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Summary Points

•	 Alabama’s three major pension plans face a gap between plan 
assets and plan liabilities of  $59 billion, or four times larger 
than the state’s estimate. Without significant policy changes, 
the state could run out of  pension assets to pay retirees by 
2023 requiring tax increases, service and benefit reductions. 

•	 The goal of  any pension system is to provide a retirement to 
employees based on a formula-determined amount.  Yet the 
defined benefit model presents the opportunity for short-
sighted public officials to manipulate and defer costs through 
the use of  actuarial techniques.  

•	 Alabama’s history of  investing 10 percent of  pension plan 
assets to attract and support Alabama-based businesses 
has weakened the plan’s funding status.  Alabama-specific 
investments have underperformed in recent years, 
highlighting the risk of  using pension assets for secondary 
policy goals such as subsidizing economic development. 

•	 Alabama should close the current defined benefit plan 
and establish a funding strategy to pay benefits earned by 
employees to date.  A new defined contribution plan should 
be established for all employees. 

The funding shortfall in state and local pension systems is a 
problem of  national as well as local significance for governments, 
public employees, and taxpayers. 

State and local governments must confront large—and 
as of  yet only partially recognized—unfunded liabilities that 
will require an increasing amount of  revenue to sustain. A 
combination of  flawed accounting, poor market returns, and 
erratic funding policies has contributed to falling funding levels 
across plans, and obscured a total funding shortfall of  over $4 
trillion nationally.1 By one estimate, Illinois, Connecticut, and 
New Jersey are projected to run out of  assets to pay retiree 
benefits by 2020.2

Alabama’s three pensions systems are under similar strain. 
By one estimate, the state may run out of  pension assets by 
2023.3 

When valued based on the certainty of  payment, Alabama 
will have to increase its contributions from $1.6 billion to $3.4 
billion annually, or $819 per household, to fully fund the system.4 
Given the magnitude of  pension liabilities relative to revenues, 
the question of  whether chronically underfunded governments 
will seek a federal bailout of  their pension systems is a subject 
that has garnered congressional attention.5

The implications of  pension underfunding affect both 
public employees and taxpayers. More than 8 million Americans 
receive retirement benefits from a state or local pension plan. An 
additional 19 million public employees anticipate that the benefits 
they are currently earning will be available when they retire. With 
222 state-operated plans and a further 3,196 municipal pension 
plans, these systems vary in terms of  management, benefit size, 
and fiduciary policies, yet all face the same funding challenge 
rooted in misleading accounting.6

Without accounting, benefit, and funding reforms, 
taxpayers and citizens will be asked to shoulder a growing 
financial burden in the coming decade. The trade-off  between 
fully funding pensions and providing city services is a growing 
dilemma for municipalities. Former New York City mayor 
Michael Bloomberg recently warned of  the mounting budgetary 
trouble presented by employee benefits. Since 2002, New 
York City’s pension costs have increased by 500 percent.7 
The pension systems of  Chicago and Los Angeles are quickly 
swamping general funds.8 In 2012 Springfield, the capital city of  
Illinois spent 20 percent of  its budget on pensions, as the city 
simultaneously reduced services.9 Even more alarming, rising 
pension costs are at least partially responsible for the bankruptcy 
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filings of  Central Falls, Rhode Island; Detroit, Michigan; and four 
California cities: Vallejo, Stockton, San Bernardino, and—most 
recently—Hot Desert Springs.10

Along with many other state and local policymakers, 
Alabama legislators recognize that pension reform is necessary to 
the long-term stability of  the state’s budget and economy. In May 
2012 Alabama Governor Robert J. Bentley signed Act 377 (Senate 
Bill 388), reforming the Retirement System of  Alabama (RSA) 
by decreasing employees’ annual contribution and increasing 
the minimum retirement age. The act also made small changes 
in how benefits are calculated.11 The law mainly applies to those 
hired after January 1, 2013. Therefore, the near-term effects on 
the system’s underfunding are modest and are estimated to save 
$162 million a year over the next 30 years, for a total savings of  
$5 billion. In practical terms, new employees’ take-home pay will 
increase, and their future benefits will decrease.

Such stopgap measures are not nearly enough to plug the 
funding shortfall facing the RSA. According to the system’s 
actuarial reports, Alabama’s three main pension systems, the 
Employees Retirement System (ERS), the Teachers Retirement 
System (TRS) and the Judicial Retirement Fund (JRF), report 
total assets of  $28 billion and total liabilities of  $42 billion for a 
funding gap of  $14 billion, and an average funding ratio of  62 
percent. This puts Alabama well below ideal level of  100 percent 
funding that would ensure the plan has enough assets on hand to 
meet its obligations to employees.12

Government estimates of  pension plan liabilities have been 
widely criticized by economists for erroneously linking the value 
of  plan liabilities to the performance of  plan assets. According 
to economic theory, plan liabilities have an intrinsic value that is 
independent of  the investment performance of  the assets held by 
the fund.

This principle informs what “discount rate” plan sponsors 
should select when calculating the present value of  liabilities. This 
is a calculation that is fundamental to the health of  the plan since 
it determines how much money the sponsor should contribute 
today to ensure promised benefits are funded when an employee 
retires. Currently, Alabama values its pension liabilities—and 
calculates the amount needed to fund benefits—based on an 8 
percent expected annual return on plan assets.

However, public-sector pension benefits are protected 
under state law. They represent a default-free promise to pay 
employees a benefit over their retired years. In terms of  value and 
risk, public pensions are akin to government debt. When valued 

on this “risk-free” or fair-market basis, Alabama’s pensions are in 
very poor shape and represent a massive debt for the state.

