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Executive Summary

State and municipal employees’ public pension funds have obligations that total, 
in the aggregate, almost 130 percent of state and local governments’ annual 
budgets. On average, the assets available to meet these obligations fall well short 

of the amount necessary—by some $1 trillion, even under such plans’ own overly rosy 
growth assumptions. This shortfall jeopardizes public workers’ retirement security—
or, in the alternative, threatens the broader public with draconian tax increases and/
or reduced funding for vital government services. This paper finds that:

1. Public pension-plan funding has deteriorated. Since 2000, such plans, in the aggregate, have gone from fully 
funded to 74 percent funded. In 2014, 63 percent of plans were less than 80 percent funded—the level deemed “at risk” 
for private-employer pension plans under the Pension Protection Act—and 20 percent were less than 40 percent funded.

2. Public pension plans have markedly increased the risk profile of their investments. In 1952, public- 
employee defined-benefit plans invested 96 percent of assets in cash and fixed-income investments; that percentage fell 
to 47 percent in 1992, to 27 percent in 2012, and to less than 19 percent in 2015.

3. Public pension plans make unreasonably high rate-of-return assumptions. The implied risk premium in 
state and local pension plans’ rate-of-return assumptions has grown from 30 basis points over 30-year Treasuries to  
480 basis points today—an increase of 1,500 percent. If public pension plans assumed a “riskless” rate of return, state  
and municipal pension plans would be only 50 percent funded.

4. Many public pension funds engage in social activism that harms share value. In recent years, many state 
and municipal pension plans have devoted significant attention to various environmental, social, or governance (“ESG”) 
agendas. Empirical research suggests that such social-issue focus, at least in the form of shareholder-proposal activism, is 
associated with lower firm value in funds’ portfolio companies.

To date, little attention has been paid to the role that pension boards have played in managing—and, in some cases, 
mismanaging—the retirement systems of states and their localities. Large pension plans are among the investors most 
actively focused on corporate-governance matters relating to the publicly traded companies in which they invest; but 
the governance structures of public pension funds typically lack many features that such funds champion for private 
companies. Specifically:

 ◆ Public pension boards lack adequate fiduciary duties. State and municipal funds are not subject to federal 
fiduciary duties that apply to private pension plans and are instead subject to a hodgepodge of typically more 
lenient state-law requirements. Only three states—Maryland, South Carolina, and Wyoming—have adopted  
fiduciary duties as recommended by the Uniform Law Commission’s model Uniform Management of Public  
Retirement Systems Act.

 ◆ Public pension boards lack diversity and financial expertise. Among 87 boards studied by the National 
Association of State Retirement Administrators, 73 percent of all board members are plan beneficiaries or elected 
officials. A study by the National Education Association of 89 major public-education pension plans found that only 
24 required at least one citizen financial expert on the board of trustees.
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TO IMPROVE PUBLIC PENSION-BOARD GOVERNANCE, STATES SHOULD:

i. Improve board composition

• Require public-citizen members, members with financial expertise, and a “taxpayer advocate.”

• Ensure that union representatives are not a majority of the board. 

• Require pension-board members to undergo a mandatory training period.

ii. Define fiduciary duties

• Enact ethics and conflict-of-interest rules for board members.

•  Require plan fiduciaries to make all investments for the exclusive benefit of beneficiaries  
according to a “prudent investor” standard.

iii. Implement systems and controls

• Prohibit pension-fund boards from lobbying for benefit enhancements for workers.

•  Standardize the process of choosing discount rates / investment assumptions based on a formula,  
determined by an independent expert, that reasonably projects long-term rates of return.

•  Prohibit boards from changing, at their own discretion, the “amortization period”  
(the time frame that a pension system commits to paying back its debt). 

•  Adopt a standard time period—regardless of political or fiscal conditions— 
over which pension systems will smooth the assets of a plan.

• Prohibit investing assets based on political agendas, including social investing and in-state investment plans.

• Prohibit surplus funds from investment gains from being automatically distributed to workers.

• Aim for 100 percent funding. 

•  Vest professional staff—in consultation with a separate investment board composed of qualified  
members operating independently of the plan’s board of trustees—with investment decision-making authority.

5
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I. Introduction

Public pension funds for state and municipal workers 
in the United States have accumulated, by most 
recent estimates, approximately $4 trillion in 

obligations—roughly one-fourth of U.S. GDP and almost 
130 percent of state and local governments’ annual 
budgets—to fund government workers’ retirements.1 
Actual assets available to fund these obligations, however, 
total only about $3 trillion, leaving a $1 trillion shortfall 
that threatens to jeopardize public employees’ retirement 
security and/or burden the public fisc—potentially 
squeezing out vital spending on health, education, and 
infrastructure.2 In 2014, for example, California governor 
Jerry Brown signed legislation that will require school 
districts to increase funding for teachers’ pensions from 
less than $1 billion in school year 2014–15 to $3.7 billion 
by 2021.3 The City of Peoria, Illinois, has seen the share of 
property-tax receipts that it spends on pension costs swell, 
from 18 percent in the early 1990s to 57 percent in 2015.4

Rather than scale back promised obligations or require current governments to 
account properly for promised future benefits, public pension plans have often 
shifted toward riskier asset classes and made aggressive assumptions about in-
vestment returns, in the hopes of making up the difference. Unfortunately, public 
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pension funds’ investment strategies in such risky asset classes 
may have been suboptimal. In a 2015 study for the Manhattan 
Institute, University of Tennessee finance professor Tracie 
Woidtke finds that the valuations of publicly traded companies 
in which public pension funds disproportionately invested 
their funds departed significantly from those in which private 
pension funds invested; and that public pension funds’ portfo-
lio companies tended to have lower valuations subsequent to 
the funds’ investment decisions.5

One neglected area of attention in America’s govern-
ment-worker pension crisis has been the role that pension 
boards have played in managing—and, in some cases, mis-
managing—the retirement systems of states and their local-
ities. A number of prominent failures can be attributed to 
pension boards. In Detroit, even as the city spiraled toward 
bankruptcy, its pension board paid out nearly $1 billion in 
bonuses to retirees.6 In 1999, the board of the California Public 
Employee Retirement System (CalPERS), the largest state/
municipal public-employee retirement plan in the country, 
lobbied aggressively for benefit enhancements—money that ul-
timately contributed to the steep underfunding of California’s 
public pension system.7

To date, little attention has been paid to how board  
composition and governance might increase the likelihood  
of such mismanagement: there has been some research  
(with somewhat inconclusive findings) on governance in 
the public sector, mostly focusing on the composition of the 
boards that run state and local pension systems, but almost no 
research on how the allocation of substantive powers to  
boards might influence the performance of government  
retirement systems. 

