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Pension plans for state and local employees are, as a whole, sig-
nificantly underfunded. This underfunding creates intense fiscal pres-
sure on governments and often either crowds out other desired gov-
ernmental spending or results in employees and retirees losing earned
benefits. Political theorists explain that underfunded public pension
plans are all but inevitable given the political realities that affect fund-
ing decisions. Politicians who desire to be reelected should rationally
prefer to spend money on current constituents, rather than commit
scarce funds to a pension plan to pay benefits due to workers decades
in the future. These dynamics are exacerbated by existing state fiscal
constitutions that require balanced budgets and often restrict the abil-
ity to raise taxes. Paying a pension plan less than the amount due
provides an easy way to free up money in the state budget by creating
a form of debt that is ignored for purposes of balanced budget re-
quirements. This Article presents an original analysis of the effect that
state fiscal constitutions—even those that contain explicit require-
ments to fund public pension plans— have on public pension funding
dynamics. It finds that even where explicit constitutional funding re-
quirements are in place, plans often continue to be underfunded both
because of political and financial pressures and because of the distinct
lack of an enforcement mechanism. The Article concludes by suggest-
ing that these weaknesses in pension funding requirements can be ad-
dressed through the creation of clear and objective funding standards
and, most importantly, through the creation of enforcement mecha-
nisms that can, where appropriate, override legislative decisions to
underfund public pension plans.

*  Professor of Law, University of Minnesota Law School. I am grateful to Peter Conti-Brown,
Brian Galle, Natalya Shnitser, and David Skeel, as well as the participants in the Federal Reserve
Bank’s Conference on Public Pension Underfunding, the Marquette University Employee Benelits
Conference and faculty workshop, and the University of Minnesota Public Law Workshop for helpful
discussion of, and comments on, carlicr drafts of this Article.

117



118 UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2015

TABLE OF CONTENTS

L INTRODUCTION ....cutitiiiieiieittesieeeitesiee st e steeseessaeseaeesaesaaesanessaeenneenns 118
I1. BACKGROUND ON PUBLIC PENSION PLANS & THEIR
FUNDING . ...oiitiiieeeeee ettt as 123
A. The State of PUblic PENSIONS ...........ccoccuvevveevceninciieienenieienaens 123
B.  Pension Funding 101 ...........c.ccocoooeveinininenniiineeneeeeeeee 123
C. Why Do Public Plans Lack Funding Discipline? .................. 128
111 USING LAW TO IMPOSE FUNDING DISCIPLINE ......c.cccovveenieeniens 131
A. State Constitutional Funding Requirements....................c....... 134
1. A Note on ENdOgeneity..........cuueceeveneneniieneneneerenaens 135
2. Current Funded StAIUS ...........ccovevenenevniininieinencneeenn. 137
3. Do States with Constitutional Funding Requirements
Make Their Annual Required Contribution? ................... 139
4. Are Actuarial Assumptions Better or Worse than
AVEFAGE? ..ottt ettt 141
B. Do Fiscal Constitutions Provide Effective Recourse Where
Plans Are Underfunded? ...............ccoooevevecnoinenenncnineneeen. 147
1. Attempts to Enforce Funding Requirements..................... 148
2. Challenges to Actuarial Assumptions: Kosa &
Professional Firefighters of New Hampshire................... 148
3. The Remedy Problem: Musselman.................cccccuevennnne.. 151
4. Why Aren’t Enforcement Actions More Common? ......... 152
C. Should Law be Used to Impose Discipline? Answering the
INSttutional QUESHION ..........occueeeeeeeeeceeeceeceeeeeee e 154
IV. IMPROVING THE LAW AND POLITICS OF PUBLIC PENSIONS ....... 156
A. Lessons from Common Law Jurisdictions...................c.c....... 157
B.  The Federal Standard ..................cccocvevinevninenennneneneeenn. 159
C. Toward an Effective Fiscal Constitution for Pension
FURAING ...ttt 161
1. Creating an Effective Constitutional Funding
ReqUITEMENt .............coceueeeiiniiiiinieeieteeeeeee e 161
2. Addressing the Need for Fiscal Flexibility......................... 166
3. Complimentary Strategies ...........c.cueereeeneeenerenenuenennen. 168
V. CONCLUSION ..ottt 168
APPENDIX A: RELEVANT STATE CONSTITUTIONAL LANGUAGE ......... 170
APPENDIX B: BENEFIT CHANGES 2001-2012......cccooviiiiiiiiiiiiiciccne, 174

I. INTRODUCTION

In Central Falls, Rhode Island, the city’s bankruptcy resulted in re-
tired city employees, including police and firefighters, having their
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earned pension benefits reduced by fifty percent.! Retirees in Detroit,
Michigan were threatened with similar cuts under the city’s initial bank-
ruptcy plan.? These pension benefits are at risk in bankruptcy because
the governments involved did not fully fund their plans, and the plan’s
unfunded liabilities are therefore a debt of the city that may be adjusted
in bankruptcy.* Reducing pension benefits because politicians failed to
adequately fund a plan puts public employees at particular risk, given
that over one quarter of such employees do not participate in the federal
Social Security program, and therefore have no other form of guaranteed
retirement income.*

The negative effects of underfunding are not, however, limited to
cities in bankruptcy. The majority of public plans are underfunded,” and
such underfunding can place enormous fiscal pressures on cities and
states by crowding out other governmental spending.® If a state systemi-
cally underfunds its pension plan and thereby creates significant unfund-
ed pension liabilities, it will have less money available in the future to
hire teachers, police officers, and firefighters, or to invest in any other
type of public spending when the pension bill eventually comes due.” In
addition, significant pension liabilities may impact a state or city’s ability
to borrow funds at a reasonable cost through the bond market.® Because
of the widespread effect that pension liabilities have on a state or city’s
fiscal health, responsible plan funding is an issue in which all taxpayers
have an enormous stake.

1. Jess Bidgood, Plan to End Bankruptcy in Rhode Island City Gains Approval, N.Y. TIMES,
Sept. 7,2012, at A21.

2. See, e.g., Matthew Dolan, Detroit Files Debt-Cutting Plan, WALL ST. J., Feb. 21, 2014, online.
wsj.com/article/SB10001424052702303775504579396992180729508; Steven Yaccino & Michacl Cooper,
Cries of Betrayal as Detroit Plans to Cut Pensions, N.Y. TIMES, July 22, 2013, at Al; see also Rick
Lyman & Mary Williams Walsh, One City’s Return to Solvency Leaves Big Problem Unsolved, N.Y.
TIMES, Dec. 6, 2013, at Al (noting that Stockton’s bankruptcy plan will leave pensions unattected).

3. David A. Skecl, Jr., State of Bankruptcy, 79 U. CHL L. REV. 677 (2012); David A. Skecl, Jr.,
Is Bankruptcy the Answer for Troubled Cities and States?, 50 Hous. L. REv. 1063, 1073-74 (2013);
Richard M. Hyncs & Steven D. Wall, Pensions and Property Rights in Municipal Bankruptcy, REV.
BANKING & FIN. L. (forthcoming 2014).

