of current contributors to beneficiaries of

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JUNE 24, 2014   13

1336514 | 300881696

U.S. State Pension Funding: Strong Investment Returns Could Lift Funded Ratios, But Longer-Term Challenges
Remain



state-administered public pension systems declined by almost half, to 1.7 to 1 from 3 to 1. This decline could stem

from baby boomers reaching retirement age, early retirements in advance of pension reform, and workforce reductions

due to the recession. Regardless of the reason, from September 2008 and through January 2013, state and local

governments reduced payrolls by 744,000 positions, or 3.8% of total employment in the sector. To the extent that

these figures for contributors include employees who have temporarily delayed retirement due to pension reforms or

retirement investment losses, this ratio could decline quickly over the next few years as these employees reach the

new retirement age or take advantage of the effects of an improving economy and equity market performance. These

figures strictly reflect the number of contributing employees to beneficiaries without distinction for salary differences

between higher-paid employees nearing retirement and new entrants. They are also not likely to reflect more recent

pension plan changes to defined contribution, hybrid, or cash plans from defined benefit plans. To the extent that the

burden for funding pension benefits shifts to a reduced and lower-paid workforce or falls more squarely on the

shoulders of government employers, pension plan sustainability could become even more difficult to attain.

Finally, a 2013 review and assessment of mortality improvement rates in the U.S., sponsored by the Society of

Actuaries, found that despite difference of opinion as to the rate of improvement, all sources reviewed agreed there

was continuous mortality improvement in the U.S. In our view, failure to recognize and properly incorporate these

changes to workforce and demographic patterns could pose the same or even a greater risk than faulty economic

assumptions.

Rating Criteria Consider Pension Liabilities

Pension liabilities and the annual costs associated with funding them are important credit factors in our review of state

governments. Standard & Poor's views pension obligations as long-term liabilities that must be funded over time.

Although the funding schedule can be more flexible than that for a fixed-debt repayment, it can also be more volatile

and may cause fiscal stress if not managed, in our opinion. Under our U.S. state ratings criteria (see "USPF Criteria:

State Ratings Methodology," Jan. 3, 2011), a state's debt and liability profile is one of the five major factors that

determine a rating. Within this factor, debt, pension liabilities, and other postemployment benefits, which we score

individually, are the key metrics. Because pension and retiree health benefits are long-term obligations that must be

funded over time, our analysis equally weights the size and management of these liabilities with debt.

Strictly quantitative comparisons are difficult due to the significant variation in how we calculate these liabilities,

however. Actuarial treatment of investment returns and governments' smoothing methods also exhibit high variability

and can materially affect estimated state pension liabilities. For this reason, we do not evaluate a state's reported

unfunded pension and retiree health benefit liabilities plus existing debt in the aggregate when computing debt ratios.

Instead, we analyze the state's management of its debt portfolio, pension liabilities, and retiree health benefits liabilities

individually before consolidating our view of the state's debt and liability profile. For pensions specifically, we measure

a state's pension funded ratio, its track record of fully funding its actuarially required contributions, and UAAL per

capita and as a percentage of personal income.
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Pension Liabilities And State Debt

Our data are mostly as of 2012 valuations as reported in the fiscal 2013 state CAFRs (fiscal year-end 2012 for debt

data), which is the most recent year with complete data availability (see tables 3A-3C). We combine the pension data

for the state-sponsored, defined-benefit pension funds: generally the public employees' retirement system, including

state and local employees in most cases, plus the teachers' retirement system. In some cases, a state may have just

one combined system for all employees, while others may have additional systems for specific categories of

employees, such as public safety officials, judges, and legislators among others.

In our annual survey, we have reported state debt and unfunded pension liabilities separately and on a combined basis

in recent years to give a comparative framework for these liabilities. The pension information includes the systems'

funded ratio for each state and the UAAL; the UAAL is also expressed on a per capita basis. We break out

tax-supported debt for each state in total as well as on a per capita basis. Pension and debt figures are combined on a

per capita basis and then expressed as a percent of per capita income and per capita gross state product as measures

of economic resources to meet these obligations.