The lack of academic scrutiny of such issues is surprising. 
Large pension plans are among the investors most actively 
focused on corporate-governance matters relating to the pub-
licly traded companies in which they invest. Sometimes, such 
funds have pushed aggressively for procedural-governance 
mechanisms designed to increase the influence of beneficial 
equity owners, by eliminating staggered board structures or 
modifying director-election rules. In other instances, public 
pension funds have advocated for changes in publicly traded 
companies’ board structures designed to mitigate agency costs 
between management and beneficiaries—such as eliminating 
“inside” director chairmanships or mandating increased di-
rector diversity. Finally, to lower agency costs, state and local 
pension funds have looked to impose actual substantive  
limits on governing boards’ power, typically in the area of 
executive compensation.

The governance structures of public pension funds also often 
lack many features that such funds champion for private 
companies. In some instances, board diversity is completely 
nonexistent—as in New York State, where the public-employee 
pension plan’s sole fiduciary is a single elected official. In other 
cases, governance boards are wholly dominated by “insid-
ers”—in this case, public-employee union members, whose 
interests may diverge from plan beneficiaries’ and taxpayers’. 
Board members charged with countering such inside interests 
on behalf of the broader public are often elected officials with 
larger mandates that may conflict with plan soundness and 
public protection, particularly in light of conflicting incentives 
brought about by public-employee unions’ electoral influence.

In addition to questionable board composition, the boards 
of government retirement plans often wield considerably 
more substantive power than their counterparts in the private 
sector. One survey found that 68 percent of public retirement 
boards have some control over benefit decisions.8 The survey 
also found that 88 percent of government pension boards ex-
ercised direct authority over the investment decisions of their 
funds, and 89 percent controlled the funds’ actuarial assump-
tions, which are key components in calculating the funding 
levels and risks that a plan faces. In contrast, under the federal 
Pension Protection Act,9 private-employer pension plans 
must discount projected future liabilities using market-based 
discount rates based on high-quality corporate bond yields; 
benefit payouts are limited for any plan less than 80 percent 
funded (deemed “at risk”); plan assets cannot be valued over 
more than a two-year “smoothing cycle”; and plan spon-
sors have to make up shortfalls within seven years. As such, 
private-employer sponsors of defined-benefit pension plans’ 
actuarial and benefit decisions are sharply cabined, while plan 
sponsors have powerful incentives to limit investment volatili-
ty risk in their portfolios.

Public-employee pension-fund board members have some-
times lacked the expertise to make sensible decisions in these 
crucial areas. In other cases, boards have based their policies 
not on the best interests of those they are supposed to rep-
resent, including taxpayers, but on the influence exerted on 
boards by prominent special interests, including powerful 
elected officials and unions. Some of the largest public pension 
funds, including those for California employees and teachers 
and those for New York City and state employees, have placed 
substantial emphasis on social, political, and environmental 
concerns in managing their portfolio investments. Woidtke’s 
research shows that public pension funds that embrace such 
strategies through shareholder-proposal activism have seen 
significantly lower company valuations in their portfolios than 
those that have not, at least for certain periods.
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In the past several years, states and localities have passed 
dozens of pieces of legislation seeking to reduce their pension 
debt. But little of this legislation focuses on reforming the 
way pension systems are governed. Crucial reforms are still 
needed. This paper is designed to help shine a light on the 
way forward.

II. Public Pension-Plan 
Performance
Public Pension Funds: An Underfunding Problem
State and municipal pension plans exist to pay public em-
ployees benefits in retirement, as do defined-benefit pension 
plans for workers with private employers. Plan sponsors (in 
this case, state and local governments) manage assets direct-
ly to cover expected future liabilities—unlike pay-as-you-go 
retirement programs like federal Social Security and the 
portable, largely self-governed defined-contribution plans 
now commonplace in the private sector.

Crucial to the viability of public-employee retirement plans—
at least without imposing significant new costs on the public, 
through higher taxes or reduced services—are the decisions 
to put away adequate resources to meet future promised 
obligations. The extent to which plans are adequately funded 
to meet future benefit payouts is determined by the “funded 
ratio,” roughly the percentage of obligations met by invest-
ments, given actuarial assumptions. Plans set aside “annual 
required contributions,” according to actuarial standards 
accepted by bodies such as the Government Accounting Stan-
dards Board, to meet expected future payouts.

During the last 15 years, the health of U.S. state and local 
pension plans has deteriorated, by almost any measure. 
Since 2000, such plans, in the aggregate, have gone from 
fully funded to 74 percent funded (Figure 1). In 2014, 63 
percent of plans were less than 80 percent funded—the level 
deemed “at risk” for private-employer pension plans under 
the Pension Protection Act—and 20 percent were less than 
60 percent funded (Figure 2).

Funded Ratios, State and Local  
Pension Plans, FY 2000–14*

FIGURE 1.  

Source: Munnell & Aubry 2015—Public Plans Database (PPD) (2001–14), Center for Retirement Research 
at Boston College

*Government Accounting Standards Board 25 Standards

Distribution of Funded Ratios for Public 
Plans, FY 2014*

FIGURE 2.  

Source: Munnell & Aubry 2015—Public Plans Database (PPD) (2001–14), Center for Retirement Research 
at Boston College

*Government Accounting Standards Board 25 Standards
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As funding levels for public pensions have declined, their 
relative drag on the public fisc has grown. Required actuarial 
contributions to public pension funds, relative to state and 
local worker payrolls, have ballooned: from 7 percent at the 
turn of the century to 19 percent in 2014 (Figure 3). In a 
very real sense, public pension obligations are squeezing out 
other public funding, limiting current public services and 
investments to meet yesterday’s obligations. Rather than 

confront this problem directly, public officials have tended 
not to make adequate required contributions to the pension 
system (Figure 4), essentially kicking the can down the 
road, while increasing the problem as pensions become more 
underfunded, absent unexpected investment portfolio gains.