4. U.S. GOV'T ACCOUNTABILITY OFFICE, GAO-12-322, STATE AND LOCAL GOVERNMENT
PENSION PLANS: ECONOMIC DOWNTURN SPURS EFFORTS TO ADDRESS COSTS AND SUSTAINABILITY 5
(2012), available at hitp://www.gao.gov/asscts/590/589043.pdl.

5. See, e.g., PEW CTR. ON THE STATES, THE WIDENING GAP UPDATE 2 (2012), available at http:
[lwww.pewtrusts.org/~/media/legacy/uploadedliles/pes_asscts/2012/PewPensionsUpdatepdf.pdl  (find-
ing that thirty-four states had plans that were below the eighty percent funding level generally consid-
cred healthy [or public plans); BOSTON COLL. CTR. FOR RET. RESEARCH, PUBLIC PLANS DATABASE,
FUNDING AND REQUIRED CONTRIBUTION (ARC), available at http:/pubplans.bc.edu/pls/apex/t?p=
1988:16:1400295450318::NO:RP,16: (finding that, on avcrage, public plans were 75.6 percent [unded).
But see AM. ACAD. OF ACTUARIES, THE 80% PENSION FUNDING STANDARD MYTH (2012), available
at hitp://www.actuary.org/liles/80_Pcrcent_Funding_IB_071912.pd[ (disputing the notion that a plan’s
funded ratio accurately reflects a plan’s financial health).

6. PEW CTR. ON THE STATES, supra note 5, at 4.

7. 1d.

8. See, e.g., lllinois: Pension Woes Cause Downgrade to Credit, N.Y. TIMES, Junc 4, 2013, http://
www.nytimes.com/2013/06/04/us/illinois-pension-woes-cause-downgrade-to-credit.html?_r=0 (detailing
Illinois’ credit downgrade in response to unfunded pension liabilities).
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Given that public plans are funded through political budget pro-
cesses, it is unsurprising that many of these plans do not receive the nec-
essary annual contributions to ensure the plans’ financial health and sta-
bility. For a politician, it may be unwise to spend scarce budgetary dollars
on a pension plan contribution, which will help provide benefits decades
in the future, compared to spending those budgetary dollars on some-
thing that provides immediate returns to the constituents that the politi-
cian relies upon for reelection.

State constitutions, which in nearly every state include balanced
budget requirements, and in many cases limit the ability to raise taxes,
heighten this pressure.” As a New Hampshire politician explained, “it be-
comes budget desperation when you’re looking to balance the budget.
You need a few million dollars, well, we’ll just adjust some projections,
and short-fund the retirement system and take six million dollars, and
spend it some place else.”" These constitutional provisions are particu-
larly problematic during times of economic downturn, as pension funding
needs tend to be countercyclical, resulting in increased contributions
when the economy is suffering because of declines in the market value of
assets held by the plans. As a result, pension contribution requirements
are often historically large during years in which state revenues are re-
duced." Where a state’s constitution requires a balanced budget, and pol-
iticians are either unable or unwilling to raise revenue through a tax in-
crease, underfunding pensions is an easy solution to budget pressure.
When required pension contributions are not made, the state is essential-
ly borrowing from the plans—it has paid them less than they are due.
Pension debt, however, is not recognized for purposes of balanced budg-
et amendments,"” and is therefore an easy way to engage in debt-financed
spending while staying within the confines of the law.

In some states, politicians and the public have recognized the politi-
cal pressures that may result in plan underfunding, and have amended
their constitutions to require such plans to be funded on an annual, actu-
arially sound basis.” To the extent that they are effective, these provi-

9. See, e.g., Isabcl Rodrigucz-Tcjedo & John Joseph Wallis, Fiscal Institutions and Fiscal Crises,
in WHEN STATES GO BROKE: THE ORIGINS, CONTEXT, AND SOLUTIONS FOR THE AMERICAN STATE
IN FISCAL CRISIS 9, 19 (Pcter Conti-Brown & David A. Skeel, Ir., ¢ds., 2012); Steven M. Shellrin, State
Budget Deficit Dynamics and the California Debacle, 18 J. ECON. PERSP. 205, 206 (2004) (noting that
cvery state exeept Vermont has some type of balanced budget requirement).

10.  Board of Trustees of The New Hampshire Judicial Retirement Plan v. Secretary of State, No.
2009-621, at *6 (Mcrrimack N.H. Oct. 27, 2010), available at hitp://www.courts.statc.nh.us/supreme/
opinions/2010/2010116judrp.pdt (citing NEW HAMPSHIRE JOURNAL OF THE CONSTITUTIONAL
CONVENTION 263 (1984) (statement of Delegate King)).

11. See U.S. GOV'T ACCOUNTABILITY OFFICE, supra note 4, at 17-18.

12. Sheffrin, supra note 9, at 213.

13.  See Musselman v. Governor, 448 Mich. 503, 516 (1995) (discussing the state’s failure to com-
ply with the constitutionally-required annual funding of pensions); see also Susan M. Cover, State
Budget Gets Grip on Pension Costs, ME. SUNDAY TELEGRAPH, July 17, 2011, at Al (describing
Maine’s adoption of a pension [unding amendment); Jell E. Shapiro, Support Mounting for Pension
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sions help ensure that a plan has sufficient assets to pay promised bene-
fits, and also help enforce intergenerational fairness by preventing pen-
sion costs of the current generation being shifted to future generations.

Intergenerational fairness in the pension context generally refers to
the belief that pension costs should be paid by the taxpayers who benefit-
ted from the service of the employees." In other words, pension costs
should be paid as they are accrued, and not shifted to future taxpayers
who did not benefit from the teachers, firefighters, and police officers of
decades past. Ensuring intergenerational fairness therefore means that
pension costs are funded adequately on an ongoing basis. As the
Michigan Supreme Court explained, “failing to fund pension benefits at
the time they are earned amounts to borrowing against future budgets, or
‘back door’ spending.”"

Unfortunately, as this Article will explain, even states that have at-
tempted to ensure intergenerational fairness and fiscal stability through
constitutional funding mandates have had difficulty creating clear, en-
forceable funding requirements. A primary weakness in these constitu-
tional funding requirements is that there is no generally accepted stand-
ard for funding a pension on an “actuarially sound” basis, and the
constitutional language does not define the funding requirement any fur-
ther. Essentially, anything that falls within the range of acceptable actu-
arial standards of practice would be permissible, and these standards al-
low for a significant amount of manipulation. For example, by simply
assuming your pension plan assets will earn ten percent over time instead
of six percent, your annual pension contributions will be greatly reduced.
Thus far, courts have been uniformly unwilling to police these methods
and assumptions.'

Even if we could solve the problem of manipulable funding stand-
ards and assumptions, there would remain a problem with respect to en-
forcement. Where politicians voluntarily fund pension plans in accord-
ance with acceptable funding standards, no problem exists. But as this
Introduction has briefly discussed, politicians have no incentive to do so.
The enforcement issue, therefore, is the issue of forcing pension alloca-
tions against legislative will. Even in cases where state constitutions uti-
lize mandatory language with respect to pension funding (e.g., “the legis-
lature shall fund pension plans . . .”) courts have found such provisions to
be unenforceable. There are two primary hurdles with respect to en-

Amendment, RICHMOND TIMES DISPATCH, Oct. 24, 1996, at B-3 (dcscribing a movement in Virginia
for a constitutional amendment to protect public employee pensions).