On a fair-market basis the total unfunded liability for the 
ERS, TRS, and JFR increases to $59 billion and the average 
funded ratio drops to 32 percent. The size of  Alabama’s 
unfunded pension liability is 37 times larger the state’s debt, 
which totaled $1.59 billion in 2012. With a gross domestic 
product of  $183 billion in 2012, Alabama’s unfunded pension 
liability represents one-third of  the state economy. This puts the 
Retirement System of  Alabama (RSA) on critical footing. Absent 
further policy changes, the plan will run out of  assets to pay 
retirees in less than a decade, draining a significant amount of  
resources from the state’s budget and economy.

The actuarial approach of  linking the value of  plan 
liabilities to the expected performance of  plan assets produces 
several behaviors that have undermined the stability of  public-
sector pensions. Contribution levels are affected. By undervaluing 
the liability, the amount calculated to fully fund the plan is 
underestimated. Even when the sponsor makes the full annual 
contribution, it is contributing too little.

Another behavior arising from muddling the values of  
assets and liabilities is that plan managers have an incentive 
to take on more investment risk in order to keep liabilities 
and contributions low as well as to generate excess returns 
to fund benefits. But shifting plan assets into higher-risk 
investments introduces even more funding volatility. If  the assets 
underperform, then the plan’s funding gap increases. The RSA’s 
investment strategy mirrors the national trend. US public plans 
have moved away from bonds and into higher-risk equities over 
the last three decades.13

Lastly, by failing to accurately value plan liabilities, 
policymakers have little incentive to make the kinds of  changes 
necessary to ensure employees are more likely to be paid the 
accrued benefits that they have earned.

The structure of  the defined benefit plan makes it 
susceptible to mismanagement in the public sector. Budgetary 
and actuarial manipulation, opportunistic accounting practices, 
interest-group bargaining, and the short-term thinking of  
politicians render it less than ideal as a vehicle for ensuring a 
secure retirement for public employees.

Fortunately, there are reforms legislators and state leaders 
can undertake today to stabilize the current defined benefit 
system and improve retirement options for employees. Firstly, 
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an accurate accounting of  Alabama’s defined benefit plan should 
alert lawmakers to the trade-offs necessary to funding benefits 
that have been accrued. To ensure the liability does not grow even 
larger, Alabama should close the current defined benefit plans 
and establish a defined contribution plan for employees. This will 
not only shift the financial risk of  plan underfunding away from 
taxpayers, but it will also benefit Alabama employees by ensuring 
that they have ownership over the annual contributions made to 
their retirements, enhanced career flexibility, and control over 
their retirement savings. A DC plan can be designed to reflect 
the risk tolerance of  public-sector employees by seeking income 
security for retirees and offering the option for the annuitization 
of  savings.

This chapter provides a fair-market analysis of  Alabama’s 
three pension plans. First, the structure and policies affecting 
plan benefits are outlined. This is followed by a discussion of  
the key accounting assumptions that affect the valuation of  plan 
liabilities, notably “the discount rate” guidance used in public-
sector accounting that effectively obscures the true value of  
liabilities and creates unrecognized funding gaps.

A fair-market valuation of  the ERS, TRS, and JRF allows 
for a fuller assessment of  the RSA’s investment strategy. This 
section considers various approaches taken to investing plan 
assets. Particular attention is given to Alabama’s dual-purpose 
investment philosophy that dedicates up to 10 percent of  the 
plan’s pension assets with the goal of  producing economic 
benefits for the state. Economically targeted investments (ETIs) 
have played a an ongoing role in state pension investments over 
the last 30 years, producing mixed results for plan funding. In the 
case of  Alabama, “in-state” investments—while generating some 
economic activity—have in recent years performed poorly for the 
pension fund, creating funding gaps.

This chapter concludes with several recommendations for 
how Alabama can improve funding in its defined benefit plans 
and undertake structural reforms to meet the RSA’s stated goals of  
“Strength, Stability and Security” for Alabama retirees and taxpayers.

The History and Structure of  Alabama’s  
Retirement System

The state of  Alabama operates three pension plans on 
behalf  of  state and local employees. The Teachers’ Retirement 
System, the Employees’ Retirement System, and the Judicial 
Retirement Fund are commonly managed as part of  the 
Retirement System of  Alabama.

The TRS provides benefits to state-supported educational 
institutions. It is a cost-sharing, multiple-employer plan. 
Participating employers include 13 public universities, 31 post-
secondary institutions, 133 city and county boards of  education, 
and 32 state agencies.

The ERS is a multiple-employer plan and provides pension 
benefits for state employees, state police, and employees of  
municipalities and quasi-public organizations, where these 
governments elect to participate in the system. ERS participants 
include 290 cities, 65 county governments, and 518 other public 
entities (e.g., public works authorities, housing authorities, 
commissions, and libraries).

The JRF is a cost-sharing, multiple employer plan providing 
pension benefits to judges and justices. In 2012 there were 67 
participating employers.14

A total of  114,050 retirees and 221,735 employees are 
covered by an RSA pension. Table 7.1 shows the number 
of  retired and active participants in each plan according to 
occupation.

Alabama’s pension benefits

The RSA offers employees a defined benefit pension plan 
in retirement. A defined benefit plan provides participants with 
fixed monthly payments over their retired years, determined by a 
formula based on each employee’s years of  service, and a measure 
of  final average salary (e.g., an average of  the highest five years), 
multiplied by a percentage of  salary. The employee and employer 
make regular contributions to plan. These contributions are 
invested in a mix of  domestic and international equities, fixed 
income, and alternatives, which fund the benefit payments. 
Regardless of  the performance of  the plan’s assets, the employer 
promises to pay the amount determined by the pension formula 
to the retiree. In a defined benefit plan, the employer bears the 
investment risk and reward. In a public-sector plan, taxpayers 
ultimately bear the investment risk.