Risk and Rate-of-Return Assumptions
Funded ratios do not capture pension plans’ overall finan-
cial health because one plan’s underlying assumptions may 
be more or less conservative—or accurate—than another’s. 
Plans’ benefit structures vary, as do worker and retiree 
population demographics, investment strategies, alterna-
tive funding sources, and abilities to change obligations or 
assumptions in the future.

In general, accounting for such considerations makes the 
underlying problem of public pension underfunding look 
worse. Over time, public pension plans have sharply shifted 
investment strategies into riskier asset classes. In 1952, 
public-employee defined-benefit plans invested 96 percent 
of assets in cash and fixed-income investments; in 1992, 
47 percent; in 2012, 27 percent; and in 2015, less than 19 
percent.10 In addition to corporate equities, public pension 
plans have invested more aggressively in alternative asset 
classes, such as hedge funds, private equity, real estate, and 
commodities: during 2006–12, the share of state and munic-
ipal pension-plan assets devoted to such investments grew 
from 11 percent to 23 percent.11

Corporate equities and other riskier asset classes yield 
higher returns, on average: this strategy led to significant 
increases in pension assets in the bull market of 1982–2000. 
Because the stock market can be volatile, however, the move 
away from conservative investments led to significant pres-
sures on pension-plan assets during pronounced downturns 
in the early twenty-first century, as the stock Internet bubble 
and, later, the 2008 financial crisis reduced equity holdings. 
In 2008, state and local pension plans lost more than $700 
billion in equity and mutual-fund value, as their stock port-
folios declined by more than one-third.12 As fund payouts 
continued, the funds’ equity holdings did not recover to their 
2007 values until 2013; over the same period, their unfund-
ed liabilities grew by $1.1 trillion.13

As state and municipal pension plans have assumed more 
risk, they have also assumed rates of return that imply a 
higher risk premium. In the 1990s, as stocks returned 18 
percent annually, on average, state and local pension plans’ 
assumed rates of return—the median was 8 percent in 
1992—were comfortably below plan returns.14 Yet subsequent 
stock-market volatility has coincided with lower returns: 

Required Contribution Relative to Payroll, 
State and Local Plans, FY 2001–14

FIGURE 3.  

Source: Munnell & Aubry 2015—Public Plans Database (PPD) (2001–14), Center for Retirement Research 
at Boston College

Percentage of Required Contribution Paid, 
State and Local Plans, FY 2001–14*

FIGURE 4.  

Source: Munnell & Aubry 2015—Public Plans Database (PPD) (2001–14), Center for Retirement Research 
at Boston College

*Government Accounting Standards Board 25 Standards
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since 2000, 3 percent–4 percent on average.15 State and local 
pension plans, however, continue to assume aggressive rates 
of return: in 2014, the median assumption was 7.6 percent 
(Figure 5).

Growth in the assumed risk premium is indicated by com-
parison with 30-year Treasury bond yields: in 1992, 30-year 
Treasuries yielded 7.7 percent, compared with 2.8 percent 
today.16 As such, the implied risk premium in state and local 
pension plans’ rate-of-return assumptions in 1992 was 30 
basis points (0.3 percentage points) over 30-year Treasuries; 
today, that risk premium has grown to 480 basis points (4.8 
percentage points)—an increase in risk premium of 1,500 
percent. In November 2015, America’s largest state pension 
fund, CalPERS, voted to reduce its assumed rate of return, 
over time, from 7.5 percent to 6.5 percent.17 Though such 
a shift is more in line with market realities, the 6.5 percent 
return target still assumes a risk premium of 370 basis points 
over 30-year Treasuries, more than 250 percent higher than in 
1992, when CalPERS assumed a then-aggressive 8.75 percent 
rate of return.18

By assuming overly aggressive rates of return, state and munic-
ipal pension plans have both understated their unfunded liabil-
ities and created incentives to invest in riskier assets in pursuit 
of returns. Rather than assuming rates of return in excess of 7 
percent, if public pension plans assumed a 5 percent annual rate 
of return—a level that many financial economists would regard 
as a “riskless” rate—state and municipal pension plans would be 
only 50 percent funded (Figure 6).

Plan Shareholder Activism and Impact  
on Plan Returns
In recent years, many state and municipal pension plans 
have devoted significant attention to various environmental, 
social, or governance (“ESG”) agendas that often have an 
attenuated, if any, relationship to shareholder value. A 2011 
study, for instance, determined that the investment staff of 
funds in the California retirement system were required to 
follow 111 different investing directives—on the environment, 
social conditions, and corporate governance—imposed by the 
state legislature and the funds’ board.19

In some instances, such directives involve negative restric-
tions on investment decisions, such as the current fad for 
divesting fund resources from petroleum-producing or other 
“climate impacting” companies. Such limitations generate 
press attention for social and policy advocates but do little 
more than reduce portfolio diversity without increasing 
returns. A 2008 California State Teachers’ Retirement 
System (CalSTRS) report estimated that the fund lost $1 
billion in potential gains after State Treasurer Phil An-
gelides pressured California’s pension funds to divest from 
tobacco companies—just as their share prices had begun to 
rebound.20 In 2015, the chief investment officer of CalSTRS 
told his board: “I’ve been involved in five divestments for our 
fund. All five of them we’ve lost money, and all five of them 
have not brought about social change.”21

In other cases, public pension ESG criteria lead funds to 
invest affirmatively in asset classes for perceived social 

Distribution of Assumed Rates of Return  
for Public Pension Plans, FY 2014

FIGURE 5.  

Source: Munnell & Aubry 2015—Public Plans Database (PPD) (2001–14), Center for Retirement Research 
at Boston College

State and Local Pension-Plan Funded Ratios, 
Discounted by Riskless Rate, FY 2001–14

FIGURE 6.  