14. Report of the Blue Ribbon Panel on Public Pension Plan Funding, INDEP. PANEL
COMMISSIONED BY THE SOC’Y OF ACTUARIES 7 (2014).

15. 1 OFFICIAL RECORD, MICHIGAN CONSTITUTIONAL CONVENTION 772-73 (1961). See
Musselman, 448 Mich. at 512.

16. See Professional Fire Fighters of New Hampshire v. New Hampshire, No. 217-2011-CV-
00385, at *23 (Merrimack Super. Ct., Jan. 6, 2012) (on file with author) (accepting changes in state
actuarial assumptions which New Hampshire state employecs claimed reduced their pension benefits).
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forceability. The first is standing. Courts have held that pension partici-
pants lack standing to challenge the legislature’s failure to comply with
funding requirements because such participants cannot show that they
have been harmed by underfunding."” Pursuant to such reasoning, a par-
ticipant could not successfully challenge underfunding until the plan ac-
tually runs out of money to pay the challenging participant’s benefits.
The second hurdle is the lack of a remedy. For various reasons, courts
have held that they lack the power to remedy breaches of constitutional
funding requirements.” Sometimes this is because state law prohibits any
allocations from the treasury other than through the legislature.” In oth-
er cases, there simply are not monies available to be directed.”” As a re-
sult, even where there is clear, mandatory language in a state constitution
requiring pensions to be adequately funded on an annual basis, such pro-
visions are often meaningless against contrary legislative will, leaving
both pension participants and future taxpayers vulnerable to the effects
of cumulative underfunding.

This Article begins in Part II by providing background on public
pension plans and the basics of funding such plans, including a discussion
of the political factors that impact funding decisions. Part III then ex-
plores the possibility of using law to impose funding discipline. It begins
by examining the effectiveness of existing state constitutional pension
funding requirements in the eight states the currently have such provi-
sions in their constitutions. After examining the effectiveness of these
mandates, Part III then analyzes whether amending state constitutions to
require pension funding is normatively desirable, or whether funding de-
cisions are best left to the political process. Part IV concludes by propos-
ing improvements to states’ fiscal constitutions in order to produce pen-
sion funding requirements that are enforceable, flexible, and respectful
of institutional competence and democratic accountability. Specifically,
this Article explores various mechanisms available to make funding re-
quirements enforceable, including the necessity of having a clear under-
standing of what “actuarially sound” funding entails. Once funding
standards are adequately defined, the next requirement is to create an
enforcement mechanism if the state or city declines to comply with the
funding requirement. Such mechanisms range from self-enforcing consti-
tutional funding requirements, which would fully fund pensions without
need for legislative action, to creating liens on future tax revenues or
specifying (and thereby creating) legal remedies that can be pursued in

17.  Seeid. at 23 (linding that New Hampshirc public pension participants do not have standing
to sue when the plan is underfunded).

18.  See Musselman, 448 Mich. at 521 (finding that the Michigan Supreme Court does not have
the authority to issue a writ of mandamus to order state officials to meet the constitutional require-
ment to fund state pensions annually).

19. Id. at 522.

20. Seeid. at 521.
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court. If states and cities are going to continue to offer defined benefit
pension plans, creating such funding requirements is necessary to ensure
that promised benefits can be paid when due, without shifting economic
burdens to future taxpayers.

II. BACKGROUND ON PUBLIC PENSION PLANS & THEIR FUNDING

A. The State of Public Pensions

Over twenty-seven million individuals are covered by state and local
government pension plans (for simplicity, this Article will use the term
“public pension plans” or “public plans” to refer to these state and local
plans).?* These plans hold an enormous amount of assets, with most re-
cent estimates putting that figure at $2.8 trillion.”? Unfortunately, their
liabilities are a trillion dollars larger, at $3.8 trillion.”® Despite this large
deficit, the $1 trillion funding gap does not mean that public plans are in
imminent danger of being unable to pay benefits.** Most plans have suffi-
cient assets to continue paying benefits for years or even decades to
come.”

The trillion dollar funding gap does, however, have a staggering im-
pact on state and local finances.* A plan that has an unfunded liability
must eventually make up that funding shortfall if it is to pay promised
benefits. And the larger a plan’s unfunded liability, the larger its annually
required contributions will be. The increased funding needs caused by
plan underfunding is putting significant fiscal pressure on both states and
cities, and has been recognized as one of the most critical issues in state
and local finance today.”

B.  Pension Funding 101

Most cities and states offer retirement benefits to their employees in
the form of traditional pension plans—technically referred to as “defined

21.  See U.S. GOV'T ACCOUNTABILITY OFFICE, supra notc 4, at 1.

22. ALICIA H. MUNNELL, ET AL., THE FUNDING OF STATE AND LOCAL PENSIONS: 2012-2016 2
(2013), available at hitp://crr.be.cdu/wp-content/uploads/2013/07/slp_32-508.pdl.

23. Id

24. See ALICIA H. MUNNELL ET AL, HOW WOULD GASB PROPOSALS AFFECT STATE AND
LocAL PENSION REPORTING? 9-14 (2011), available at http://crr.be.edu/wp-content/uploads/2011/
11/slp_23.pdl (providing plan [undcd ratios and methodology lor calculating “run-out” dates under a
proposed GASB specification. Under that specification, for example, the run out date for the Illinois
Tcachers’ plan is 2024. Id. at 11. The plan with the carliest run out date is Kentucky Employces’ Re-
tirement System, with a run out date of 2017. Id. at 12.).

25. Id.

26. See REPORT OF THE STATE BUDGET CRISIS TASK FORCE 30-43 (2012), available at http://
www.slatebudgetcrisis.org/wpems/wp-content/images/Report-of-the-State-Budget-Crisis-Task-Force-
Full.pdf.

27. Seeid. at 33.
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benefit plans.””® A defined benefit pension plan is one that guarantees
the benefit amount to be paid to the participant at retirement, usually
based on a formula that takes into account final salary and years of ser-
vice.” Unlike 401(k) plans, these defined benefit plans guarantee a re-
tirement benefit. The sponsoring government has the responsibility to
invest plan contributions in a manner that will ensure that assets are suf-
ficient to pay out promised benefits. If investments fail to meet return
expectations, the government bears the risk and generally must make up
any shortfall in assets that results.

While most public sector employees are covered by defined benefit
plans, such plans are increasingly uncommon in the private sector, where
401(k) plans have become the norm.*” A debate about the most desirable
form of retirement benefits is beyond the scope of this Article. It is im-
portant to note, however, that many public sector employees do not par-
ticipate in the federal Social Security system.* As a result, public pension
plans are often the only guaranteed source of retirement income for cov-
ered employees. In other words, for many public employees, the availa-
bility of their employer-provided pension benefits are as important to
their retirement security as Social Security benefits are to private-sector
employees.