The defined benefit model is in contrast to the defined 
contribution plan in which the final amount of  retirement 
benefits is unknown, but is determined by the annual 
contributions set aside and the performance of  those savings 
when invested. In a defined contribution plan, investment risk is 
borne by the employee.
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Given the growing funding gap in RSA’s plans, in 2012, the 
state modified benefits for new hires. Tier 1 members—or those 
employees hired before January 1, 2013—will contribute more to 
their plans, but maintain a higher benefit multiplier and thus more 
generous retirement payouts. Tier II employees will contribute 
less of  their salary to the pension plan, increasing their take-home 
pay. However, newer hires are subject to lower benefit multipliers 
and higher retirement ages, effectively decreasing the size of  their 
retiree benefits.

Unfortunately, these reforms are insufficient to close the 
funding gap. Government accounting standards (and actuarial 
methods) fail to fully capture the value and funding status of  
public-sector plans. On an economic-accounting basis, funding 
shortfalls in public pensions are far greater than current 
government accounting methods recognize.

1. The Accounting Error that Compromises the  
    Funding of  US Public-Sector Pension Plans

A defined benefit pension plan is fully funded if  plan 
assets are equal to plan liabilities. A funding gap emerges in the 
plan when liabilities exceed assets. The plan’s funding ratio is the 
portion of  the liability that is covered by assets. It is calculated 
by dividing plan assets by plan liabilities. Table 7.2 shows these 
basic measures for the RSA. Columns 1 through 4 report the 
unfunded liability and funding gap under government accounting 
conventions in the RSA’s actuarial reports.

On an actuarial basis, the RSA’s three main plans hold $28 
billion in assets and $41 billion in liabilities for a funding gap of  
$14 billion. Plan assets cover only 65 percent of  plan liabilities, 
leaving 35 percent of  the plan unfunded.

Table 7.1: Retired and Active Members of the Retirement System of Alabama

Plan and Date  
of  inception

Teachers’ Retirement 
System
(1939)

Employees’ Retirement 
System
(1945)

Judicial Retirement 
Fund
(1973)

Total

General	 78,370	 20,618	 347	 99,335

State Police	 —	 839	 —	 839

Local Employees	 —	 19,519	 —	 19,519

Deferred  
Retirement  
Option (DROP)	 4,436	 2,121	 —	 6,557

General	 18,568	 3,197	 45	 21,810

State Police	      -	 16	 —	 16

Local Employees	 —	 7,341	    -,	 7,341

General	 133,791	 29,548	 337	 163,676

State Police	 —	 777	 —	 777

Local Employees	 —	 53,844	 —	 53,844

Totals	 235,165	 137,820	 729	 373,714

Retirees and  
beneficiaries  
currently  
receiving  
benefits 
	

Terminated  
employees  
entitled to but  
not yet receiving  
benefits 
	

Active Employees	  
	

Source: Retirement Systems of  Alabama Comprehensive Annual Financial Report for  
FY 2013, p. 25 (http://www.rsa-al.gov/uploads/files/2013_CAFR.pdf).
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Table 7.2: Key Features of ERS and TRS 

ERS ERS
State Police

ERS
Other law 
enforcement

TRS

Tier I
(pre- July 30, 1979)

25 years of  creditable 
service, or Age 60 with 
10 years of  credited 
service

Age 52 with 10 years of  
creditable service

Age 60 with 10 years of  
creditable service

25 years of  creditable 
service, or Age 60 with 
10 years of  creditable 
service

Tier II
(post-July 30, 1979)

Age 62 with 10 years 
creditable service

Age 56 with 10 years of  
creditable service

Age 56 with 10 years of  
creditable service

Age 62 with 10 years of  
creditable service

Tier I 	 Highest five of  last 10 
years	

Highest five of  last 10 
years	

Highest five of  last 10 
years	

Highest five of  last 10 
years

Tier I	 2.0125% of  
Final Average 
Salary	

2.875% of  Average 
Final Salary	

2.0125% of  
Final Average 
Salary	

2.0125% of  Final 
Average Salary

Tier I (effective 
October 1, 2012) 

7.5%	 10%	 8.5%	 7.5%

Tier II	 Highest three of  the last 
10 years	

Highest three of  the last 
10 years	

Highest three of  the last 
10 years	

Highest three of  the last 
10 years

Tier II
Benefits capped at 80% 
of  Final Average Salary

1.65% of  Final Average 
Salary 	

2.375% of   Average 
Final Salary	

1.65% of  Final Average 
Salary	

1.65% of  Final Average 
Salary

Tier II (effective 
for those hired after 
January 1, 2013)

6%	 10%	 7%	 6%

Disability Retirement 
allowance formula
(Percent of  Final 
Average Salary 
multiplied by years of  
creditable service)

Granted to a member 
with 10 or more years 
creditable service who 
becomes permanently 
incapacitated before 
reaching retirement

Disability Retirement 
allowance formula
(Percent of  Final 
Average Salary 
multiplied by years of  
creditable service)

Tier I	 2.0125% of  FAS * 
years of  creditable 
service.	

2.875% of  FAS * 
years of  creditable 
service	

2.0125% of  FAS * 
years of  creditable 
service.	

2.0125% of  FAS * years 
of  creditable service.

Tier II
(capped at 80% of  
members’ FAS)

1.65% of  FAS * 
years creditable 
service	

2.375% of  FAS * 
years of  creditable 
service	

1.65% of  FAS * 
years creditable 
service	

1.65% of  FAS * years 
creditable service

Vesting

Final Average Salary

Service Multiplier (applied to years of  creditable service)

Employee Contributions

Source: Retirement Systems of  Alabama Comprehensive Annual Financial Report for FY 2013, pp. 
80–82 and 94–99 (http://www.rsa-al.gov/uploads/files/2013_CAFR.pdf).
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However, these measures are based on an accounting 
flaw, embedded in all US public-sector pension plans, that 
miscalculates plan liabilities by linking their value to the expected 
performance of  plan assets.