Source: Munnell & Aubry 2015—Public Plans Database (PPD) (2001–14), Center for Retirement Research 
at Boston College
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values, such as California’s ill-fated decision to invest pension 
assets in local real estate. In 2000, the board of CalPERS, led by 
State Treasurer Angelides, debuted a “smart investments” cam-
paign aimed at investing heavily in local real estate, including 
purchasing home loans made by California banks to low- and 
moderate-income families and encouraging residential building 
around the state. By 2006, the pension fund had pumped some 
$7 billion of new money into the sector: real estate grew from 5 
percent of CalPERS’s portfolio to 10 percent, even as America’s 
real-estate bubble was inflating.22 Among CalPERS’s big bets 
was a nearly $1 billion investment in LandSource Communities 
Development, a Los Angeles–based real-estate firm that owned 
some 15,000 acres of land in the Santa Clarita Valley that it 
planned to turn into thousands of homes. When the real-estate 
boom ended, however, LandSource went bust and CalPERS’s 
heavy bet on real estate backfired. By the end of 2009, the 
pension fund’s property portfolio had declined by nearly  
50 percent.23

Many state and municipal pension funds also attempt to affect 
the behavior of companies they invest in through various forms 
of shareholder activism, including prominently the process of 
introducing shareholder proposals on companies’ proxy ballots. 
In 2015, almost one-fifth of all shareholder proposals were 
sponsored by pension plans for public employees.24 Over the 
ten years covered in the Manhattan Institute’s Proxy Monitor 
database, each of the five largest state- and municipal-em-
ployee pension plans—CalPERS, CalSTRS, the New York State 
Common Retirement Fund, the New York City Employees’ 
Retirement Systems, and the Florida State Board of Administra-
tion—has sponsored shareholder proposals, though their level 
of activity, as well as their approaches to shareholder activism 
more broadly, has varied.

On average, the companies targeted by shareholder proposals 
by the five largest state and municipal pension funds during 
2006–14 saw their share price underperform the broader 
S&P 500 index by 0.9 percent in the year following the share-
holder vote. In 2015, an econometric study by Tracie Woidtke 
studied this relationship in more detail.25 Building on a research 
methodology initially developed for her doctoral dissertation, 
Woidtke examined the valuation effects associated with pen-
sion-fund influence, assessed through industry-adjusted Tobin’s 
Q, measured through ownership, on Fortune 250 companies, 
during 2001–13—controlling for various factors, including firm 
leverage, research and development expenses, advertising ex-
penses, index membership, assets, positive income, stock-trans-
action costs, insider ownership, and year fixed effects. Overall, 
Woidtke finds that firm value “is negatively related to public 
pension fund ownership and positively related to private 
pension fund ownership”—and that, in particular, “ownership 
by public pension funds engaged in social-issue sharehold-
er-proposal activism is negatively related to firm value.”

III. Fiduciary Duties, 
Board Structure, and 
Governance
State and Municipal Pension-Plan Fiduciary Duties
Private pension plans in the U.S. are generally governed by 
the federal Employee Retirement Income Security Act of 
1974 (ERISA), which prescribes fiduciary duties—principally 
to require those with discretionary control or authority over a 
pension plan “to run the plan solely in the interest of par-
ticipants and beneficiaries and for the exclusive purpose of 
providing benefits and paying plan expenses.”26 These duties 
apply to plan administrators, trustees, and members of plan 
investment committees, who may be personally liable for 
breaches of fiduciary duties. Among core fiduciary duties are: 
duty of prudence in investment decisions; duty to diversify 
investments; duty of loyalty (i.e., to avoid self-dealing and 
conflicts of interest); and duty to adhere to plan documents.

Although the federal Department of Labor traditionally in-
terpreted these ERISA duties to preclude pension fiduciaries 
from using plan assets to further “social, legislative, regula-
tory, or public policy agendas,”27 on October 22, 2015, the 
Obama Labor Department issued new guidance, Interpretive 
Bulletin 2015–01, that would appear to substantially loosen 
such strictures and empower plan administrators to invest 
in “economically targeted investments” (ETIs)—investments 
chosen to foster specific social goals such as economic devel-
opment or home ownership in a particular state or area—or 
to use ESG criteria.28

ERISA rules do not apply to state or municipal public-em-
ployee pension plans, which are instead subject to state 
law. A minority of states impose a “prudent investor” rule 
similar to ERISA, either by statute or court common-law 
interpretations; other states apply a more lenient “prudent 
person” rule, so that fiduciary duties on prudent investment 
are interpreted to apply not professional-investor standards 
but rather those that a prudent person would adhere to if 
investing for his own account. A majority of states have con-
flict-of-interest rules. Most states also have ethics codes for 
public officials who oversee or manage pension funds.

In addition, a majority of states have some sort of “legal list” 
statute that limits certain investment choices by state or 
municipal pension plans—from total prohibitions on equity 
investments to prohibitions on types of investments deemed 
too speculative or against public policy. Many states also 
have statutes that encourage various noneconomic goals 
through pension-fund investments, including ETIs and allo-
cation of resources to minority-owned investment managers 
or firms.
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The Uniform Management of Public Retirement Systems Act 
(UMPERSA),29 adopted in 1997 by the Uniform Law Com-
mission, proposed a series of duties for public pension-plan 
fiduciaries, requiring that all “duties with respect to a retire-
ment system” be discharged:

1. Solely in the interest of participants and beneficiaries 

2. For the exclusive purpose of providing benefits to partici-
pants and beneficiaries and paying reasonable expenses of 
administering the system

3. With the care, skill, prudence, and diligence under the cir-
cumstances then prevailing that a prudent person acting 
in a like capacity and familiar with such matters would use 
in the conduct of an activity of like character and purpose 

4. Impartially, taking into account any differing interests of 
participants and beneficiaries

5. In accordance with law governing the retirement program 
and system

To date, only Wyoming and Maryland have enacted 
UMPERSA, with South Carolina also using the model act to 
craft its fiduciary duties.

State and Municipal Pension-Plan Board  
Structure and Governance
Just as fiduciary duties vary broadly among states for 
public-employee pension funds, so, too, can the fiduciary 
actors—including boards—that oversee such funds  
(Figure 7). At one extreme lies the New York Common 
Retirement System, which is overseen by a sole fiduciary: 
the state comptroller, who is a partisan, elected official. 
Connecticut, Michigan, and North Carolina have oversight 
boards but vest fiduciary authority solely with a single 
official. Other states and municipalities have boards but 
place system assets under the oversight of a separate entity: 
Georgia, Iowa, Massachusetts, Minnesota, Nebraska, 
New Jersey, Rhode Island, South Carolina, South Dakota, 
Vermont, and Wisconsin, as well as Phoenix, the Illinois 
State Employees Retirement System, and the Montana Public 
Employees Retirement Board. Most states place at least some 
elected officials ex officio on trustee boards.