The differences between 401(k)-style retirement plans and defined
benefit plans are also important to understand in the context of funding.
A 401(k) plan cannot be underfunded. Rather, the participant is entitled
only to the amount in his or her individual account under the plan.* Con-
tributions are made according to plan terms, and those contributions are
then invested, generally at the participant’s direction, and the participant
is entitled to the end result of investing such contributions.* An employ-
er’s responsibility with respect to plan funding ends when contributions
are made each year.

The same is not true for defined benefit plans. A defined benefit
plan must have sufficient assets to pay a lifetime stream of income to a
participant once he or she attains the plan’s retirement age.* It is the

28. Jack M. Beermann, The Public Pension Crisis, 70 WASH. & LEE L. REV. 3, 5 (2013).

29. Edward A. Zelinsky, The Cash Balance Controversy, 19 VA. TAX REV. 683, 687 (2000).

30. Craig Copcland, Retirement Plan Participation and Asset Allocation, 2010, EBRI NOTES
(Emp. Benefit Research Inst., Washington, D.C.), Apr. 2013, at 9, 11-12, available at http://
www.cbri.org/pdl/notespd[/EBRI_Notes_04_Apr-13_CDHPs-RetPart1.pdf (finding that among work-
ing heads of household who participated in an employer-sponsored retirement plan, 18.9 percent par-
ticipated only in a defined benelfit plan, sixty-five pereent participated only in a delined contribution
plan, and 16.1 percent participated in both).

31.  U.S. GOV'T ACCOUNTABILITY OFFICE, supra notc 4, at 5.

32.  See Amy B. Monahan, Addressing the Problem of Impatients, Impulsives and Other Imperfect
Actors in 401 (k) Plans, 23 VA. TAX REV. 471, 475-76 (2004).

33. Seeid.

34, 2012 ERISA Advisory Council Report Examining Income Replacement During Retirement
Years In a Defined Contribution Plan System,U.S. DEP'T OF LABOR, http://www.dol.gov/ebsa/
publications/2012A Creport3.html (last visited Nov. 5, 2014).
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plan sponsor’s responsibility to make sure that there are sufficient assets
to pay those benefits when they become due at retirement and through-
out a beneficiary’s life. One possible method of funding such a plan
would be on a pay-as-you-go basis, meaning that the plan sponsor simply
comes up with the money to pay benefits as they are due. For an individ-
ual who began working for the state when they were twenty-five, and
then retired forty years later at age sixty-five, the state would simply wait
until the employee attained age sixty-five and would pay out the individ-
ual’s benefits from current assets.

The problem with pay-as-you-go funding is that it shifts the com-
pensation costs for the worker to retirement years. Assuming the plan’s
benefit formula is based in part on years of service, the employee in the
previous example earned her pension over the course of forty years of
service, accruing a bit more of her benefit each year. If the state does not
pay for that employee’s retirement benefits over the course of her work-
ing career, it has essentially shifted a compensation expense to future
taxpayers (those who are paying taxes when the employee in our exam-
ple is age sixty-fix and older), even though her services did not benefit
such taxpayers. As a result, public pension plans do not (intentionally)
fund benefits on a pay-as-you-go basis.” Instead, they are funded so that
the benefits earned by an employee are funded throughout that employ-
ee’s career so that compensation costs are not shifted to a younger gen-
eration.”

Determining how to fund a pension plan throughout an employee’s
working years is not necessarily easy. The general starting point is that
each year the employer and employees should contribute enough money
to the plan to cover the cost of benefits earned during the year.”” Calcu-
lating the amount that is sufficient to fund benefits earned during the
year is not straightforward. Because the benefit is not payable until some
years in the future, and its amount depends on many factors such as the
age at which the participant retires, how long the participant lives, what
their final salary is, and the rate of investment return from the time of
contribution until payout, the contribution amount is necessarily an esti-
mate.*

35. See, e.g., ALICIA H. MUNNELL ET AL., The Miracle of Funding by State and Local Pension
Plans, CTR. FOR RET. RESEARCH AT BOSTON COLLEGE 1, 1 (2008). Historically, many pension plans
were [unded on a pay-as-you-go basis, and plans that had been funded on such a basis have shifted to
prefunding at different points in time.

36. Seeid.

37. Jonathan Barry Forman, Funding Public Pension Plans, 42 J. MARSHALL L. REV. 837, 869
(2009).

38. Id. at 843. In fact, some financial economists argue that the method used by public plans to
calculate the present value of a plan’s future liabilities is fundamentally flawed and that, as a result,
pension liabilities are very significantly understated. See, e.g., Jeffrey R. Brown & David W. Wilcox,
Discounting State and Local Pension Liabilities, 99 AM. ECON. REV. 538, 538-42 (2009); Robert Novy-
Marx & Joshua D. Rauh, Public Pension Promises: How Big Are They and What Are They Worth?, 66
J. FIN. 1207, 1207-08 (2010). The discount rate used by public plans is higher than that used by private
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The fact that the amount contributed to cover the benefits earned in
a given year is an estimate means that the amount contributed can be
more or less than necessary. For example, if a plan calculates contribu-
tion amounts assuming an eight percent rate of return on investments,
but the plan earns only five percent, the plan will have a funding short-
fall—referred to as an unfunded liability.¥ As a result, in addition to
funding benefits earned in a given year, plans must also make up any
funding shortfalls from previous years by paying down any unfunded lia-
bility. Unfunded liabilities are usually paid down (also referred to as
“amortized”) over a period of not more than thirty years,” thereby pre-
venting large financial shocks to the plan sponsor.

States and cities have generally determined their annual funding
amounts using Government Accounting Standards Board (“GASB”)
standards for determining annual pension cost. The GASB standards
were not developed as funding standards or requirements, but rather
were developed as guidelines for correct annual accounting of pension
costs for state and local governments.” They have, however, become de
facto funding guidelines.” GASB Statement 27 provides that a state or
locality’s annual pension cost is equal to the plan’s Annual Required
Contribution (“ARC”) for the year, calculated in accordance with cer-
tain valuation and actuarial parameters.* Plans then report the ARC in
their annual financial statements, and also report the percentage of the
ARC that was contributed by the plan sponsor, thereby theoretically
providing a simple method for stakeholders to determine whether the
employer has made a contribution that will cover that year’s pension

pension plans, which typically use the long-term corporate bond rate for such purposes. Forman, supra
note 37, at 862-63. Recently the Government Accounting Standards Board approved Statement No.
68, which slightly revises the discount rate public plans are allowed use. Press Release, Government
Accounting Standards Board, GASB Improves Pension Accounting and Financial Reporting Stand-
ards (June 25, 2012), http://www.gasb.org/cs/ContentServer?site=GASB&c=GASBContent_Cé&page
namc=GASB%2FGASBContent_C%2FGASBNcwsPage&cid=1176160126951. While this will not
have much of an impact on the funding status of well-funded plans, it will result in underfunded plans
reporting an even larger funding gap.

