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Executive Summary

Although states have a history of making adjustments to their workforce retirement programs, changes to public pen-
sion plan design and financing have never been more numerous or significant than in the years following the Great
Recession.' The global stock market crash sharply reduced state and local pension fund asset values, from $3.2 trillion
at the end of 2007 to $2.1 trillion in March 2009,? and due to this loss, pension costs increased. These higher costs hit
state and local governments right as the economic recession began to severely lower their revenues.” These events
played a major role in prompting changes to public pension plans and financing that were unprecedented in number,
scope and magnitude.

Since this time, nearly every state passed meaningful reform e For employees, competitive compensation that includes
to one or more of its pension plans. Although the global income security in retirement;

market crash and recession affected all plans, differing plan e For employers, a management tool to maximize the
designs, budgets, and legal frameworks across the country training and experience invested in their employees; and
defied a single solution; instead, each state met its challenges o For taxpayers, public services performed in the most
with tailored changes specific to its unique circumstances. effective and cost-efficient manner.

For example, some states faced legal limitations on how
much modification could be made to their existing retirement
plans. Other states did not require major law changes due to
their financial condition or the presence of automatic adjust-
ments in their plan designs.

These objectives can both conflict with and complement one
another. Retirement plan reforms focused on one of these
goals, to the exclusion of others, are likely to produce un-
intended negative outcomes. While public pension changes
took different forms throughout the country, reforms generally
Balanced Objectives kept those core features known to balance retirement security,
workforce management, and economic efficiencies sought by

Public pension reforms typically adjusted retirement plan

.. . . . . stakeholders, namely: *
provisions while balancing multiple stakeholder objectives:
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e Mandatory participation. Most state and local govern-
ments require participation in the retirement program as a
condition of employment.

e Cost sharing between employers and employees. Pub-
lic employees typically are required to contribute 5 to 10
percent of their wages on a tax-deferred basis to their
state or local pension.

State Pension Reforms, 2007-2015
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e Pooled and professionally managed assets. By
providing professional management, greater portfolio
diversity and economies of scale, pooled investments in
public pension trusts can earn higher returns with lower
fees.

e Targeted income replacement. Most public pension
policies aim to replace a certain percentage of pre-
retirement wages to better assure financial independence
in retirement.

o Lifetime benefit payouts. The vast majority of state
and local governments do not allow for lump sum distri-
bution of benefits; rather, they require retirees to take
most or all of their pensions in installments over their
retired lifetimes. Most also make periodic cost-of-living
adjustments to curb the effects of inflation.

e Survivor and disability benefits. Many state and local
pensions integrate survivor and disability protections into
their retirement programs, a particularly critical feature
for positions involved in hazardous duty, or a public safe-
ty plan.

¢ Supplemental savings. Many governments sponsor a
supplemental savings plan in addition to the general re-
tirement plan to allow participants to defer an additional
portion of their salary in anticipation of retirement needs,
and some governments provide matching contributions
and automatic enrollment/escalation features to encour-
age participation.

Reforms in most cases preserved these important features and

modified some combination of required employee contribu-

tions, benefit levels, or eligibility for retirement. Many chang-
es also shifted part of the risk associated with the retirement
program from the employer to the employee. This risk shift
occurred mostly in one of two ways: 1) the level of benefits
or employee’s costs became dependent on the fiscal condition
of the plan, including investment performance; or 2) more of
an employee’s benefit became dependent on individual sav-
ings plans; or both. Most of these changes apply to future em-
ployees, but many also impact existing employees and retir-
ees.

( While public pension changes took \
different forms throughout the country,

they generally retained those core features
known to balance retirement security,
workforce management, and economic

k efficiencies sought by stakeholders. j

The following summary identifies the most common types of
reforms, including changes that faced legal challenge, self-
adjusting plan features that did not require legislative action,
and the public pension landscape following these reforms.

Employees Required to Pay More

Nearly all employees of state and local government are re-
quired to contribute toward the cost of their retirement, and
in many states, budget challenges and rising pension costs
made employee contribution increases a central part of pen-
sion reform. Employees in over 40 plans in 36 states were
affected by increases to member contribution rates, some that
are temporary, but more that are permanent or indefinite.
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Most increases impacted current members and new hires,
although higher contribution rates in some states applied to
new hires only.

While a few state retirement plans prior to the recent reforms
did not have mandatory employee pension contributions,
nearly all now have this requirement. Some states, such as
Missouri, added mandatory employee contributions for new
hires only. Other states, such as Florida, enacted a required
employee contribution for both new and current employees.
States such as Virginia and Wisconsin passed laws requiring
new and existing employees to pay the contributions that
previously were made by employers in lieu of a salary in-
crease. Of these, the new contribution requirement in Florida
was challenged legally, but the Florida Supreme Court ulti-
mately upheld it.