Some states have boards that are wholly appointed. For 
example, the Texas Municipal Retirement System and the 
Texas County and District Retirement System are overseen 
by boards in which each individual is appointed by the 
governor, with legislative confirmation. The current board 
members are all sitting or retired municipal officials30—pre-
sumably those deemed to have an appreciation of budget 
impacts imposed by pension management. Delaware has a 

mixed board, in which five members are appointed by the 
governor and confirmed by the legislature; and two others, 
the state secretary of finance and the director of the state’s 
Office of Management and Budget, sit ex officio. Perhaps 
unsurprisingly, given Delaware’s corporate-law focus, the ap-
pointed trustees are all investment professionals and others 
apparently selected for their financial expertise.31

Still other states give substantial sway to plan beneficiaries, 
with boards dominated by those elected by public employees 
or appointed or serving ex officio owing to public-employ-
ee-union status. In Louisiana, the 17-member board of the 
Teachers’ Retirement System includes 12 members elected 
locally or statewide by public employees or other plan 
beneficiaries; the other five are ex-officio public officials.32 
CalPERS, the nation’s largest state or municipal pension 
plan, has 13 board members: six elected by plan beneficia-
ries, four ex-officio public officials, and three appointees by 
either the governor or legislature.33

A survey by the National Association of State Retirement 
Administrators of 87 of the largest government pension 
funds found that 42 of them are dominated by plan benefi-
ciaries.34 Several others lack diversity in another way: they 
are composed, in the majority, of elected officials acting ex 
officio. On average, 73 percent of all board members in the 
87 boards studied are plan beneficiaries or ex-officio elected 
officials. Eighteen of the 87 boards (more than 20 percent 
of all boards) have zero board members apart from plan 
beneficiaries or ex-officio elected officials; 29 (one-third of all 
boards) have no more than one outside board member who is 
not an elected official. Conversely, only 13 of 87 boards have 
a majority of board members who are not plan beneficiaries 
or ex-officio elected officials.

Apart from potential conflicts of interest between board 
members and sound financial management for the public 
interest, one significant shortcoming of current board struc-
tures is that many boards lack the kind of financial exper-
tise that is so necessary to understanding the key issues in 
pension-fund governance. A study by the National Education 
Association (NEA) of major public-education pension plans 
found that only 24 of 89 funds surveyed required at least 
one citizen financial expert on the board of trustees.35 The 
NEA recommended that for all plans, employees and plan 
beneficiaries should make up no more than 50 percent of the 
board, that private citizens should be included on the board, 
and that financial experts should be required on the board.



Safeguarding Public-Pension Systems  |  A Governance-Based Approach

STATE RETIREMENT SYSTEM BOARD 
BOARD 

SIZE APPOINTED ELECTED
PLAN 

MEMBERS
EX  

OFFICIO

AK—Alaska Retirement Management Board 9 7 0 5 2

AL—Alabama Teachers’ Retirement System 14 0 10 10 4

AL—Alabama Employees’ Retirement System 13 3 6 9 4

AR—Arkansas Teachers Retirement System 15 0 11 10 4

AR—Arkansas Public Employees Retirement System 9 6 0 6 3

AZ—Arizona State Retirement System 9 9 0 4 0

AZ—Arizona Public Safety Personnel Retirement System 5 5 0 4 0

AZ—Phoenix Employees’ Retirement System 9 2 3 4 4

CA—California Public Employees Retirement System 13 3 6 6 4

CA—Los Angeles County Employees Retirement Association 9 4 4 4 1

CA—San Diego County Employees Retirement Association 9 4 4 4 1

CA—San Francisco City and County Retirement System 7 4 3 3 0

CA—California State Teachers Retirement System 12 5 3 4 4

CO—Colorado Public Employees Retirement Association 15 3 11 11 1

CT—Connecticut Teachers Retirement Board 12 5 5 5 2

DC—District of Columbia Retirement Board 12 6 6 6 0

DE—Delaware Public Employees’ Retirement System 7 5 0 0 2

GA—Georgia Employees Retirement System 7 4 0 3 3

GA—Georgia Teachers Retirement System 10 8 0 6 2

IA—Iowa Public Employees Retirement System 11 6 0 3 5

ID—Idaho Public Employee Retirement System 5 5 0 2 0

IL—Illinois Municipal Retirement Fund 8 0 8 8 0

IL—Illinois State Employees Retirement System 13 6 6 6 1

IL—Illinois Teachers Retirement System 13 6 6 6 1

IN—Indiana State Teachers Retirement Fund 5 4 0 0 1

IN—Indiana Public Employees Retirement Fund 6 5 0 3 1

KS—Kansas Public Employees Retirement System 9 6 2 2 1

KY—Kentucky Retirement Systems 9 3 5 5 1

KY—Kentucky Teachers Retirement System 9 0 7 5 2

LA—Louisiana Teachers’ Retirement System 17 0 12 12 5

LA—Louisiana State Employees Retirement System 9 0 6 6 3

MA—Massachusetts Teachers Retirement Board 7 2 2 3 3

MD—State Retirement and Pension System 14 6 5 11 3

ME—Maine State Retirement System 8 5 2 4 1

MI—Michigan Public School Employees Retirement System 12 11 0 6 1

MI—Michigan State Employees Retirement System 9 4 0 4 5

MI—Municipal Employees Retirement System of Michigan 9 3 6 7 0

MN—Minnesota Public Employees Retirement Association 11 5 5 9 1

MN—Minnesota State Retirement System 8 0 5 5 3

MN—St. Paul Teachers’ Retirement Fund Association 10 0 9 9 1

MN—Duluth Teachers Retirement Fund Association 9 1 7 7 1

MN—Minnesota Teachers Retirement Association 8 1 5 5 2

MO—Missouri Local Government Employees Retirement System 7 1 6 6 0
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MA—Massachusetts Teachers Retirement Board 7 2 2 3 3