Comparing the performance of  a pension system’s assets 
and liabilities first requires transforming the liability into its 
present value. The pension liability is a formula-determined 
benefit that is promised to the employee in the future. It is 
funded by contributions and the interest earned (the time value 
of  money) on those contributions over the working life of  the 
employee. Determining the present value of  pension liabilities 
requires “backing out” the interest earned over that future 
period, a calculation known as “discounting the liability,” or 
reverse compound interest. Discounting requires selecting a rate 
of  interest to transform the future value into a present value. 
The subject of  how to select this interest rate is the source of  
much controversy in US public-sector accounting, but it is a 
straightforward matter for economists.

Economic theory holds that the value of  a liability—a 
stream of  future cash flows—Is independent of  the value of  
the assets used to finance that liability.15  The present value of  a 
liability should be calculated based on the risk and timing of  the 
payments of  that liability. Government pension plans, protected 
by state law and constitutions, offer workers a guaranteed 
payment, certain to be paid over a specific period of  time. The 
discount rate selected should reflect the legal protections and 
timing of  benefit payments. Alabama law protects accrued 
benefits for vested employees who are eligible to retire.16 A 
vested employee’s earned benefits are akin to a government debt. 
If  Alabama law implies a “default-free” promise to pay vested 
workers earned pension benefits, an appropriate match to value 
the liability is the notional yield on a 15-year Treasury bond.17 
Fifteen years represents the median or average duration of  a plan 
with a mix of  active and retired members. Current Treasury yields 
are at historic lows. As of  September 2013, when the last actuarial 
valuation of  the RSA was performed, the yield on a notional 15-
year Treasury bond was 3.12 percent. Mathematically, lowering 
the discount rate increases the liability’s present value, and thus 
the contributions necessary to fund the plan.

To date, the approach of  US public-sector plans is 
informed by Government Accounting Standards Board (GASB) 
25 guidance that suggests that plan actuaries select a discount rate 
to value plan liabilities based on the expected return on pension 
fund assets.18 Alabama assumes an annual return of  8 percent on 
plan investments and uses this to calculate the present value of  
the plan’s liabilities. According to economic theory, the expected 

performance of  the plan’s assets is completely unrelated to the 
value of  the plan’s benefits. This distinction between the value 
of  assets and the value of  liabilities is vital to the health of  the 
plan because regardless of  the performance of  the plan’s assets, 
the liability must be paid over a specific period of  time. Under 
current GASB accounting, “There is a mismatch between the 
plan’s legal requirement to pay benefits and its probability of  
being able to do so.”19 That is, the liability must be paid even 
if  the assets do not generate an 8 percent annual return. This, 
“contingent liability,” the risk that the assets do not return as 
expected, is unrecognized in GASB accounting.

By way of  analogy, government accounting guidance 
implies that the value of  a home mortgage can be calculated 
based on the expected performance of  the mortgage-holder’s 
401(K) plan. In effect, GASB 25 suggests it is possible for 
mortgage-holders to pay only a fraction of  their monthly 
mortgage by assuming high returns in their investments, believing 
this will still result in the mortgage being fully paid off  on 
schedule.

The practical result of  the approach suggested by GASB 
25 is shown in columns 5–7 of  Table 7.3. On a fair-market 
basis—that is, when the liability is valued on a default-free 
basis—Alabama’s unfunded pension liability is $59 billion and the 
funded ratio is 32 percent.

One implication of  applying GASB 25 for several 
decades to calculate liabilities and contributions is that in spite 
of  Alabama’s good track record of  making the full actuarial 
contribution to the plan, this contribution is calculated based 
on high-risk asset returns, and is thus too little to fully fund the 
system. Unfortunately, good funding discipline cannot undo 
the effects of  distorted accounting. Alabama runs the serious 
risk of  moving to a PAYGO system over the next several years, 
presenting lawmakers with the possibility of  needing to raise 
taxes to fund retiree benefits in the near future.

Effective in June 2013, public pensions will report their 
liabilities based on a new GASB rule, known as GASB 67. 
An attempt to reach a compromise between the actuarial and 
economic approaches, GASB 67 allows plans to use the expected 
return on assets to value the funded portion of  the liability. 
The unfunded portion is to be valued based on a lower-risk, 
high-quality municipal bond yield. The change only applies for 
reporting, and not contribution purposes. While plans with deep 
funding gaps will show greater pension shortfalls in their financial 
reports under GASB 67, it will not affect funding decisions. 
Further, the new rule continues to undervalue a portion of  
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the liability—the portion backed by assets—and will persist in 
producing artificially inflated funding levels.20

II.  The Implication of  Fair-Market Valuation of      
      Liabilities for Plan Asset Investments

Perhaps the most distortionary effect of  valuing plan 
liabilities based on expected asset returns is that plan sponsors 
believe that a risky portfolio “helps pay for the plan” by lowering 
plan expenses and contributions on the books. But there is a real 
risk that if  the assets do not realize the expected return, the plan 
will be left with a funding gap. Recent recessionary periods show 
the consequences of  chasing risky investments to fund public 
pensions. Over the last decade, public-sector plan fiduciaries have 
taken on more investment risk to make up for market losses, in a 
stark contrast to how pensions were funded in an earlier period. 
The shift helps to explain why traditionally safe pensions are 
now a highly volatile experience for employees, governments and 
taxpayers.

 In the 1950 and 1960s, pension plans were primarily 
invested in low-risk bonds, which more closely match the risk 
characteristics of  the liability. Effectively, pension funds’ heavy 
investments in bonds helped to neutralize the effects of  flawed 
governmental pension accounting.