Figure 1. States that have increased employee contribution rates, 2009-2014

Required contribution rates vary among plans, particularly
between those that provide a benefit in addition to Social
Security and those that provide a public pension benefit in-
stead of Social Security.” Employee contribution rates in
non-Social Security states generally are higher than in states
that participate in Social Security.® The median (mid-point)
employee contribution rate in non-Social Security states is

8 percent of salary, although this number masks a wide
range.” The median employee contribution rate in plans that
also provide Social Security coverage has risen from 5 to 6
percent during this period of pension reform.® This type of
change was among the most common reform passed by state
legislatures since 2009.

Increases in required employee
contributions was among the most
common type of pension reform passed
by state legislatures since 2009.
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Benefits Lowered

Pension benefits are intended to replace a certain amount of an
employee’s salary in retirement, typically through a formula
that provides a percentage of salary for every year worked for
the employer. For example, for a worker retiring with 25 years
of service with a final average salary of $50,000 in a pension
plan that provides 1.5 percent of salary for each year worked,
the annual pension benefit would be calculated as follows:

25 x $50,000 x 1.5% = $18,750

As the calculation shows, three components are used to deter-
mine an employee’s pension benefit: the number of years he or
she worked for their employer; their average salary;’ and the
retirement multiplier, which is the percent of income that will
be replaced for every year worked. Benefit reductions passed
between 2009 and 2014 took a variety of forms, including:

1) An increase to the period used to calculate average salary
(usually reducing the salary on which the benefit is based);

2) A reduced retirement multiplier (less percent of income per
year worked); and 3) Reducing or eliminating cost-of-living
adjustments (COLAsS).

Figure 2. States that Reduced Pension Benefits, 2009-2014
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Many plans provide a COLA, which is an increase to benefits
while in retirement, made annually or granted by discretion, to
protect the benefits from inflation. COLAs vary in amount and
often are linked to a gauge of inflation, such as the consumer
price index (CPI), which measures the change in prices paid
for a representative group of goods and services.

A 2013 study by NASRA and the Center for State and Local
Government Excellence found that benefit reforms could re-
duce the retirement benefit of new employees by between 1
and 20 percent, compared to pre-reform benefits.'” This find-
ing did not include the future benefit impact through COLA
reductions or eliminations, which could be considerable.



COLA Reductions Significantly Impact Benefits

Depending on how long a retiree lives, how much the COLA
was reduced, and the actual rate of inflation, a COLA reduc-
tion can significantly reduce the value of a benefit over the
remaining life of a retiree. An annual COLA of two percent
will increase the value of a pension benefit by nearly 50
percent after 20 years (and protect purchasing power from
inflation). New COLA formulas for current active employees
or new hires offer lower fixed-rate COLAs, which in many
cases are linked to an external indicator such as CPI or the
plan’s funded status.'' Changes to COLA benefits for retired
members were challenged in court in most states where they
were passed. The cuts were upheld in most cases, although
the Oregon Supreme Court, for example, declared the 2013
reduction in the COLA for retirees in that state unconstitu-
tional.

Figure 3. State COLA Reductions, 2009-2015

Affecting New Hires Only [l Affecting Current Employees & New Hires

Affecting Retirees

Plans that reduced more than one element of the benefit for-
mula (final average salary and retirement multiplier) saw
the steepest cuts in benefits for new hires. Those that also
changed COLAs further reduced the value of those benefits
over time, sometimes significantly.

Employees Required to Work Longer

Pension plans for public employees require employees to
work a certain period of time, known as the vesting period,

to become eligible to receive any benefit from a pension plan.

To begin drawing a benefit, the employee must also reach a
second level of retirement eligibility, generally expressed as
a certain age, a number of years of employment, or both.
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Nine states passed laws that increased the vesting period for
new employees, from 5 years to 10. In one case—North Car-
olina—the state reversed its higher vesting period, citing a
lack of meaningful savings from the change and a conflict
with the workforce management goals the retirement system
is intended to promote.'?

Other common reforms passed included increases to the age
and service requirements that must be met to begin drawing
a benefit. Twenty-nine states increased retirement eligibility,
affecting over 40 plans, and typically took the form of an
increase in age, required years of employment, or a combina-
tion of both. These new requirements apply generally to new
hires as part of the creation of a new benefit tier, although in
a few cases the increased requirement applied to current
employees.

In establishing lower benefits for new hires, some states
eliminated retirement at any age with a specified amount of
service. Increases to retirement eligibility covered a wide
range, from an additional one to five years of age needed
and/or an additional two to five years of service required to
become eligible to begin receiving a retirement benefit. Most
increases to the retirement age were by two years, and most
increases to required service were by five years.