Highlights of the data include:

• State debt rose to $488 billion in fiscal 2012 from $474 billion in fiscal 2011, a 2.9% increase.

• Unfunded pension liabilities totaled $894 billion as of 2012 and were up from $833 billion, a 7.3% increase.

• Average debt per capita increased modestly to $1,355 in fiscal 2012 from $1,322 in fiscal 2011, a 2.5% increase.

• The average UAAL per capita was $3,155 in 2012 compared with $2,902 in 2011, an 8.7% increase.

• Even with the aggregate decline in funded ratios, six states remain more than 90% funded, 17 states are more than

70% funded, and 40 states are more than 60% funded.

• In relation to the resources available to service these requirements, debt per capita and the per capita unfunded

pension liability relative to per capita gross state product had a 50-state average of 8.6% in 2012, down from 9% in

2011.

Although strong investment performance is likely to keep funded ratios for most state pension plans from declining

further and could improve ratios for other state plans, how each government addresses longer-term problems, such as

aging populations and longer payouts due to increased life expectancy, will remain a crucial concern. And a handful of

states are likely to continue to struggle with their pension liabilities. One thing is certain: At some point investment

markets are likely to cool down. And when they do, it will become more difficult for some states to improve or even

maintain funded ratios. Funding policies that states put in place today and their ability to abide by these will largely

determine how well prepared states will be to face additional downturns. In any event, however, our pension analysis

will continue to consider a government's funding policy and discipline in our overall view of its credit quality.
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Table 3A

State Retirement Systems And Debt Statistics: 2012

(Alphabetical)

(%) Increased/Decreased/Unchanged ($) (%)

State

Funded

ratio

Funded ratio relative to prior

year

UAAL

(mil.)

UAAL

PC

Debt

(mil.)

Debt

PC

Debt

PC +

UAAL

PC

Debt PC +

UAAL

PC/Income

PC

Debt

PC+

UAAL

PC/GSP

PC GO rating

Alabama 66.2 Decreased 14,380 2,975 3,514 727 3,702 10.14 9.24 AA/Stable

Alaska 54.7 Decreased 8,190 11,141 869 1,182 12,323 24.63 15.26 AAA/Stable

Arizona 71.9 Decreased 14,375 2,169 5,648 852 3,022 8.21 7.18 AA-/Stable

Arkansas 71.4 Decreased 7,509 2,538 943 319 2,856 7.91 6.80 AA/Stable

California 71.7 Decreased 102,194 2,666 90,225 2,354 5,020 10.59 8.74 A/Positive

Colorado 62.0 Increased 22,152 4,205 2,737 520 4,724 10.14 8.45 AA/Stable

Connecticut 49.1 Decreased 24,546 6,826 18,020 5,011 11,837 19.45 17.08 AA/Stable

Delaware 88.3 Decreased 1,037 1,121 2,152 2,325 3,445 7.64 5.09 AAA/Stable

Florida 86.4 Unchanged 20,158 1,031 23,579 1,206 2,237 5.37 5.46 AAA/Stable

Georgia 80.6 Decreased 16,776 1,679 9,265 927 2,606 6.83 5.73 AAA/Stable

Hawaii 59.2 Unchanged 8,441 6,012 5,995 4,270 10,282 22.52 19.19 AA/Positive

Idaho 84.6 Decreased 2,112 1,310 207 128 1,438 4.06 3.72 AA+/Stable

Illinois 40.4 Decreased 94,582 7,342 33,464 2,598 9,940 21.25 17.77 A-/Developing