MD—State Retirement and Pension System 14 6 5 11 3

ME—Maine State Retirement System 8 5 2 4 1

MI—Michigan Public School Employees Retirement System 12 11 0 6 1

MI—Michigan State Employees Retirement System 9 4 0 4 5

MI—Municipal Employees Retirement System of Michigan 9 3 6 7 0

MN—Minnesota Public Employees Retirement Association 11 5 5 9 1

MN—Minnesota State Retirement System 8 0 5 5 3

MN—St. Paul Teachers’ Retirement Fund Association 10 0 9 9 1

MN—Duluth Teachers Retirement Fund Association 9 1 7 7 1

MN—Minnesota Teachers Retirement Association 8 1 5 5 2

MO—Missouri Local Government Employees Retirement System 7 1 6 6 0

MO—St. Louis Public School Retirement System 11 4 7 7 0

MO—Missouri State Employees Retirement System 11 6 3 3 2

MO—Missouri Public Schools Retirement System 7 3 4 4 0

MS—Mississippi Public Employees Retirement System 10 1 8 8 1

MT—Montana Public Employees Retirement Board 7 7 0 2 0

MT—Montana Teachers Retirement System 6 6 0 4 0

NC—North Carolina Retirement Systems 14 12 0 7 2

ND—North Dakota Public Employees Retirement System 7 3 4 4 0

ND—North Dakota Teachers Fund for Retirement 7 5 0 5 2

NE—Nebraska Retirement Systems 9 8 0 6 1

NH—New Hampshire Retirement System 13 12 0 8 1

NJ—New Jersey Teachers’ Retirement Board 7 3 3 3 1

NJ—New Jersey Public Employees Retirement Board 9 3 6 6 0

NM—New Mexico Public Employees Retirement Association 12 0 10 10 2

NM—New Mexico Educational Retirement Board 7 3 2 3 2

NV—Nevada Public Employees Retirement System 7 7 0 7 0

NY—New York State Teachers Retirement System 10 5 4 6 1

NY—New York City Teachers Retirement System 7 2 3 3 2

OH—Ohio School Employees Retirement System 9 3 6 6 0

OH—Ohio Public Employees Retirement System 11 3 7 7 1

OH—Ohio State Teachers Retirement System 11 3 7 7 1

OH—Ohio Police and Fire Pension Fund 9 3 6 6 0

OK—Oklahoma Public Employees Retirement System 13 8 0 3 5

OK—Oklahoma Teachers Retirement System 13 11 0 6 2

OR—Oregon Employees Retirement System 5 5 0 2 0

PA—Pennsylvania State Employees Retirement System 11 10 0 6 1

PA—Pennsylvania Public School Employees Retirement System 15 2 6 5 7

RI—Rhode Island Employees Retirement System 15 2 6 6 7

SC—South Carolina Retirement Systems 5 0 0 0 5

SD—South Dakota Retirement System 16 3 13 13 0

TN—Tennessee Consolidated Retirement System 19 4 6 10 9

TX—Texas County and District Retirement System 9 9 0 9 0

TX—Texas Municipal Retirement System 6 6 0 6 0

TX—Austin Employees’ Retirement System 11 5 5 6 1

TX—Texas Employees Retirement System 6 3 3 3 0

TX—Teacher Retirement System of Texas 9 9 0 6 0

TX—Houston Firefighters Relief/Retirement Fund 10 3 6 6 1

UT—Utah Retirement Systems 7 6 0 2 1

VA—Educational Employees’ Supplementary Retirement Sys-
tem of Fairfax County 7 4 3 3 0

VA—Virginia Retirement System 9 4 5 4 0

VT—Vermont Teachers Retirement System 6 1 2 3 3

VT—Vermont State Employees Retirement System 8 1 4 4 3

WI—Wisconsin Retirement System 13 10 2 2 1

WY—Wyoming Retirement System 11 10 0 5 1
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Discussion
Overseeing and managing public pension funds involve 
significant challenges of ownership and control. In essence, 
such funds have two sets of “owners”: plan beneficiaries, who 
depend on investments for their retirement security; and 
the public at large, which is typically responsible for paying 
plan benefits in the event of shortfall—thus requiring higher 
levels of taxation and/or reductions in public services. The 
extent to which risks in plan management fall on one or the 
other sets of owners depends on state laws, including consti-
tutional requirements, that govern plan benefit structures. In 
instances in which state constitutions prohibit any changes 
to benefits previously promised, investment risk falls dis-
proportionately on the broader public—though, in extreme 
cases, such constitutional provisions could be preempted by 
federal bankruptcy law in the event that a state or municipal-
ity is unable to meet its obligations.

The ownership and governance problems in managing state 
and municipal pension plans thus parallel, but materially 
differ from, those in either the private pension arena or the 
traditional corporate-governance arena. In private pension 
law, strict ERISA fiduciary duties are necessary to prevent 
sponsoring employers, as plan administrators, from risking 
employees’ and retirees’ plan assets by underfunding pension 
plans or misallocating assets. In corporate law, because cor-
porate dividend payments are discretionary rather than man-
datory and because equity investors are otherwise unable to 
protect their interests contractually, owners of common stock 
face significant “agency costs”: absent additional protections 
for equity owners, managers may choose to pay themselves 
salaries that deplete the residual earnings available to share-
holders, or avoid strategies that investors might prefer they 
take because they imperil their own job security. To protect 
against these agency costs, owners of equity shares have 
traditionally been protected by common-law fiduciary duties 
and voting rights (chiefly, the ability to elect directors). 
Investors in publicly traded corporations are, of course, also 
able to sell their shares and, thus, are protected by right of 
exit.

In recent years, public pension funds have been keenly in-
volved in shareholder-activism campaigns that are putatively 
designed to mitigate agency costs by modifying corporate 
board structures. Among such efforts are various funds’ 
campaigns to eliminate staggered boards (coordinated by 
Harvard law professor Lucian Bebchuk);36 CalPERS’s effort 
to require directors to be elected by a majority of voting 
shareholders, rather than seating directors who receive 
only a plurality of shareholder support;37 efforts to ensure 
that boards have more diverse slates of directors; efforts 

to require companies to have an “independent” chairman, 
separate from management; and the New York City pension 
funds’ effort, spearheaded by City Comptroller Scott Stringer, 
to give investors the ability to nominate their own directors 
on company proxy ballots, to compete with board-nominated 
candidates.38 In addition, public pension funds have played 
an increasing role in overseeing companies’ executive-com-
pensation plans.