(T wenty-nine states increased retirement\
eligibility, affecting over 40 plans, and
typically took the form of an increase in
age, required years of employment, or

\_ a combination of both. )

Most States Retained Traditional Pension Plans
- But Not All

Nearly every state chose to retain its traditional pension plan
and modify employer and employee contributions, restructure
benefits, or both, as closing their traditional pension plan to
future (and, in some cases, existing) employees could in-
crease—rather than reduce—costs.”> Providing only an
individual account plan (i.e., 401k) does not meet important
retirement security, human resource, or budget objectives.
Some states, however, have looked at plan types that
combine elements of traditional pensions and individual
account plans. A combination hybrid plan combines a
defined benefit plan, typically with a more modest



level of benefit, with participation in an individual account
plan. A cash balance plan features individual employee
accounts with guaranteed investment returns on contribu-
tions. Most cash balance plans in the public sector require
the benefit to be paid in the same way as a traditional pen-
sion, that is, monthly payments guaranteed over an employ-
ee’s lifetime once the employee meets a required minimum
age and/or years of employment. Some cash balance plans in
the public sector, however, operate more like an individual
account plan, where an employee may draw down on their
accumulated account in retirement, which can be exhausted.
Although hybrid and cash balance plans have been in place
in public sector retirement systems for decades, this plan
design received increased attention in recent years.

Since 2009, five states—Michigan, Utah, Rhode Island,
Virginia, and Tennessee—created combination hybrid plans
and two states—Kansas and Kentucky—created cash bal-
ance plans for newly hired state or educational employees, or
both."* Rhode Island was the only state that passed a new
plan type—a hybrid plan—requiring participation from

some current plan participants.

Figure 4. Statewide Hybrid Plans Established 2009-2014

Plan Type Combination hybrid Cash balance

Two states—Arizona and Oklahoma—enacted legislation
closing the traditional pension plan and placing newly
hired workers into individual account plans. In Arizona,
the change affected only future elected officials, and in
Oklahoma, only state employees hired as of November 1,
2015 were affected.

In most cases, changes to plan design were purely prospec-
tive, i.e., establishing new plan designs for newly hired
workers only. In other cases, a new plan design was coupled
with changes to the existing defined benefit plan, in an effort
to address the costs.

Nearly every state chose to retain its
traditional pension plan and modify
employer and employee contributions,
restructure benefits, or both.

Pension Reforms Faced Legal Challenges

Roughly half of the states were sued regarding their pension
reforms. In many cases, what was upheld in one state was
struck down in another. For example, employee contribution
increases were upheld in Florida, yet they were found illegal
in Arizona. A reduction in retiree cost-of-living calculations
was deemed constitutional in Colorado, yet was struck down
in Oregon.

Two clauses in the US Constitution often cited as protecting
pension benefits include: Article 1, Section 10 (clause 1),
known as the Contracts Clause, states that “No State shall
enter into any Treaty...impairing the Obligation of Con-
tracts.” The Fifth Amendment contains what is called the
Takings Clause: "No person shall be ... deprived of life,
liberty, or property, without due process of law..." Levels
and types of legal protections for public pensions vary by
state and are considered by some to be unclear or uncertain.

Self-Adjusting Features Can Alter Plans
Considerably

A number of state plans employ self-adjusting features that
do not require legislative changes. For example, plans for
some or all workers in Arizona, lowa, Nevada, and Pennsyl-
vania require employee contributions to fluctuate depending
upon the plan’s actuarial or financial condition. In Idaho and
Colorado (for public safety officers), the board of the public
retirement systems can increase the employee contribution
rate, and in Idaho and some other states, the board can in-
crease the employer contribution rate. In the vast majority of
states, the employer contribution rate is automatically adjust-
ed to meet an amount determined by the system’s actuary.

Other states automatically alter benefit levels depending on
factors such as plan funding ratio, investment performance,
inflation, or some combination of these. Retirees of the
Wisconsin Retirement System (WRS), for example,
receive a benefit that is automatically subject to annual
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adjustment depending on the performance of plan invest-
ments. WRS does not provide an annual COLA to retired
members; rather, benefits may be adjusted if the fund expe-
riences investment gains, and increases provided in prior
years may be adjusted downward or eliminated entirely in
years in which investments perform poorly (reductions
may never fall below the base benefit). In 2014, WRS
announced the first post-retirement benefit increase in five
years after several years of favorable investment returns.
Some retirees, particularly those who have been retired for
longer periods, experienced five consecutive years of reduc-
tion in their benefit.

In these and other instances, law changes were not required,
but plan financing and benefit levels were nevertheless
altered. In some cases, they were altered even more signifi-
cantly than states that enacted pension reform laws.