Indiana 60.8 Decreased 16,222 2,469 2,975 453 2,922 7.53 6.05 AAA/Stable

Iowa 79.5 Unchanged 6,156 1,992 1,087 352 2,344 5.20 4.37 AAA/Stable

Kansas 56.4 Decreased 10,254 3,543 3,346 1,156 4,699 10.70 9.44 AA+/Stable

Kentucky 49.9 Decreased 26,210 5,963 8,620 1,961 7,924 21.87 18.99 AA-/Negative

Louisiana 55.9 Unchanged 19,306 4,174 6,391 1,382 5,556 13.65 10.13 AA/Stable

Maine 79.1 Decreased 2,935 2,210 932 702 2,911 7.10 7.06 AA/Stable

Maryland 63.5 Unchanged 19,618 3,309 10,211 1,722 5,031 9.27 8.71 AAA/Stable

Massachusetts 65.3 Decreased 23,342 3,488 30,646 4,579 8,067 14.17 12.10 AA+/Stable

Michigan 61.3 Decreased 31,200 3,153 9,885 999 4,152 10.59 9.50 AA-/Stable

Minnesota 75.0 Decreased 15,986 2,949 6,586 1,215 4,164 8.70 7.23 AA+/Stable

Mississippi 57.9 Decreased 14,860 4,968 4,369 1,461 6,429 18.65 18.29 AA/Stable

Missouri 78.0 Decreased 12,523 2,072 4,340 718 2,790 6.99 6.10 AAA/Stable

Montana 63.9 Decreased 4,312 4,248 342 337 4,585 11.70 10.57 AA/Stable

Nebraska 78.2 Decreased 2,430 1,301 25 13 1,314 2.85 2.24 AAA/Stable

Nevada 71.0 Increased 11,237 4,027 1,986 712 4,739 12.18 10.02 AA/Stable

New

Hampshire

56.1 Decreased 4,544 3,433 735 555 3,989 7.95 7.78 AA/Negative

New Jersey 64.5 Decreased 47,209 5,305 35,907 4,035 9,340 16.68 15.30 A+/Watch Neg

New Mexico 63.1 Decreased 12,489 5,989 2,812 1,348 7,338 20.22 16.59 AA+/Stable

New York 88.2 Decreased 30,837 1,569 51,514 2,621 4,191 7.75 6.28 AA/Positive

North

Carolina

95.4 Unchanged 3,881 394 7,916 804 1,198 3.11 2.50 AAA/Stable

North Dakota 63.5 Decreased 2,014 2,785 319 441 3,225 5.65 4.14 AAA/Stable

Ohio 65.1 Decreased 78,440 6,779 10,106 873 7,653 18.73 15.66 AA+/Stable
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Table 3A

State Retirement Systems And Debt Statistics: 2012 (cont.)

Oklahoma 64.9 Decreased 11,603 3,013 1,702 442 3,455 8.31 7.31 AA+/Stable

Oregon 92.5 Increased 1,182 301 6,428 1,636 1,936 4.81 3.47 AA+/Stable

Pennsylvania 63.9 Decreased 47,286 3,702 14,232 1,114 4,816 10.49 9.54 AA/Negative

Rhode Island 58.1 Decreased 4,538 4,315 1,873 1,781 6,097 12.97 12.05 AA/Stable

South

Carolina

65.4 Decreased 15,647 3,277 2,168 454 3,731 10.52 9.71 AA+/Stable

South Dakota 92.6 Decreased 638 755 126 149 905 1.99 1.64 AA+/Stable

Tennessee 91.5 Unchanged 3,389 522 2,406 370 892 2.27 2.01 AA+/Stable

Texas 82.0 Decreased 31,671 1,197 9,522 360 1,557 3.58 2.69 AAA/Stable

Utah 79.5 Decreased 5,448 1,878 3,786 1,305 3,183 8.78 6.54 AAA/Stable

Vermont 68.4 Decreased 1,347 2,150 504 804 2,954 6.45 6.27 AA+/Positive

Virginia 65.4 Decreased 28,138 3,406 10,416 1,261 4,667 9.57 8.52 AAA/Stable

Washington 95.1 Increased 3,256 467 16,743 2,402 2,869 6.10 4.90 AA+/Stable

West Virginia 63.2 Decreased 6,068 3,273 1,988 1,072 4,345 12.20 10.89 AA/Stable

Wisconsin 99.9 Unchanged 70 12 12,423 2,163 2,175 5.04 4.42 AA/Stable

Wyoming 83.0 Decreased 1,356 2,328 33 57 2,385 4.68 3.06 AAA/Stable

Puerto Rico* 8.4 Decreased 37,018 10,087 36,936 10,064 20,151 119.09 115.36 BB+/Negative