39. Vance Ginn, You Think the Deficit Is Bad? Federal Unfunded Liabilities Exceed $127 Tril-
lion, FORBES (Jan. 7, 2014, 7:00 AM), http://www.[orbes.com/sites/realspin/2014/01/17/you-think-the-
deficit-is-bad-federal-unfunded-liabilities-exceed-127-trillion/.

40. GASB Enacts Pension Accounting Reforms Regarding the Use of Discount Rates, NAT'L
ASS’N OF STATE BUDGET OFFICERS 1, 1 n.1 (July 2012), available at http://www.nasbo.org/sites/
default/files/pdl[/GASB %20Enacts %20Pcnsion %20Accounting % 20Rclorms %20Rcgarding %20the %
20Use %200f%20Discount %20Rates.pdf.

41. See MUNNELL ET AL., supra nolc 35, at 3.

42. Seeid.

43.  See, e.g., Paul Angclo ct al., GASB’s Proposed Changes to Pension Accounting Standards for
Public Sector Employees, 49 BENEFITS MAG. 38, 41 (2012), available at http://www.ifebp.org/into
request/0162095.pdf.

44, Statement No. 27 of the Governmental Accounting Standards Board Accounting for Pensions
by State and Local Governmental Employers, GOV'T ACCT. STANDARDS SERIES (Nov. 1994), http:/
www.gasb.org/jsp/GASB/Document_C/GASBDocumentPage?cid=1176160029312&acceptedDisclaim
er=true.
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costs. For this reason, many states and cities voluntarily tie their contri-
bution amounts to the ARC.#

The ARC is not, however, the objective measure that it might ap-
pear. Governments have the ability under GASB 27 to select from a
range of actuarial assumptions for use in calculating the ARC.* For ex-
ample, plans can select one of six actuarial cost methods, each of which
might produce a different ARC for the year.” Plans are free to set eco-
nomic assumptions, such as the rate of return, “based on an estimated
long-term investment yield for the plan, with consideration given to the
nature and mix of current and expected plan investments.”* Because of
the discretion plans have in selecting the assumptions used to calculate
the ARC, it is not a terribly helpful measure to compare funding disci-
pline across plans. In part because of the dissatisfaction with the ARC
measurement, GASB has eliminated the ARC reporting requirement for
public plans going forward.*”

Despite the fact that the ARC is an imperfect measure, vulnerable
to manipulation through aggressive determination of actuarial assump-
tions, it is still somewhat helpful in evaluating funding discipline. A
state's failure to contribute the ARC shows that the state is not even con-
tributing what might be an artificially low contribution amount. Recent
experience illustrates that many states fail even this basic test of financial
discipline.”

Before discussing why public plans tend to have such poor funding
discipline, it is worth briefly noting that private employer pensions have
very different funding rules. The federal government regulates pension
plan funding for private employer plans, and enforces requirements that
plans be funded so that costs are spread over employees’ working lives.™
State and local plans are exempt from these federal requirements, how-

45. Matt Taibbi, Looting the Pension Funds, ROLLING STONE (Scpt. 26, 2013), htip:/www.
rollingstone.com/politics/news/looting-the-pension-funds-20130926.

46. See Statement No. 27, supra notc 44, 4 10.

47. Seeid. J 10.d.

48. Seeid. | 10.c.

49.  See Statement No. 67 of the Governmental Accounting Standards Board Financial Reporting
for Pension Plans, GOV'T ACCT. STANDARDS SERIES (Junc 2012), htip:/www.gasb.org/jsp/GASB/
Document_C/GASBDocumentPage ?cid=1176160220594 &acceptedDisclaimer=true; Statement No. 68
of the Governmental Accounting Standards Board Accounting and Financial Reporting for Pensions,
GOV’T ACCT. STANDARDS SERIES (June 2012), available at http://www.gasb.org/jsp/ GASB/Document
_C/GASBDocumentPage?cid=1176160220621 &accepledDisclaimer=truc. But see Ratings Direct Cred-
it FAQ: Standard and Poor’s Approach to Pension Liabilities in Light of GASB 67 and 68, STANDARD
& POOR’S RATINGS SERVICES 5 (2013), htip://www.narsa.org/Files/Topical %20Reports/Credit %20
Effects/Credit_FAQ_GASB_67_&_68.pdf (suggesting that Standard & Poor’s may continue to use the
ARC as a measure of funding discipline).

50. See PEW CTR. ON THE STATES, supra note 5, at 5 (showing that thirty-one states failed to pay
one-hundred percent of their required contribution for the 2010 fiscal year).

51. 29 U.S.C. § 1083 (2012).

52. 29 U.S.C. § 1003(b)(1).
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ever, and therefore it is entirely up to a state or city to determine how it
will fund its pension plans.

C. Why Do Public Plans Lack Funding Discipline?

The explanation of why states fail to adequately fund pension bene-
fits on an annual basis is multifaceted. First, pension contributions must
generally be allocated through the state’s annual budgeting process—a
political exercise subject to political pressures. Most states have balanced
budget requirements,” creating the potential for serious constraints on
budget allocations. Politicians must often make difficult choices in this
context between raising taxes and reducing expenditures in order to bal-
ance the budget.” Politicians are also known to sometimes use various
accounting “gimmicks” to balance the budget.”> Where politicians seek to
lower pension contributions in order to ease budgetary pressure, they
can either allocate less than the full required contribution, given that do-
ing so does not create debt that is recognized for purposes of balanced
budget requirements, or in an effort to disguise such underfunding they
can manipulate actuarial assumptions in order to lower the required con-
tribution amount, in either case freeing up funds to allocate elsewhere.*

Next, funding pension benefits in the current year is actually setting
aside money that will become due in the future. As a result, current year
funding of pensions does not pay any immediate political dividends—
aside perhaps from the gratitude of those employees who are paying at-
tention to plan funding and are grateful for the improvement in the secu-
rity of their benefits. If budget dollars are scarce, and a politician must
make the choice between meeting current needs and funding benefits to
be paid years in the future, a politician is very likely to favor the current
needs. Not only is there good evidence that individuals often irrationally
favor current needs over future needs,” but given the political context
there is also the fact that favoring current needs likely has greater politi-
cal benefit.®® A politician who supports funding for the current needs of

53.  See David Gamagg, Preventing State Budget Crises: Managing the Fiscal Volatility Problem,
98 CALIF. L. REV. 749, 755 (2010).

54. Jamcs M. Polterba, State Responses to Fiscal Crises: The Effects of Budgetary Institutions and
Politics 1 (Nat’l Bureau of Econ. Research, Working Paper No. 4375, 1993).

55.  See Gamage, supra note 53, at 763.

56. Poterba, supra note 54, at 8.

57. See, e.g., R.H. Strotz, Myopia and Inconsistency in Dynamic Utility Maximization, 23 REV. OF
ECON. STUD. 165, 180 (1955); Richard H. Thaler, Some Empirical Evidence on Dynamic Inconsistency,
8 ECON. LETTERS 201, 202 (1981); see also GEORGE LOWENSTEIN, The Fall and Rise of Psychological
Explanations in the Economics of Intertemporal Choice, in CHOICE OVER TIME 3-32 (George
Lowenstein & Jon Elster, eds., 1992).