Beginning in the 1970s, both private and public pension 
plans began to move away from legal lists in selecting pension 
plan investments in favor of  a “prudent person” standard which 
requires the plan fiduciary to act “with the care, skill, prudence 
and diligence under the circumstances then prevailing that a 
prudent man acting in a like capacity” would act, ”when selecting 
investments.21

Public pension portfolios have changed significantly in 
the last 30 years. US public plans have taken on greater levels of  
investment risk than private plans.22 Figure 7.1 shows the trend 
away from fixed income and toward equities between 1984 and 
2011 in US public-sector pension plans.

Between 1984 and 1995, public plans portfolios held on 
average 38 percent of  assets in equities, 5 percent in alternative 

investments, and 50 percent in fixed income (i.e., bonds). In 
the period leading up to the Great Recession, 2001–2007, this 
mix changed sharply with funds holding 60 percent of  assets in 
equity, 10 percent in alternatives, and 29 percent in fixed income. 
The exposure to higher-risk investments resulted in a $1 trillion 
loss between October 2007 and October 2008.23

Remarkably, these steep losses have not changed the general 
approach of  many public-sector fund fiduciaries. The desire to 
make up for losses may account for another dramatic shift in plan 
investments, including a larger exposure to alternatives. Between 
2008 and 2011, public plans, on average, have invested 52 percent 
of  their assets in equities, 19 percent in alternatives, and 27 
percent in bonds.

Alabama’s pension investment strategy mirrors the national 
trend. Figures 7.2 and 7.3 show the asset composition of  the 
ERS and TRS over the last decade. Between 2001 and 2011 the 
RSA shifted the proportion of  fixed income from of  an average 
of  41 percent holdings to 26 percent, and increased investments 
in equities from an average of  44 percent to 60 percent.24

Linking liability valuation to asset performance leads plan 
fiduciaries to believe that greater levels of  investment risk will 
lower plan contributions and improve funding levels.25 It is often 
expressed as the idea that the plan must “get” a “required rate 
of  return,” to ensure the plan is funded.26 This can be seen in 
the RSA’s Quarterly Economic Report (March 19, 2013), which 
points to Fed policy as “putting the defined benefit plan in a 
checkmate type situation.”27 Low yield on 10-year Treasuries (2 
percent) “puts an extra level of  burden on the equity side. If  rates 
go lower from here, it simply makes the long-term checkmate 
problem that much worse. This is perhaps the biggest issue facing 
defined benefit pension plans in the current area given the very 
low level of  risk-free interest rates.”28

The problem with this line of  thinking is that plans 
do not “get” the return they assume they will achieve, but 
a “highly random and uncertain draw from an increasingly 
wide distribution of  possible returns.”29 More investment risk 
introduces greater volatility and a greater than 50 percent chance 
that assets will underperform, leaving the plan with a funding 

Table 7.3:  FY 2013 Schedule of Funding Progress: Actuarial vs. Market Valuation ($000)

	 Total Assets (a) Total 
Liabilities

(b)

Unfunded 
Liability (b–a)

Funded Ratio
(a/b)

Fair Market 
Value Liability 

(c)

Fair Market 
Value 

Unfunded 
Liability (c–a)

Fair Market 
Value Funded 

Ratio(d)

ERS	 $9,116,551	 $13,884,995	 $4,768,443	 66%	 $27,781,679	 $18,665,128	 33%
TRS	 $18,786,008	 $28,251,367	 $9.465,359	 66%	 $56,526,518	 $37,740,510	 33%
JRF	 $234,300	 $380,469	 $146,170	 62%	 $761,259	 $526,960	 32%
Total	 $28,136,858	 $42,516,831	 $14,379,972	 65%	 $85,069,457	 $59,932,598	 31%

Author’s Calculations based on plan actuarial valuation reports. Retirement Systems of  Alabama Comprehensive Annual Financial Report for FY 2013  
(http://www.rsa-al.gov/uploads/files/2013_CAFR.pdf).
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gap. Related to that is the fact that the expected return on the 
portfolio doesn’t change the amount that’s needed to fund the 
system each year. Paying for a defined benefit pension plan simply 
requires that an accurately calculated contribution—one that 
amortizes the cost of  future benefits over a period of  years—be 
made to the plan.30 How the liability is financed doesn’t change 
the payments that are required to fully fund the plan.

RSA investments are governed by the Boards of  Control 
of  the ERS and TRS consisting of  eight ex-officio members, 
sixteen elected members, and two appointees. The board invests 
under a prudent person standard and under legal limits that cap 
how much of  the portfolio can be dedicated to particular asset 
classes.31

Source: Pensions & Investments, Databook, 2012.

Figure 7.1: US Public Pension Funds,  
Asset Investment Composition, by Decade, 1984–2011

Figure 7.2:  Employee’s Retirement System of Alabama Asset Investment, 2001–2012

Source: Author’s Calculations based on The Center for Retirement Research at Boston College, Public Plans Database, http://crr.bc.edu/data/public-plans-database/.
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The RSA’s investment strategy is driven by the vision of  
Dr. David Bronner, CEO of  the RSA. When he assumed the role 
in 1973 the plan was deeply underfunded. To improve funding 
of  the pension plan, Bronner believed he needed to improve 
Alabama’s economy. Based on this insight a “dual-purpose” 
investment strategy was devised to use pension plan assets to 
lure business to the state: “the stronger I can make the state of  
Alabama, the stronger I can make the pension fund.”32

Under his direction, the pension investment strategy has 
three stated goals: (a) asset management and benefit provision, 
(b) the use of  direct investments to facilitate industry recruitment 
and expansion, and (c) the promotion of  tourism, a goal for 
which the RSA spends $54 million a year for TV, print, and 
billboard ads.33 Ten percent of  the RSA’s portfolio is invested in 
attracting and supporting Alabama-based businesses. Pension 
funds have been used to back as many as 50 businesses, including 
a Wal-Mart distribution center and the headquarters of  RayCom 
Media. Bronner’s most high-profile economic-development 
project was launched in 1993: a $180 million investment in a 
dozen golf  courses, known as the Robert Trent Jones Trail.