Average of

states

70.9 17,882 3,155 9,640 1,325 4,479 10.15 8.64

Median of

states

65.8 12,046 2,962 4,063 1,036 3,860 8.74 7.54

Total liability 894,093

*Puerto Rico is not included in the average and median. Changes in funded ratio of less than 0.5% in either direction are shown as unchanged.

UAAL--Unfunded accrued actuarial liabilities. PC--Per capita. GSP--Gross state product.

Table 3B

State Retirement Systems And Debt Statistics: 2012

(Ranked By Funded Level)

(%) Increased/Decreased/Unchanged ($) (%)

State

Funded

ratio

Funded ratio relative to prior

year

UAAL

(mil.)

UAAL

PC

Debt

(mil.)

Debt

PC

Debt

PC +

UAAL

PC

Debt PC +

UAAL

PC/Income

PC

Debt

PC+

UAAL

PC/GSP

PC GO rating

Wisconsin 99.9 Unchanged 70 12 12,423 2,163 2,175 5.04 4.42 AA/Stable

North

Carolina

95.4 Unchanged 3,881 394 7,916 804 1,198 3.11 2.50 AAA/Stable

Washington 95.1 Increased 3,256 467 16,743 2,402 2,869 6.10 4.90 AA+/Stable

South Dakota 92.6 Decreased 638 755 126 149 905 1.99 1.64 AA+/Stable

Oregon 92.5 Increased 1,182 301 6,428 1,636 1,936 4.81 3.47 AA+/Stable

Tennessee 91.5 Unchanged 3,389 522 2,406 370 892 2.27 2.01 AA+/Stable

Delaware 88.3 Decreased 1,037 1,121 2,152 2,325 3,445 7.64 5.09 AAA/Stable

New York 88.2 Decreased 30,837 1,569 51,514 2,621 4,191 7.75 6.28 AA/Positive

Florida 86.4 Unchanged 20,158 1,031 23,579 1,206 2,237 5.37 5.46 AAA/Stable

Idaho 84.6 Decreased 2,112 1,310 207 128 1,438 4.06 3.72 AA+/Stable

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JUNE 24, 2014   17

1336514 | 300881696

U.S. State Pension Funding: Strong Investment Returns Could Lift Funded Ratios, But Longer-Term Challenges
Remain



Table 3B

State Retirement Systems And Debt Statistics: 2012 (cont.)