The drive to increase board accountability to shareholders 
stands in significant tension with the lack of appropriate 
accountability mechanisms in the fiduciary duties and 
structures of public pension-fund boards. The latter is a 
crucial weakness. As a World Bank report observed: “The 
establishment of a fit and proper governing body for public 
pension funds thus may be even more important than the 
maintenance of a comparable body for private sector cor-
porations.”39 Because there are two sets of “owners” with 
interests in fund management—plan beneficiaries and the 
taxpaying public—ownership costs become a more serious 
problem than in traditional private fund management. More-
over, in addition to traditional duty of loyalty and duty of 
care concerns in the corporate-governance and private-plan 
context—the typical worries about managers absconding 
owners’ assets or being lax in overseeing them—many board 
members or other fiduciaries of public-plan assets have 
agency costs owing to the social or political goals of the trust-
ees.

Such agency costs exist for both plan beneficiaries’ repre-
sentatives and for ex-officio publicly elected officials. Plan 
beneficiaries may choose to take imprudent risks with plan 
assets because the government—ultimately, the taxpayers—is 
on the hook for such decisions. They may also wish to allo-
cate plan assets or engage in shareholder activism campaigns 
to reward or punish corporations, investment managers, or 
their executives for public statements or political involve-
ment perceived to help or hurt public employees’ hiring, pay, 
or benefits—without regard to the company’s or investor’s 
soundness, in terms of plan-investment strategy.

Elected officials may themselves be compromised in the same 
direction, particularly in areas in which public-employee 
unions or political activism are strong. They may also hope 
to invest plan assets according to social, political, or envi-
ronmental concerns. For example, since 2010, the New York 
State Common Retirement Fund—under the direction of a 
single, partisan elected official, currently Thomas DiNapoli 
(D)—has been particularly aggressive in filing shareholder 
proposals with a social, political, or environmental bent at 
large, publicly traded corporations. Looking at those pro-



posals introduced among the 250 largest such companies, 
as recorded in the Manhattan Institute’s Proxy Monitor 
database, 63 percent of the New York State Common Retire-
ment Fund’s shareholder proposals have involved corporate 
political spending or lobbying, 21 percent have involved 
environmental issues, and 9 percent have involved employ-
ment rights, such as sexual orientation and gender-identity 
discrimination.40 In 2015, New York City comptroller Scott 
Stringer, an elected Democrat, launched a broad “proxy 
access” campaign seeking more shareholder power to nom-
inate board directors. Although the sought change involved 
a corporate-governance concern, Stringer selected a meth-
odology for determining which companies to target that 
was driven not by share value but rather by social concerns 
like climate change and racial and gender diversity on the 
company board.41

Academic research on how board makeup influences the 
performance of government retirement systems is not 
wholly conclusive. Some studies have found that boards 
dominated by plan members invest more poorly and are 
more likely to be underfunded;42 other studies suggest that 
boards largely run by ex-officio members perform less well 
than those in which active members dominate.43 One reason 
for the varying results may be that the nature of the board 
itself evolves over time, as the politics of a state or munici-
pality change. Assessed overall, however, the research leads 
to a firm inference about board composition—namely, that 
boards dominated by one type of member (whether elected 
officials, or active members of the pension system and union 
officials) tend to do less well than diverse boards, particularly 
those with required financial expertise. Given the noteworthy 
lack of diversity on many pension boards—and the tendency 
for boards to be overloaded by employees or elected officials, 
without financial expertise—there is a compelling case for 
rethinking board structures.

IV. Policy  
Recommendations
Board Composition
Reforms should strive for more balance in boards, includ-
ing requiring public-citizen members and members with 
financial expertise. Ideally, boards should have a majority 
of members who are not union members or other beneficia-
ries of the pension system. States and cities would also do 
well to consider adding at least one member whose sole role 
should be to look out for the interests of taxpayers—a so-
called taxpayer advocate—to bring more balance to boards. 
Pension-board members should also undergo a mandatory 
training period before assuming their duties so that they can 
clearly understand the complex design of pension systems 
and the long-term consequences of decisions they make.

Fiduciary Duties
States should adopt well-defined fiduciary duties for all 
public pension boards. The Uniform Management of Public 
Retirement Systems Act may serve as a possible template for 
such duties. At a minimum, states should have ethics rules, 
conflict-of-interest rules, and an investment standard—pref-
erably a higher-threshold “prudent investor” rather than 
a more lenient “prudent person” requirement. The former 
standard, which assumes the prudence exercised by an in-
vestment professional rather than by an ordinary citizen in-
vesting in his own account, is appropriate for public pensions 
upon which beneficiaries and taxpayers rely.

Systems and Controls
One study on government pension funds defines governance 
as “the systems and processes by which a company or gov-
ernment manages its affairs with the objective of maximizing 
the welfare of and resolving the conflicts of interest among 
its stakeholders.”44 The emphasis on systems and processes 
is a reminder that governance reform should not be simply 
about changing the makeup of a board. Rather, states and 
cities should seek as much as possible to institutionalize 
how pension funds govern themselves by enshrining best 
practices into their bylaws and, in the process, removing key 
decisions from the discretion of board members. Under this 
scenario, the boards of pension funds become watchdogs, 
ensuring that the funds are operating in accordance with 
principles already laid out in the governing structure of a 
retirement system. Board members, however, would not have 
the ability to alter those principles on their own.

17
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GOVERNMENT PENSION SYSTEMS WOULD DO WELL TO ADOPT THE FOLLOWING GOVERNANCE BEST PRACTICES:

Prohibit pension-fund boards from lobbying for 
benefit enhancements for workers.
The role of the board should be to serve as watchdog over 
the system. But in too many cases, board members become 
advocates for causes. Detroit’s pension board defended and 
advocated for paying pension bonuses to workers. CalPERS’s 
board lobbied aggressively for benefits enhancements in 
1999; these benefits, enacted the next year, sharply increased 
the cost of California’s retirement system.45 Workers have 
other advocates, especially unions, to represent them in their 
quest for benefits. Worker advocacy should not be the role of 
a fund board.

Standardize the process of choosing discount rates 
/ investment assumptions based on a formula, 
determined by an independent expert, that reason-
ably projects long-term rates of return. 
One academic study found that many pension systems tend 
to set discount rates and other key variables in response to 
fiscal stress that their governments face. In 1992, for in-
stance, New Jersey’s legislature passed legislation to change 
its retirement system’s discount rate to reduce the state’s 
annual contribution to its pension system and to more easily 
balance its budget.46 That made this crucial measure of a 
pension system’s health a victim of the political process. Gov-
ernments must remove this variable from the governance of 
pensions. The Society of Actuaries, for example, recommends 
a formula that uses a risk-free rate, blended with historical 
stock-market returns, to determine an appropriate discount 
rate for pension plans.