58. See JAMES M. BUCHANAN & RICHARD E. WAGNER, DEMOCRACY IN DEFICIT: THE
POLITICAL LEGACY OF LORD KEYNES 93-94 (1977) (“Elected politicians enjoy spending public mon-
ies on projects that yield some demonstrable benefits to their constituents.”). See also Brian Galle &
Jonathan Klick, Recessions and the Social Safety Net: The Alternative Minimum Tax as a Counter-
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her constituents is likely to gain more political support than a politician
who underfunds current needs in order to responsibly fund pension ben-
efits payable years in the future.” Politicians, after all, typically have rela-
tively short time horizons, with the next election being the crucial time
frame that they operate within.*® Consistent with this theory, a recent
study found that as political competition within a jurisdiction increases
(that is, as politicians face greater electoral uncertainty and pressures),
funded ratios for public plans decrease,” benefits become more gener-
ous,”” and plans are more likely to select a higher interest rate for dis-
counting their actuarial liabilities (thereby lowering their required con-
tributions).®

The short-term and self-interested focus of politicians is not unique
to pension funding. What may be unique, however, is the fact that there
is no obvious counterbalance to politicians’ inclination to underfund.*
One might imagine that workers and their representatives would lobby
to ensure sound, annual funding. But it is not always in workers’ best in-
terests to do so. First, as previously mentioned, most plans are not on the
brink of insolvency.” In many cases, therefore, current workers do not
need to worry about their pensions being paid. And even where current
workers’ benefits are at risk, those workers may believe that the legal
protection provided to plan benefits will be sufficient to force the state or
city to fund the plan sufficiently in the future. In addition, by keeping
annual pension contributions low, workers should be able to secure high-
er overall compensation, because pension costs appear artificially lower
than their true cost. In other words, workers and politicians can both
benefit by obscuring the true annual cost of pension benefits. Workers
are able to get politicians to promise higher levels of pension benefits,
while politicians get both the benefit of pension promises and the ability

Cyclical Fiscal Stabilizer, 63 STAN. L. REv. 187, 200-03 (2010) (discussing the political economic fac-
tors that encourage statcs to debt linance current spending).

59. David Gamage has explained a similar dynamic with respect to state legislatures” unwilling-
ness Lo usc surpluses during periods of strong cconomic performance to [und rainy day funds to cush-
ion periods of weak economic performance. See Gamage, supra note 53, at 766 (noting that investing
in a rainy day [und is the cquivalent of a gilt to one’s political successors, and that a politician can ad-
vance both her personal electoral prospects and partisan agenda by instead either using the surplus to
cut taxes or to increase current spending).

60. BUCHANAN & WAGNER, supra note 58, at 159.

61. Sutirtha Bagchi, The Effccts of Political Competition on the Funding and Generosity of
Public-Sector Pension Plans 19-20 (Nov. 16, 2013) (unpublished manuscript), available at http://site
maker.umich.cdu/sbagehi/files/job_market_paper.pdl.

62. Id. at 26.

63. Id. at31.

64. See Sarah F. Anzia & Terry M. Moe, The Politics of Pensions 5 (Am. Pol. Sci. Ass’n, Work-
ing Paper, 2013), available at hitp://papers.ssrn.com/sol3/papers.cfm?abstract_id=2300640 (observing
that, with respect to public pensions, all of the organized interest groups were pushing in the same di-
rection— “a classic formula for political capture”).

65. See Melanie Hicken, Retired Union Workers Facing ‘Unprecedented’ Pension Cuts, CNN
MONEY (Nov. 15,2013, 11:13 AM), http://money.cnn.com/2013/11/15/retirement/pension-cuts/.
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to pay for other current constituent needs.” Evidence suggests that this
political behavior is bipartisan.”” As Anzia and Moe point out, the ability
to increase benefits without having to face the costs of doing so “is an al-
luring political calculus that knows no party lines.”®

Compounding these problems is the fact that pension contribution
needs tend to be countercyclical. When the economy is doing well and
state revenues are high, pension funds usually enjoy strong investment
returns and thus have relatively low contribution needs.” When the
economy is doing poorly, state revenues are down, and social needs
greatest, pension funds often experience market losses and, therefore,
require relatively larger contributions.” In other words, pension funds
often need the most money at the exact time that states are under the
greatest fiscal stress.

Perhaps because of these known political pressures, many states
have sought to impose funding discipline through various legal require-
ments to contribute the ARC. Many states have done so through statuto-
ry requirements, although previous research has illustrated that these
have been largely ineffective.” Eight states, however, have done more
than simply passed a statutory funding requirement (which can easily be
amended if political pressure to do so is strong enough). They have in-
stead amended their fiscal constitutions to require state pension plans to
be funded annually on an actuarially sound basis.”

Whatever the method used, finding a way to impose effective fund-
ing discipline is important if states and cities want to maintain defined
benefit pension plans. Without funding discipline, lawmakers will face
the undesirable choice between reducing benefits that have been earned
by employees™ or shortchanging taxpayers by allowing pension funding
to crowd out desired public services. Neither is a good outcome, and both
result in significant negative consequences for a state or city and its
citizens.”

66. See BUCHANAN & WAGNER, supra note 58, al 99 (cxplaining that by borrowing to pay for
publicly-financed goods, rather than paying for such goods through current taxation, governments
“will tend to purchase morc publicly provided goods and services than standard cfficicney criteria
would dictate”) (internal quotations omitted). See also Beermann, supra note 28, at 27-29.

67. See Anzia & Moc, supra notc 64.

68. Id. at 6.

69. See U.S. GOV'T ACCOUNTABILITY OFFICE, supra notc 4, at 17-18.

70.  Seeid.

71. See Thomas J. Fitzpatrick, IV & Amy B. Monahan, Who's Afraid of Good Governance? State
Fiscal Crises, Public Pension Underfunding, and the Resistance to Governance Reform, 66 FLA. L. REV.
1317, 1324 (2014).

72.  See Part IILA, infra.

73.  See Poterba, supra note 54.

74. See, e.g., Anna Gelpern, Bankruptcy, Backwards: The Problem of Quasi-Sovereign Debt, 121
YALE L.J. 888, 905-07 (2012).
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ITI. USING LAW TO IMPOSE FUNDING DISCIPLINE

Flaws in the political budgeting process are not unique to pension
funding allocations. Politicians who seek to be reelected will often favor
debt-financed spending on current needs, because it allows them to get
the benefit of spending while leaving future politicians to pay the bill.”
And for various reasons, politicians may often want to allocate more or
less money to specific budgetary needs than would be optimal. States
have often reacted to these perceived political shortcomings by adopting
what are known as “fiscal constitutions.”” That term refers to provisions
enshrined in state constitutions that dictate the bounds of legislative fis-
cal activity.”