Wyoming 83.0 Decreased 1,356 2,328 33 57 2,385 4.68 3.06 AAA/Stable

Texas 82.0 Decreased 31,671 1,197 9,522 360 1,557 3.58 2.69 AAA/Stable

Georgia 80.6 Decreased 16,776 1,679 9,265 927 2,606 6.83 5.73 AAA/Stable

Iowa 79.5 Unchanged 6,156 1,992 1,087 352 2,344 5.20 4.37 AAA/Stable

Utah 79.5 Decreased 5,448 1,878 3,786 1,305 3,183 8.78 6.54 AAA/Stable

Maine 79.1 Decreased 2,935 2,210 932 702 2,911 7.10 7.06 AA/Stable

Nebraska 78.2 Decreased 2,430 1,301 25 13 1,314 2.85 2.24 AAA/Stable

Missouri 78.0 Decreased 12,523 2,072 4,340 718 2,790 6.99 6.10 AAA/Stable

Minnesota 75.0 Decreased 15,986 2,949 6,586 1,215 4,164 8.70 7.23 AA+/Stable

Arizona 71.9 Decreased 14,375 2,169 5,648 852 3,022 8.21 7.18 AA-/Stable

California 71.7 Decreased 102,194 2,666 90,225 2,354 5,020 10.59 8.74 A/Positive

Arkansas 71.4 Decreased 7,509 2,538 943 319 2,856 7.91 6.80 AA/Stable

Nevada 71.0 Increased 11,237 4,027 1,986 712 4,739 12.18 10.02 AA/Stable

Vermont 68.4 Decreased 1,347 2,150 504 804 2,954 6.45 6.27 AA+/Positive

Alabama 66.2 Decreased 14,380 2,975 3,514 727 3,702 10.14 9.24 AA/Stable

South

Carolina

65.4 Decreased 15,647 3,277 2,168 454 3,731 10.52 9.71 AA+/Stable

Virginia 65.4 Decreased 28,138 3,406 10,416 1,261 4,667 9.57 8.52 AAA/Stable

Massachusetts 65.3 Decreased 23,342 3,488 30,646 4,579 8,067 14.17 12.10 AA+/Stable

Ohio 65.1 Decreased 78,440 6,779 10,106 873 7,653 18.73 15.66 AA+/Stable

Oklahoma 64.9 Decreased 11,603 3,013 1,702 442 3,455 8.31 7.31 AA+/Stable

New Jersey 64.5 Decreased 47,209 5,305 35,907 4,035 9,340 16.68 15.30 A+/Watch Neg

Montana 63.9 Decreased 4,312 4,248 342 337 4,585 11.70 10.57 AA/Stable

Pennsylvania 63.9 Decreased 47,286 3,702 14,232 1,114 4,816 10.49 9.54 AA/Negative

Maryland 63.5 Unchanged 19,618 3,309 10,211 1,722 5,031 9.27 8.71 AAA/Stable

North Dakota 63.5 Decreased 2,014 2,785 319 441 3,225 5.65 4.14 AAA/Stable

West Virginia 63.2 Decreased 6,068 3,273 1,988 1,072 4,345 12.20 10.89 AA/Stable

New Mexico 63.1 Decreased 12,489 5,989 2,812 1,348 7,338 20.22 16.59 AA+/Stable

Colorado 62.0 Increased 22,152 4,205 2,737 520 4,724 10.14 8.45 AA/Stable

Michigan 61.3 Decreased 31,200 3,153 9,885 999 4,152 10.59 9.50 AA-/Stable

Indiana 60.8 Decreased 16,222 2,469 2,975 453 2,922 7.53 6.05 AAA/Stable

Hawaii 59.2 Unchanged 8,441 6,012 5,995 4,270 10,282 22.52 19.19 AA/Positive

Rhode Island 58.1 Decreased 4,538 4,315 1,873 1,781 6,097 12.97 12.05 AA/Stable

Mississippi 57.9 Decreased 14,860 4,968 4,369 1,461 6,429 18.65 18.29 AA/Stable

Kansas 56.4 Decreased 10,254 3,543 3,346 1,156 4,699 10.70 9.44 AA+/Stable

New

Hampshire

56.1 Decreased 4,544 3,433 735 555 3,989 7.95 7.78 AA/Negative

Louisiana 55.9 Unchanged 19,306 4,174 6,391 1,382 5,556 13.65 10.13 AA/Stable

Alaska 54.7 Decreased 8,190 11,141 869 1,182 12,323 24.63 15.26 AAA/Stable

Kentucky 49.9 Decreased 26,210 5,963 8,620 1,961 7,924 21.87 18.99 AA-/Negative

Connecticut 49.1 Decreased 24,546 6,826 18,020 5,011 11,837 19.45 17.08 AA/Stable

Illinois 40.4 Decreased 94,582 7,342 33,464 2,598 9,940 21.25 17.77 A-/Developing

Puerto Rico* 8.4 Decreased 37,018 10,087 36,936 10,064 20,151 119.09 115.36 BB+/Negative
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Table 3B

State Retirement Systems And Debt Statistics: 2012 (cont.)