Public Pension Landscape Changed to Meet the

Unique Needs of Each State

As the Center for Retirement Research at Boston College
notes in its issue brief “State and Local Pension Costs:
Pre-Crisis, Post-Crisis, and Post-Reform,” a state’s appetite
for pension reform was largely in line with the size of the
fiscal issues the state faced. Generally, plans that were more
poorly funded enacted reforms that were more comprehen-
sive than states that were well funded.

Each legislature passing pension reform approached the
process given their unique set of economic and demograph-
ic circumstances. However, one overarching characteristic
shared by most of the reforms is a shift from employers to
employees of the risk associated with financing retirement
benefits.

Most public retirement plans are risk-sharing arrangements,
meaning that the plan is designed to have employees share
some of the risk of the benefit or its cost. Recent pension
reforms clarified, strengthened, or established new risk-
sharing mechanisms for benefit levels, required contribu-
tions, or delivery of benefits through different plan designs.
These new features include, for example, contribution rates
or benefits that can increase or decrease depending on
factors such as fund investment performance, the funding
condition of the plan, and/or the measured increase in the
cost of living. In some cases, these changes were made per-
manent for new employees and some current participants.
Other risk-distributing changes were made on an as-needed
basis.'” The outcome of nearly all reforms passed during

this period is that public employees are responsible for an
increasing share of funding of their retirement benefits and
in some cases, the accumulation of their own retirement
assets.

One overarching characteristic shared
by most of the reforms is a shift
from employers to employees of the risk
associated with financing retirement
benefits.

Retirement plans for public employees were altered in many
ways during this reform wave. The state-by-state listing on
the following pages presents detailed descriptions of changes
affecting contributions, benefits, or eligibility for retirement
plans that were affected by pension reform legislation. The
details in this section are intended to reflect the pension
reforms as passed by the legislature in each state.
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1Selected Approved Changes to State Public Pensions to Restore or Preserve Plan Sustainability, NASRA, updated June 2015
2http:/ /www .federalreserve.gov/releases/z1/20090611/z1.pdf

3Joint submission from national organizations representing state and local governments, public officials, public employees
and retirement systems to the Senate Finance Committee Tax Reform Working Group on Savings & Investment:
http:/ /www.nasra.org/ files/ Letters /PublicPensionNetworkCommentsSFCWorkingGroup4-15-15.pdf

4NASRA Resolution 2010-01, Guiding Principles for Retirement Security and Plan Sustainability and 2006-04, Supplemental
Plans for State and Local Government Employees, http://www.nasra.org/resolutions

5The Public Fund Survey is a compendium of data and information on public employee retirement systems maintained by
NASRA and representative of approximately 85 percent of the overall public pension community.
http:/ /www.publicfundsurvey.org

6Public Fund Survey Summary of Findings for FY 13, NASRA

7Average salary is measured over a designated portion of the worker’s career, typically the final three or five years.

8Effects of Pension Plan Changes on Retirement Security, NASRA and the Center for State & Local Government Excellence,
April 2014 (Table 1, page 3)
http:/ /www.nasra.org/files /JointPublications/ Effects %200f % 20Pension % 20Plans % 200n % 20Retirement % 20Income.pdf

9NASRA Issue Brief: Cost-of-Living Adjustments, February 2014 www.nasra.org/colabrief

10Report to the 2014 Session of the 2013 General Assembly of North Carolina, North Carolina General Assembly Legislative
Research Commission, March 31, 2014 (page 13)

http:/ /www.ncleg.net/ documentsites /committees/Irc /2014 %20Committee % 20Reports %20to % 20LRC / Committee % 200n %
20Treasurer %20Investment %20Targets %20and %20State % 20Employee % 20Retirement % 200ptions.pdf

1INASRA and The Center for State & Local Government Excellence (Figure 2, page 8)

12NASRA, “Cost of Switching from a Defined Benefit to a Defined Contribution Plan,”
http:/ /www.nasra.org/plandesignchange

1BNASRA Issue Brief: State Hybrid Retirement Plans, September 2013 www.nasra.org/hybridbrief

14State and Local Pension Costs: Pre-Crisis, Post-Crisis, and Post Reform, The Center for Retirement Research at Boston Col-
lege, March 2013 http:/ / crr.bc.edu/briefs/state-and-local-pension-costs-pre-crisis-post-crisis-and-post-reform/

15N ASRA Issue Brief: Shared Risk in Public Retirement Plans, June 2014 http:/ /www.nasra.org/content.asp?contentid=124

1eN'ASRA Issue Brief: Shared-Risk in Public Retirement Plans, June 2014 www.nasra.org/sharedriskbrief
17NASRA Issue Brief: Shared-Risk in Public Retirement Plans, June 2014 www.nasra.org/sharedriskbrief
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