Using pension fund contributions to make ETIs raises the 
question of  whether it is a responsible strategy. Should pension 
contributions be used for reasons other than ensuring the plan is 
fully funded? Is the plan subsidizing pet projects that would not 
survive otherwise, in exchange for lower returns on the pension 
fund? ETIs became widespread in public pension plans in the late 
1980s.34 Today, state pension plans hold three times as many “in-
state investments” at 9.7 percent of  their portfolios as do other 
institutional investors.35 ETIs can be evaluated based two criteria: 
(a) do they deliver competitive returns for the pension plan 
and (b) do they produce other benefits such as local economic 
growth.

Brown, Pollet, and Weisbenner find that ETIs generate 
excess returns for a sample of  20 plans—where those 
investments consist of  smaller stocks that represent a primary 
industry for the state.36 A subsequent study by Holberg and Rauh 
examines the performance of  specific classes of  assets, and 
finds that pension funds’ in-state investments underperform and 
reduce pension plan resources by $1.2 billion annually.37

These studies only assess ETI’s investment performance. 
The second question is whether ETIs—even if  they 
underperform as investments—provide other benefits such as 
increased jobs, income, or tax revenues for the state that would 
have not otherwise occurred. Two RSA-commissioned reports 
make the case that the RSA’s use of  pension funds to promote 
state economic growth has been a boon to the state. The $5.6 
billion invested between 1990 and 2011 in Alabama-alternatives 
such as golf  courses and business loans, is claimed to have 
generated $1.1 billion in tax revenues, $28 billion in gross state 
product by $28 billion, and 282,000 jobs.38

The RSA-commissioned reports are based on a common 
defense of  ETIs by governments. The plan fiduciary might be 
able to accept a lower investment return in the pension fund if  
the investments produce economic gains for the state.39 These 
“secondary benefits” are argued to also help plan beneficiaries 
indirectly by ensuring there will be enough tax revenues available 
to make up for any losses that might result from a less-than-
competitive return on such investments for the fund itself.40

However, this logic covers up a real fiscal hazard of  
gambling with pension contributions. If  the state’s economic 
activity is correlated with the performance of  in-state stocks, the 
pension plan will suffer should the investments fail—at precisely 
the worst moment—when tax revenues and economic activity 

Figure 7.3: Teachers’ Retirement System of Alabama Asset Investments, 2001–2012

Source: Author’s Calculations based on The Center for Retirement Research at Boston College, Public Plans Database, http://crr.bc.edu/data/public-plans-database/.
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dip.41 Put another way, a Texas pension plan may not want to 
overweight its holdings in oil stock. And in fact, it may want to 
go short on such positions, hedging the plan’s pension liability 
against a failure in a prominent sector of  the state economy. 
The fiduciary would want to ensure the fund does not lose value 
at the same time the state is experiencing fiscal and economic 
pressure. Investment losses lead to funding gaps. “Concessionary 
returns” translate into the potential for future tax hikes to pay for 
unfunded pension liabilities.

Dr. Bronner acknowledged this risk in 2012. The TRS’s 
asset performance was trailing that of  other states, a factor he 
attributed to the Alabama-specific investments.42 This highlights 
the danger of  investing assets for reasons other than funding plan 
benefits. The RSA may claim economic benefits were generated 
by using pension funds to invest in Alabama over a twenty-year 
period, but it has also exposed the pension to more risk and the 
chance that if  these investments fail, so will the tax revenues they 
generate, making it more difficult to fund the system, shifting the 
funding burden for past public service to future generations.43

Of  related concern is how the RSA showcases its Alabama-
centric investment returns in its annual reports—emphasizing 
the “golf-course strategy” with glossy marketing and selective 
financial reporting that combines returns on fixed income and 
“alternatives” obscuring the performance of  the Alabama-
specific investments.44 On a combined basis, fixed income and 
alternatives returned 10 percent on a one-year basis and 4.5 
percent on a ten-year basis for both the TRS and the ERS (see 
Table 7.3). The graphic below is taken from the RSA’s 2012 
Annual Report. Twelve pages are dedicating to promoting golf  
courses and resorts but no information is provided in this report 
on the specific performance of  Alabama-based investments, 
many of  which are classified as “alternatives,” for the plan.45

To know the performance of  fixed income versus 
alternative investments, the RSA’s Quarterly Economic Updates 
give a slightly more detailed breakdown.46 Table 7.4 shows the 
rates of  return for the TRS and ERS over the period in specific 
asset classes. Alternatives performed significantly worse than 
fixed income over a one-year, three-year, and five-year period for 
both systems. However, even this breakdown does not provide 
enough detail to assess the performance of  Alabama-based 
investments, since these are distributed in different categories 
including alternatives, private placements, and fixed income, 
according to other sources.47

Chapter 7
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The RSA’s approach to pension plan investments, as well 
as its approach to financial reporting, flows from the fiction that 
plan liabilities can be lowered and funding improved by risky 
investments, that chase a “required” 8 percent annual return. 
The pressure to pursue risk in public-sector pensions is a direct 
result of  muddling the value of  liabilities with the expected 
performance of  plan assets. But if  liabilities should be valued like 
bonds, then how should the fiduciary invest the assets? A risk-
free discount rate to value plan liabilities does not imply that the 
fund should invest exclusively in US Treasuries, and in fact there 
may be a role for riskier investments, such as equities.48 This kind 
of  investment approach can only work if  economic accounting 
is put into effect. The liability must be valued according to the 
risk and timing of  benefit payments. And the asset investments 
must hedge against the risk that the liability will change in value 
due to wage increases or inflation and interest rate fluctuations, a 
concept developed in the next section.