Average of

states

70.9 17,882 3,155 9,640 1,325 4,479 10.15 8.64

Median of

states

65.8 12,046 2,962 4,063 1,036 3,860 8.74 7.54

Total liability 894,093

*Puerto Rico is not included in the average and median. Changes in funded ratio of less than 0.5% in either direction are shown as unchanged.

UAAL--Unfunded accrued actuarial liabilities. PC--Per capita. GSP--Gross state product.
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Table 3C

State Retirement Systems And Debt Statistics: 2012

(Ranked by Per Capita Debt and UAAL)

(%) Increased/Decreased/Unchanged ($) (%)

State

Funded

ratio

Funded ratio relative to prior

year

UAAL

(mil.)

UAAL

PC

Debt

(mil.)

Debt

PC

Debt

PC +

UAAL

PC

Debt PC +

UAAL

PC/Income

PC

Debt

PC+

UAAL

PC/GSP

PC GO rating

Tennessee 91.5 Decreased 3,389 522 2,406 370 892 2.27 2.01
AA+/Stable

South Dakota 92.6 Decreased 638 755 126 149 905 1.99 1.64
AA+/Stable

North

Carolina

95.4 Unchanged 3,881 394 7,916 804 1,198 3.11 2.50

AAA/Stable

Nebraska 78.2 Decreased 2,430 1,301 25 13 1,314 2.85 2.24
AAA/Stable

Idaho 84.6 Decreased 2,112 1,310 207 128 1,438 4.06 3.72
AA+/Stable

Texas 82.0 Unchanged 31,671 1,197 9,522 360 1,557 3.58 2.69
AAA/Stable

Oregon 92.5 Increased 1,182 301 6,428 1,636 1,936 4.81 3.47
AA+/Stable

Wisconsin 99.9 Unchanged 70 12 12,423 2,163 2,175 5.04 4.42
AA/Stable

Florida 86.4 Unchanged 20,158 1,031 23,579 1,206 2,237 5.37 5.46
AAA/Stable

Iowa 79.5 Unchanged 6,156 1,992 1,087 352 2,344 5.20 4.37
AAA/Stable

Wyoming 83.0 Decreased 1,356 2,328 33 57 2,385 4.68 3.06
AAA/Stable

Georgia 80.6 Decreased 16,776 1,679 9,265 927 2,606 6.83 5.73
AAA/Stable

Missouri 78.0 Decreased 12,523 2,072 4,340 718 2,790 6.99 6.10
AAA/Stable

Arkansas 71.4 Decreased 7,509 2,538 943 319 2,856 7.91 6.80
AA/Stable

Washington 95.1 Increased 3,256 467 16,743 2,402 2,869 6.10 4.90
AA+/Stable

Maine 79.1 Decreased 2,935 2,210 932 702 2,911 7.10 7.06
AA/Stable

Indiana 60.8 Decreased 16,222 2,469 2,975 453 2,922 7.53 6.05
AAA/Stable

Vermont 68.4 Decreased 1,347 2,150 504 804 2,954 6.45 6.27
AA+/Positive

Arizona 71.9 Decreased 14,375 2,169 5,648 852 3,022 8.21 7.18
AA-/Stable

Utah 79.5 Decreased 5,448 1,878 3,786 1,305 3,183 8.78 6.54
AAA/Stable

North Dakota 63.5 Decreased 2,014 2,785 319 441 3,225 5.65 4.14
AAA/Stable

Delaware 88.3 Decreased 1,037 1,121 2,152 2,325 3,445 7.64 5.09
AAA/Stable

Oklahoma 64.9 Decreased 11,603 3,013 1,702 442 3,455 8.31 7.31
AA+/Stable

Alabama 66.2 Decreased 14,380 2,975 3,514 727 3,702 10.14 9.24
AA/Stable

South

Carolina

65.4 Decreased 15,647 3,277 2,168 454 3,731 10.52 9.71

AA+/Stable

New

Hampshire

56.1 Decreased 4,544 3,433 735 555 3,989 7.95 7.78

AA/Negative

Michigan 61.3 Decreased 31,200 3,153 9,885 999 4,152 10.59 9.50
AA-/Stable
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Table 3C

State Retirement Systems And Debt Statistics: 2012 (cont.)