Nearly every state’s fiscal constitution contains some type of re-
striction on the ability of the state to finance its operations through debt,
often referred to as balanced budget requirements.”” Many states also
have constitutional restrictions on the ability of the state to raise tax
rates, and some also contain limitations on specific expenditures.” In or-
der to smooth revenue among periods of economic boom and bust, a ma-
jority of states also have some type of requirement to set aside budget
surpluses for use in economically lean times, although the requirements
and specifics of these rainy day funds vary significantly.” Other than the
handful of states that have pension funding requirements, few states have
explicit spending requirements in the state constitution. The most promi-
nent example of a constitutional spending requirement is California’s
Proposition 98, which requires the state to allocate a specific amount to
K-14 education.*!

While the historical context of balanced budget amendments and
tax limitations differ significantly from each other,” there are certain
shared features of fiscal constitutions that are important to understand.

75. BUCHANAN & WAGNER, supra note 58, at 159.

76. See Isracl Rodrigucz-Tejedo & John Joscph Wallis, Lessons for California from the History
of Fiscal Constitutions, 2 CALIF. J. OF POL. & PoL’Y 1, 3-6 (2010), available at http://econweb.
umd.cdu/~wallis/MyPapers/Tejcdo&Wallis_Final.pdl.

77. Seeid. at 3.

78.  See Gamage, supra note 53, at 755 (noting that [orty-ninc statcs have balanced budget re-
quirements); Rodriguez-Tejedo & Wallis, supra note 9, at 19; Sheffrin, supra note 9, at 206 (every state
cxcept Vermont has some type of balanced budget requirement).

79. See Gamage, supra note 53, at 757.

80. See, e.g., Brian Knight & Arik Levinson, Rainy Day Funds and State Government Savings, 52
NAT'L TAX J. 459, 463-65 (1999).

81. For an overvicw ol Proposition 98, scc Rob Manwaring, Proposition 98 Primer, CALIF. LEG.
ANALYST’'S OFF. (Feb. 2005), available at http://www.lao.ca.gov/2005/prop_98_primer/prop_98_
primcrfUZUSOS.hlm. See also NIRUPAMA JAYARAMAN, CALIFORNIA BUDGET PROJECT, SCHOOL
FINANCE IN CALIFORNIA AND THE PROPOSITION 98 GUARANTEE (2006), http://www.cbp.org/pdfs/
2006/0604_prop98.pdf. One of the primary criticisms of Proposition 98 is that it has “paralyzed” the
California state budget. Some studies have disputed this effect. See, e.g., John G. Matsusaka, A Case
Study on Direct Democracy and Fiscal Gridlock: Have Voter Initiatives Paralyzed the California Budg-
et?, 5 STATE POL. & POL’Y Q. 248 (2005).

82. See Gamage, supra note 53, at 761-63.
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The purpose of fiscal constitutional provisions is, at its core, to prevent
certain types of state and local fiscal decisionmaking.*® In a sense, fiscal
constitutions are a type of precommitment device for legislators, often
imposed not by legislators themselves, but by the electorate.*

State fiscal constitutions have been roundly criticized in the aca-
demic literature on various grounds.* Such criticism has been based
largely on the economic impact of balanced budget requirements and tax
limitations, which prevent state governments from responding to eco-
nomic boom and bust cycles as Keynesian economic theory would sug-
gest.® A state that cannot incur debt during economic downturns, and is
at the same time constrained in its ability to raise taxes, may find itself
not only unable to meet its citizens’ needs, but also inadvertently making
the effects of the economic downturn worse by constraining spending.*
The existence of rainy day funds may help mitigate these effects, al-
though studies show that the use and effectiveness of such funds is
mixed.”

Historically, states reacted to fiscal contraction through a mix of tax
increases and spending cuts.*” With the advent of the antitax movement,
however, states have increasingly responded to fiscal contraction through
spending cuts, with much less reliance on tax increases.” This increased
reliance on spending cuts in the face of fiscal contraction puts increasing
pressure on budget allocations. This pressure has been particularly note-
worthy in its effect on “countercyclical programs”—that is, programs
whose needs increase in the face of economic downturns.” Examples of
such programs include state Medicaid programs, as well as programs
such as unemployment and food aid, where needs increase when state
residents lose jobs or income. Super has found that fiscal constitutions

83. Richard C. Schragger, Democracy and Debt, 121 YALE L.J. 860, 870-71 (2012).

84. See Costas Azariadis & Vincenzo Galasso, Fiscal Constitutions, 103 J. ECON. THEORY 255,
256 (Jan. 30, 2002).

85.  See generally Gamage, supra notc 53; Schragger, supra note 83; David A. Supcr, Rethinking
Fiscal Federalism, 118 HARV. L. REV. 2544 (2005).

86. Gamage, supra note 53, at 760-61.

87. See id. at 777-78; Schragger, supra note 83, at 869. While many states have provisions in
place [or so-called rainy day [unds, which arc designed to allow a statc to sct aside [unds during strong
economic performance for use during downturns, such funds have not generally performed as intend-
cd. See Brian Galle & Kirk J. Stark, Beyond Bailouis: Federal Tools for Preventing State Budget Crises,
87 IND. L. REV. 599, 611-17 (2012).

88. See generally Antonio Fatas & Ilian Mihov, The Macroeconomic Effects of Fiscal Rules in
U.S. States, 90 J. PUB. ECON. 101 (2006); Galle & Stark, supra note 87; Knight & Levinson, supra note
80; Dan Stanscl & David T. Mitchell, State Fiscal Crises: Are Rapid Spending Increases to Blame?, 28
CATO J. 435 (2008).

89. Gamage, supra notc 53, at 757.

90. Id. For an overview of the history of the antitax movement, and particularly Grover
Norquist’s influence on the movement, see Diane L. Fahey, The Movement to Destroy the Income Tax
and the IRS: Who is Doing It and How They Are Succeeding, 15 FLA. TAX REV. 157,206-11 (2014).

91. See, e.g., Laura Snyder & Robin Rudowilz, State Fiscal Conditions and Medicaid: 2014 Up-
date, HENRY J. KAISER FAM. FOUND. (Apr. 4, 2014), http:/kff.org/report-section/state-fiscal-
conditions-and-medicaid-2014-update-issue-brief-8572/.
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that constrain both state debt and tax increases “systematically disfavor
countercyclical programs and tend to shift money out of those programs
over the course of the business cycle.”” While not the focus of Super’s
work, his criticism of state fiscal constitutions can easily be extended to
their impact on pension funding. Pension funding needs are also counter-
cyclical, in that market downturns negatively affect assets held by pen-
sion plans, which increases their unfunded liabilities, in turn increasing
their funding needs. In addition, failing to adequately fund a pension
plan is a convenient way to move debt “off-budget,”” further adding to
the attractiveness of shortchanging pension contributions when revenues
shrink and debt financing is otherwise constrained. As a result, state fis-
cal constitutions, absent effective pension funding requirements, may
strongly contribute to pension underfunding.”

The existing studies of state fiscal constitutions, however, have been
general studies, and have not examined the use of such provisions as they
relate to pension funding requirements.” This Part attempts to fill that
gap, by examining whether state fiscal constitutions that contain specific
pension funding requirements can be used to effectively impose annual
pension funding discipline.” As will be discussed in more detail below,
the study finds very little reason to believe that current state constitu-
tional funding requirements are effective where a legislature chooses not
to comply.