V. Investing assets to fund employee benefits

Current government accounting implies that if  public-
sector plans embrace more investment risk they can achieve 
better funding levels. However, the plans may achieve the 
expected returns, and they may not. A 10 percent decline in the 
market translates into a 10 percent increase the plan’s funding 
gap. Risky asset portfolios do not “help to pay for the plan” 
by lowering pension expenses and contributions. This can only 
happen if  returns are equal or greater to the discount rate. If  
they fall short, the plan will require higher rather than lower 
contributions.49

The role of  the pension plan fiduciary should be to ensure 
the plan is fully funded for employees and that the burden 
of  funding the plan is not shifted to future generations. The 
fiduciary must hedge against the risk that the liability may change 
in value due to wage increases, or fluctuations in real interest 
rates and inflation. The portfolio that hedges against these risks is 
called a Liability Matching Asset Portfolio (LMAP).50

In addition, the fiduciary may hold a second portfolio 
consisting of  risky assets, called a Risky Asset Portfolio (RAP). 
The size of  the RAP depends on the investor’s tolerance for risk. 

This risk is rewarded with an expectation, but not a guarantee, of  
returns greater than the risk-free rate. RAP investments do not 
give sponsors a pass to “anguish over the best new asset class 
to add to their portfolio—from venture capital, hedge funds, 
alternatives and infrastructure to exotic betas.”51 Instead, RAP 
should represent the market capitalization-weighted portfolio of  
all risky assets.52

Pennacchi and Madhi test what an ideal portfolio for a 
public-sector pension plan might consist of  if  the liabilities 
are properly valued on a default-free basis, and if  the assets 
are invested to hedge against the risk that the liability will 
change in value due to wage increases, or interest rate/inflation 
fluctuations.53

If  the pension fund’s liabilities are nominal and no COLAs 
are provided a “risk-minimizing allocation” would consist of  
a 9 percent short position in equities, a 160 percent allocation 
to fixed income, a 24 percent allocation to private equity and a 
27 percent short position in hedge funds. This implies the fund 
should borrow via short positions in other categories to increase 
investment in US fixed income securities.

Today, Alabama invests its pension plan assets in the belief  
that greater risk will produce lower funding levels. But risk taken 
with the pension assets translates directly into funding risk. As 
with all public-sector pension plans, liabilities are mismeasured 
and assets are invested heavily in high-risk categories because the 
ledger is muddled, creating dramatic “funding disequilibrium.” 
The only way to resolve this disequilibrium this is through an 
economic accounting that values the liabilities as though they are 
intended by law to be paid; and that invest the assets with a view 
to minimizing the risks that the liability may change in value, as 
wages, or interest rates and inflation change.

The RSA fiduciaries worry that low yields on Treasury 
bonds will prevent the system from achieving a “required rate 
of  return.” And disappointing returns on Alabama-specific 
investments may be leading the system to mask their true 
financial performance in reports. This points to the flawed 
logic at work in public pension accounting, which encourages 
fiduciaries to pursue high returns in order to lower funding levels, 
as well as the danger of  using the pension fund to pursue other 

Table 7.3: Returns on Fixed Income and Alternatives in TRS and ERS

Period Ending 
January 2013

FY To Date 1-Year 50 3-Year 5-Year 10-year

TRS Fixed Income	 1.0	 9.8	 9.93	 3.85	 6.57
TRS Alternatives	 0.1	 7.78	 2.27	 -4.84	 n/a
ERS Fixed Income	 1.02	 9.9	 10.1	 3.69	 6.49
ERS Alternatives	 0.05	 8.01	 2.9	 -6.37	 n/a

Source: RSA Quarterly Economic Update, March 19, 2013, Macroeconomic Commentary.
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policy aims. These behaviors underscore the importance of  
economic accounting, of  the liability, and also of  changing the 
fund’s asset investment strategy by shifting to a Liability-Matching 
Portfolio, though given the size of  the funding gap, this alone will 
not be sufficient to save the system. A combination of  increased 
contributions and benefit reductions will be required to make up 
for years of  insufficient contributions.

VI. Stabilizing and Securing Employee  
      Retirement in Alabama

The defined benefit pension is essentially an annuity,54 in 
which the employer promises to pay a predetermined amount to 
the employee over the employee’s retired years.

The employer’s responsibility is to accurately calculate 
the amount needed to fund the payments and to make the 
contributions necessary to ensure benefits are paid in full. 
However, public-sector accounting guidance and changed 
investment practices, coupled with politicians’ incentive to push 
spending obligations to the future, has shown that governments 
are poorly suited to investing, managing, and operating retirement 
systems for employees. In addition, technical accounting 
techniques and assumptions leave employees at an informational 
disadvantage about the true funding status of  their retirement 
benefits.