Minnesota 75.0 Decreased 15,986 2,949 6,586 1,215 4,164 8.70 7.23
AA+/Stable

New York 88.2 Decreased 30,837 1,569 51,514 2,621 4,191 7.75 6.28
AA/Positive

West Virginia 63.2 Decreased 6,068 3,273 1,988 1,072 4,345 12.20 10.89
AA/Stable

Montana 63.9 Decreased 4,312 4,248 342 337 4,585 11.70 10.57
AA/Stable

Virginia 65.4 Decreased 28,138 3,406 10,416 1,261 4,667 9.57 8.52
AAA/Stable

Kansas 56.4 Decreased 10,254 3,543 3,346 1,156 4,699 10.70 9.44
AA+/Stable

Colorado 62.0 Increased 22,152 4,205 2,737 520 4,724 10.14 8.45
AA/Stable

Nevada 71.0 Increased 11,237 4,027 1,986 712 4,739 12.18 10.02
AA/Stable

Pennsylvania 63.9 Decreased 47,286 3,702 14,232 1,114 4,816 10.49 9.54
AA/Negative

California 71.7 Decreased 102,194 2,666 90,225 2,354 5,020 10.59 8.74
A/Positive

Maryland 63.5 Unchanged 19,618 3,309 10,211 1,722 5,031 9.27 8.71
AAA/Stable

Louisiana 55.9 Unchanged 19,306 4,174 6,391 1,382 5,556 13.65 10.13
AA/Stable

Rhode Island 58.1 Decreased 4,538 4,315 1,873 1,781 6,097 12.97 12.05
AA/Stable

Mississippi 57.9 Decreased 14,860 4,968 4,369 1,461 6,429 18.65 18.29
AA/Stable

New Mexico 63.1 Decreased 12,489 5,989 2,812 1,348 7,338 20.22 16.59
AA+/Stable

Ohio 65.1 Decreased 78,440 6,779 10,106 873 7,653 18.73 15.66
AA+/Stable

Kentucky 49.9 Decreased 26,210 5,963 8,620 1,961 7,924 21.87 18.99
AA-/Negative

Massachusetts 65.3 Decreased 23,342 3,488 30,646 4,579 8,067 14.17 12.10
AA+/Stable

New Jersey 64.5 Decreased 47,209 5,305 35,907 4,035 9,340 16.68 15.30
A+/Watch

Neg

Illinois 40.4 Decreased 94,582 7,342 33,464 2,598 9,940 21.25 17.77
A-/Developing

Hawaii 59.2 Unchanged 8,441 6,012 5,995 4,270 10,282 22.52 19.19
AA/Positive

Connecticut 49.1 Decreased 24,546 6,826 18,020 5,011 11,837 19.45 17.08
AA/Stable

Alaska 54.7 Decreased 8,190 11,141 869 1,182 12,323 24.63 15.26
AAA/Stable

Puerto Rico* 8.4 Decreased 37,018 10,087 36,936 10,064 20,151 119.09 115.36
BB+/Negative

Average of

states

70.9 17,882 3,155 9,640 1,325 4,479 10.15 8.64

Median of

states

65.8 12,046 2,962 4,063 1,036 3,860 8.74 7.54

Total liability 894,093

*Puerto Rico is not included in the average and median. Changes in funded ratio of less than 0.5% in either direction are shown as unchanged.

UAAL--Unfunded accrued actuarial liabilities. PC--Per capita. GSP--Gross state product.
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