Previous work by Shnitser found that state fiscal constitutions that
contain pension funding requirements have a small positive correlation
with a plan’s funded status, but a correlation that is not consistently sta-
tistically significant under each specification used in the study.” The
study presented in this Part qualitatively examines the eight states with
constitutional funding requirements across a number of dimensions, to
determine whether and to what extent such requirements are effective in
ensuring funding discipline. The Part concludes with a discussion of
whether, as a normative matter, legal funding requirements, which in-

92.  Super, supra notc 85, at 2615.

93.  See Schragger, supra note 83, at 869.

94. Bd. of Trs. of The New Hampshire Judicial Ret. Plan v. Sec’y of State, 7 A.3d 1166, 1172
(N.H. 2010) (citing NEW HAMPSHIRE JOURNAL OF THE CONSTITUTIONAL CONVENTION 263 (1984)
(statement of Delegate King) (“It becomes budget desperation when you’re looking to balance the
budget. You need a few million dollars, well, we’ll just adjust some projections, and short-fund the
rctirement sysiem and take six million dollars, and spend it some place clsc™)).

95. See generally Azariadis & Galasso, supra note 84; Gamage, supra note 53; Schragger, supra
note 83; Supcr, supra note 85.

96. Most states have legislative funding requirements, rather than constitutional requirements.
Previous work has found that such legislative funding requirecment are often unsuccesslul in achicving
funding discipline, and it is for that reason that these statutory requirements were not included in the
current study. See Fitzpatrick & Monahan, supra note 71, at 7.

97. Natalya Shnitser, Funding Discipline for U.S. Public Pension Plans: An Empirical Analysis of
Institutional Design, ___ IOWA L. REV. (forthcoming 2014) (manuscript at 28-30), available at http:/
papers.ssrn.com/sol3/papers.ctm?abstract_id=2151556. The inclusion criteria for constitutional funding
provisions was broader in Shnitser’s study than that used in the current study.
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fringe upon legislative authority and potentially require the judiciary to
overrule legislative budget allocations, are a preferable method of
achieving funding discipline.

A. State Constitutional Funding Requirements

Many states have some type of legal requirement in place to fund
pension benefits on an annual basis. In most cases, this requirement is
contained in a statute.” Previous work has found that these statutory re-
quirements vary tremendously in their effectiveness, and are in many
cases easily ignored by legislators when making budget allocations.” The
current study instead looks at state constitutional funding requirements,
which are the strongest form of funding requirement currently in use. In
order to identify states to be included in the study, each state constitution
was searched for any mention of “pension” or “retirement.” Each such
reference was reviewed for any language regarding plan funding. Be-
cause of the desire to focus solely on the strongest funding requirements,
only constitutional provisions that included mandatory language regard-
ing annual plan funding were included in the study."” Eight states met
the criteria to be included. The text of the constitutional requirements in
the states identified is provided in Appendix A. South Carolina’s Consti-
tution provides an example of the type of language used in these provi-
sions: “[t]he General Assembly shall annually appropriate funds and pre-
scribe member contributions for any state-operated retirement system
which will insure the availability of funds to meet all normal and accrued
liability of the system on a sound actuarial basis as determined by the
governing body of the system.”' Provisions of this type look ideal for
imposing funding discipline; they clearly require the legislature to make
annual, actuarially sound contributions.

The study presented below includes descriptive statistics, but is a
purely qualitative study designed to gain a better understanding of
whether constitutional funding requirements are effective in overcoming
the political and budgetary pressures that typically lead to chronic pen-
sion underfunding. As the Sections below will illustrate, the results indi-
cate that despite the seemingly clear language and intent, these provi-

98.  See Fitzpatrick & Monahan, supra note 71, at 30.
99. Seeid. al7.

100. It should be noted that some state constitutions contain requirements that any benefit in-
creases be funded on an actuarial sound basis. FLA. CONST. art. X § 14; MiSs. CONST. art. 14, § 272-A.
Because such requirements are limited to discrete plan changes, and not to ongoing funding require-
ments, such states were not included in this study. In addition, other states have requircments that
simply state the legislature must come up with actuarially sound funding principals, or delegate the
authority to select actuarial standards to the retirement board. See GA. CONST. art. III, § X; N.M.
CONST. art. 20, § 22; TEX. CONST. art. 16, § 67. Because these requirements are not actually by their
terms requiring a specific amount of money to be contributed to the plan on an annual basis, they were
similarly excluded from the study.

101.  S.C. CONST. art. X, § 16.
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sions have generally not been effective in imposing funding discipline or
ensuring a plan’s financial health.

1. A Note on Endogeneity

One concern with a study of this type is that the results may not re-
flect the thing being studied (in this case, the effectiveness of state consti-
tutional funding mandates), but instead simply reflect existing, endoge-
nous features of the states themselves."”” For example, if the study finds
that states that adopt constitutional mandates enjoy very strong funding
discipline, it may have nothing to do with the effectiveness of the legal
provision, but rather reflect the fact that only states with a strong com-
mitment to pension funding would amend their constitutions in the first
place.

While impossible to account entirely for endogenity in a limited,
qualitative study of this type, each state’s history of pension funding prior
to the constitutional amendment was reviewed in order to determine,
where possible, whether the constitutional requirement was merely con-
firming an already existing practice of full funding, or whether the re-
quirement was added in an attempt to impose funding discipline on a
previously undisciplined state.

Many of the states that currently have constitutional funding re-
quirements enacted such provisions in response to a lack of funding dis-
cipline. In Michigan, for example, the 1963 constitution included a specif-
ic requirement to fund pension benefits on an annual basis in response to
persistent underfunding of benefits.'"” New Hampshire, like Michigan,
adopted constitutional protection precisely because the state had previ-
ously been undisciplined in funding its pension plans.'™ The constitution-
al amendment was made shortly after a high-profile diversion of state re-
tirement system assets by the legislature to fund general state revenues
during a budget crisis.'”

Louisiana’s constitutional provision arose out of a perceived need
also. In the late 1980s Louisiana faced a cash flow crisis and was unable
to borrow funds through the credit market.'® In response to this financial
crisis, and to ensure that the pension system remained viable, the legisla-
ture proposed amending the state’s constitution regarding retirement

102. Randall K. Filer & Marjoric Honig, Endogenous Pensions and Retirement Behavior 13 (Ctr.
for Econ. Studies and Ifo Inst., Working Paper No. 1547, 2005), available at http://papers.ssrn.com/
sol3/papers.cim?abstract_id=832988.

103.  See Kosa v. Treasurer of Mich., 292 N.W.2d 452, 457 (Mich. 1980).

104.  See Bd. of Trs. of New Hampshire Judicial Ret. Plan v. Sec’y of State, 7 A.3d 1166, 1169
(N.H. 2010) (noting preconstitutional amendment practice of contributing less than required amount
to pension plans).

105, Id.

106.  See Strickland v. State, 534 So. 2d 956, 956 (La. 1988).
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benefits."” Maine similarly amended its constitution in response to a very
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