These two features of  defined benefit plans—the incentive 
of  politicians to obscure costs and underfund the system coupled 
with the informational disadvantage of  employees—points to 
a classic “Principal-Agent problem” in public-sector pension 
systems.55 Studies indicate that in some cases, governments 
may adopt actuarial assumptions to reduce annual payments, 
or obscure the true size of  unfunded pension obligations.56 
Accounting sleights-of-hand in defined benefit plans allow 
governments to avoid full funding since, much like payment 
on a long-term debt, contributions can be deferred: “when 
a budget deficit occurs, it is likely governments will rely on 
pension contributions to solve budget problems.”57 Even if  
governments are legally bound to make the full contribution 
each year, accounting techniques without any basis in economic 
theory or financial practice can be employed to alter the value of  
the liability and adjust the annual payment to suit the sponsor, 
effectively suppressing part of  the obligation and pushing 
payment into the future.58

This is not true of  the defined contribution plan, where 
the sponsor must make the full contribution to the employee’s 

retirement account each year. The employer’s contribution to 
a defined contribution account is guaranteed, the investment 
performance and final amount available in retirement is 
not. The shifting of  investment risk from the government 
(more accurately, the taxpayer), to the employee in a defined 
contribution plan is likely a reason why some advocacy groups, 
including unions, resist the move away from the defined benefit 
model, where risk can be shifted to taxpayers. But it also indicates 
a concern that employees or employers may contribute too little 
to individual retirement savings, investments may perform poorly, 
or individuals may make uninformed financial decisions, through 
risky investment or tapping into retirement savings and putting 
their retirement income at risk. To this end, a new retirement 
system should be structured to offer workers the best elements 
of  both plan designs with a focus on income security rather than 
wealth maximization.

Firstly, Alabama public workers should be offered control 
over their own retirement savings and discretion over how their 
savings are structured. To that end, the state should close the 
defined benefit system and devise a funding strategy to honor the 
benefits earned to date. A new defined contribution plan should 
be established for all workers.59 In addition to ensuring that 
the state makes annual contributions to employees’ retirement 
accounts, the DC plan has several other features that make 
it an attractive retirement option for workers. Employees are 
fully vested in their contributions. Employee ownership over 
retirement contributions permits both investment and career 
flexibility in that the DC plan allows the employee to change jobs 
without losing retirement benefits.

A DC plan’s investment strategy can be designed to 
reflect the risk tolerance of  individuals within the public-sector 
workforce. Specifically, the DC plan may include the option to 
invest in a life-cycle fund, which automatically adjusts to more 
conservative investments as the employee approaches retirement. 
The DC plan may also give employees the option to partially 
annuitize their retirement savings. Automatic enrollment and a 
robust contribution level set for employers would help to ensure 
that employees are setting aside sufficient savings for retirement.60

It has been noted that a retirement system’s goal should 
focus on income security as opposed to wealth maximization.61 
To meet the goals of  “Safety, Security and Stability” in retirement 
for Alabama employees, the management and financial 
stewardship of  a newly established retirement system should be 
shifted out of  the government. Such a change does not preclude 
allowing employees a variety of  options in how to structure their 
retirement savings—which should reflect the risk tolerance of  
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individuals—instead, transitioning out of  a government-managed 
DB plan eliminates the perverse incentives, political gaming, and 
flawed accounting that has undermined the certainty of  a public-
sector pension for retirees.

Recommendations

There are several principles Alabama should follow to 
improve the funding of  the current DB system while ensuring 
workers have more options and ownership over their retirement 
savings.

1.	 Fair-Market Valuation. only an economic accounting 
of  the liability can provide a true picture of  plan funding 
status and indicate the amount of  contribution necessary 
to fully fund the system. Alabama should value the plan 
liability based on the likelihood of  benefits being paid under 
Alabama state law. The discount rate chosen should match 
the risk and timing of  plan payments, such as the yield on 
US Treasury bonds.

2.	 Close the Defined Benefit plan to new hires. New 
hires should be shifted to a defined contribution plan—an 
option that should be extended to current workers. Each 
day the system remains open, Alabama’s liability for public-
sector workers increases. As managed to date, the DB plan 
presents an active risk to taxpayers and an uncertain future 
for employees. Employee contributions have been invested 
for purposes other than ensuring full funding. Ancillary 
economic benefits do not justify state speculation with 
employee contributions. The new Defined Contribution plan 
can incorporate design elements of  the DB plan including 
automatic enrollment, investment in life-cycle funds, and the 
option for partial or full annuitization.

3.	 Develop a strategy to fund earned benefits that have 
been earned to date. Given the size of  the funding gap, 
increased contributions will be necessary, as will be possible 
changes to benefit formulas.

4.	 Change the asset investment strategy in the Closed 
Defined Benefit plan. The asset investment strategy should 
hedge the risks present in the liability. This means adopting 
a portfolio that matches investments with the risk of  the 
liability changing due to wage changes or interest rate/
inflation fluctuations. High-risk investments do not make up 
for losses with certainty. They come with the risk of  funding 
gaps. The volatility of  investments affects the volatility of  
funding.

5.	 Improve disclosure. Current reporting on the Alabama 
pension system does little to clarify the true performance of  
the plan for employees. Alabama’s annual pension reports 
market golf  tourism to a distracting degree. The reports’ 
emphasis on tourism reveals a skewed fiduciary philosophy 
that views pension contributions as a source of  lending 
for pet projects and state economic investments. Pension 
reports should clearly indicate funding status and investment 
performance for employees and the public.

Conclusion

Alabama’s pension system is deeply underfunded for 
reasons that extend to all state and local pension plans in the 
United States. The valuing of  liabilities based on expected asset 
returns results in unrecognized funding gaps, due to insufficient 
contributions and risky investment policies. In addition this 
accounting mishap encourages plan fiduciaries to embrace 
greater investment risk to make up for losses. The RSA has 
increased its exposure to high-risk investments over the decade. 
In addition it has used plan contributions to attract business to 
Alabama. The secondary economic benefits of  such economically 
targeted investments have come at the price of  poor investment 
performance for the pension fund. Effectively, Alabama has 
subsidized economic development with employee pension 
contributions, and passed on the risk of  higher taxes and lower 
benefits to Alabama residents. The only way for Alabama to fix 
its pension funds is to close the current DB system, fully account 
for plan liabilities, and uncover how much will be required to 
pay for benefits earned to date. The state of  Alabama should 
establish a Defined Contribution plan for employees, eliminating 
the risk of  political manipulation of  retiree benefits, and ensuring 
younger workers have more control over their retirement savings.
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