Prohibit boards from changing, at their own discre-
tion, the “amortization period” (the time frame that 
a pension system commits to paying back its debt).
According to standard actuarial practice, a pension system 
should seek to pay off any underfunding while workers 
are still active. Typically, such payoff plans should aim to 
eliminate debt in 20 years or less because, in most public 
pension systems, the bulk of current workers will retire in 
15–20 years. But many public pension systems have amor-
tization plans that extend to 30 and 40 years, which places 
the burden for paying off debt for the pensions of today’s 
workers on future taxpayers. In some cases, pension boards 
have instituted and extended these plans specifically to 
reduce the cost of pensions on current taxpayers, sometimes 
at the behest of politicians seeking budget relief. This inevita-
bly contributes to underfunding.

Adopt a standard time period—regardless of po-
litical or fiscal conditions—over which pension 
systems will smooth the assets of a plan. 
Asset-smoothing is the process of calculating the assets of a 
pension plan over a multiyear period in order to cushion the 
blow from sharp drops in the market. Determining the level 
of assets that a pension system holds is crucial to under-
standing the health of that system. Best practices allow for a 
pension system to smooth its assets over a three-to-five-year 
period. But pension boards have sometimes manipulated 
this crucial measure of assets to make a retirement system’s 
financial position seem better than it actually is—and, in the 
process, reduce contributions by governments. In 2005, for 
instance, CalPERS’s board extended its smoothing period to 
15 years so that the fund’s robust performance in the mid-
1990s could be combined with losses in later years to give the 
fund the appearance that it was in better shape.47 There is no 
justification except political expedience for such changes.

Prohibit investing assets based on political 
agendas, including social investing and in-state 
investment plans. 
The bulk of money that states and cities are promising 
workers is meant to come from investment gains. So a fund’s 
investment strategy should focus exclusively on maximizing 
its investment returns. But state legislatures and pension 
boards have clouded that mission by loading financial man-
agers with a host of investment restrictions. Both anecdotal 
evidence and empirical research suggest that social- and 
policy-related investing restrictions and shareholder activism 
are associated with lower investment returns.

Prohibit surplus funds from investment gains from 
being automatically distributed to workers. 
Surpluses from investment gains are meant to offset years 
in which a fund’s assets decline because of poor market 
performance. But surpluses have become a tool by which 
politicians ingratiate themselves to workers by granting them 
bonuses or higher benefits. San Diego consistently paid out 
bonuses to pensioners in years when investment returns 
exceeded projections, even when the city’s fund was foun-
dering. Called in to investigate the collapse of the San Diego 
pension system, former Securities and Exchange Commis-
sion chairman Arthur Levitt observed: “Designating earnings 
in excess of 8 percent as ‘surplus’ made it look as if the City 
could grant additional benefits without providing a funding 
source for them. This impression was (and is) misleading.”48



19

Aim for 100 percent funding. 
A growing trend among board members and politicians is to 
declare that pension funds can function adequately if they 
aim for less than full funding. The aim of these declarations 
is to lower the cost of paying off pension debt by reducing the 
target for full funding. But in a system in which investment 
returns are the crucial component in accumulating assets for 
workers, aiming for just 80 percent funding, for instance, 
means that a retirement system’s goal is to have at least 20 
percent of the money it needs to be at work producing invest-
ment returns missing from the system. That puts added pres-
sure on investment managers to produce higher returns with 
the money they have available and increases the likelihood 
that a pension system will have to tap taxpayers and workers 
for higher contributions.

Vest professional staff—in consultation with a 
separate investment board composed of qualified 
members operating independently of the plan’s 
board of trustees—with investment decision-mak-
ing authority. 
Some of the biggest problems plaguing pension systems 
have been caused by investment committees composed of 
inexperienced or politically motivated members who made 
investment decisions that caused steep losses for funds. 
For 13 years, the investment board of the country’s largest 
government pension fund, CalPERS, was led by a former 
union leader with no investing experience, who twice filed for 
personal bankruptcy. During his tenure, CalPERS consistent-
ly granted investment contracts to some of the state’s biggest 
political givers and had one of the worst investment records 
of any public pension fund.49 Similarly, the board of the New 
Orleans Fire Fighters Pension & Relief Fund, dominated by 
members without expertise, engaged in a series of disastrous 
investments, including in a Cayman Islands hedge fund that 
turned out to be a Ponzi scheme and two golf courses that 
suffered big losses, which depleted the assets of the fund and 
sparked a crisis that is ongoing to this day.50 Establishment 
of an independent investing board, working in conjunction 
with the chief investment officer of a fund, can help avoid 
these kinds of breakdowns. The role of a pension fund’s 
overall board in this organizational structure would be to 
monitor the work of these investment experts to ensure that 
they follow fund guidelines and, over the long term, achieve 
the fund’s investment objectives. But the pension fund’s 
board should have no direct say in investment decisions.
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Abstract
To date, little attention has been paid to the role that 
pension boards have played in managing—and, in some 
cases, mismanaging—the retirement systems of states and 
their localities. Large pension plans are among the investors 
most actively focused on corporate-governance matters 
relating to the publicly traded companies in which they 
invest; but the governance structures of public pension 
funds typically lack many features that such funds champion 
for private companies.

 

Key Findings
1. State and municipal employees’ public pension funds have 

obligations that total, in the aggregate, almost 130 percent 
of state and local governments’ annual budgets: on average, 
the assets available to meet these obligations fall well short of 
the amount necessary—by some $1 trillion, even under such 
plans’ own overly rosy growth assumptions.

2. Public pension boards lack adequate fiduciary duties: state 
and municipal funds are not subject to federal fiduciary duties 
that apply to private pension plans and are instead subject to a 
hodgepodge of typically more lenient state-law requirements.

3. Public pension boards lack diversity and financial expertise: 
among 87 boards studied by the National Association of State 
Retirement Administrators, 73 percent of all board members 
are plan beneficiaries or elected officials; a study by the 
National Education Association of 89 major public-education 
pension plans found that only 24 required at least one citizen 
financial expert on the board of trustees.
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