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IINNTTRROODDUUCCTTIIOONN  
 
The purpose of this report is to provide the Legislative Finance Committee with background information 
regarding the “unfunded liabilities” of the state pension plans.  This report will touch upon some of the 
more basic components of this issue, first describing what the issue is, listing key legal cites that must be 
kept in mind, and explaining cost factors that the legislature needs to understand in addressing the issues 
surrounding the “unfunded liability”.  Whether or not this committee chooses to recommend an 
approach or strategy for solving this problem, it is important to understand the retirement system fiscal 
issues for deliberations in the potential special session and in future regular sessions. The very nature of 
retirement systems suggests that the fiscal and policy issues surrounding them must be considered in the 
long-term as well as the short-term.  The sheer size of the retirement systems, combined with the 
principles applied in the management of the systems, makes the issues seem complex. When a severe 
dip in investment returns occurs, the results are dramatic.  With more than $6.5 billion in assets, a one 
percent change is valued at $65 million.  In the period of 2001 to 2003, the shrinking values of equity 
markets and reduced interest earnings cost the Montana retirement systems million of dollars in losses, 
when compared to actuarial projections of the amount needed to meet benefit obligations in the future.  
This report will also provide some options that the legislature can consider as well as the ramifications 
of those options. 

IISSSSUUEESS  FFAACCIINNGG  TTHHEE  LLEEGGIISSLLAATTUURREE  

UNFUNDED LIABILITY OF PERS, TRS, SRS, GWPORS 
The issue before the legislature at this point in time includes the following retirement systems: 

PERS – Public Employees Retirement System 
TRS – Teacher Retirement System 
SRS – Sheriffs’ Retirement System 
GWPORS – Game Wardens’ and Peace Officers’ Retirement System 

 
An “unfunded liability” refers to the excess of a retirement plan’s actuarial liability over the actuarial 
value of assets.  Actuarial liability is the amount that the retirement system expects to pay out over the 
long-term.  Actuarial value of assets is the amount that the retirement system expects to have available 
to pay retirement obligations over the long-term.  Both components of the equation are based upon many 
assumptions.  A list of assumptions used in the PERS valuation, as an example, is Attachment A. 
 
Unfunded liabilities are reported for retirement systems other than the four listed above, but the 
amortization period for those other systems is less than 30 years as required in statute.  In simpler terms, 
this means that the actuarial unfunded liability for the other systems is calculated to theoretically 
disappear in less than 30 years.  The four retirement systems listed above, on the other hand, have 
actuarial unfunded liabilities that are not amortized in less than 30 years, as Montana statute requires for 
the retirement plan to be actuarial sound. 
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How much is the liability? 
Based on the actuarial valuations prepared as of June 30, 2004, the total unfunded liability for the four 
systems was estimated at $1.2 billion.  Broken out by retirement plan, the unfunded liabilities are as 
follows: 

PERS  -  $466.8 million 
SRS  -  $8 million 
GWPORS  - $5 million 
TRS  -  $757.8 million 

 
Although these valuations are prepared biennially by statute, valuations are currently being prepared to 
update the information to June 30, 2005.  The updated valuations are expected to be available before the 
Legislative Finance Committee meets on October 6th and 7th, so the new numbers will hopefully be 
available at that time.  The unfunded liability is expected to increase for the TRS, primarily because of 
known losses that were not recognized at the time of the last actuarial valuation. 

Where did the unfunded liability come from? 
Investment losses are the primary reason for the current unfunded liability problem.  In the period of 
2001 through 2003, those returns were much lower than projected, and in two of the three years were 
negative.  The drop in value of the equity market (stocks) is the major culprit. 
 
To the degree that reported actuarial surpluses were used up by the passage of benefit enhancement 
legislation, the retirement benefit increases have contributed to the present situation. 
 
It should be pointed out that investment gains, contribution rate increases, and reamortization of 
unfunded liabilities have historically been used by the legislatures all across the country to fund benefit 
enhancements.  Montana is not alone in funding benefits using the enhanced market values, nor is it 
alone in having experienced significant investment losses.  We are also not the only state seeking 
solutions to actuarially fund our public pension plans. 

The “perfect storm” explanation 
In a September 9th presentation to the State Administration and Veterans Affairs (SAVA) Interim 
Committee, Carroll South of the Board of Investments provided an explanation in this way.  He likened 
the events to the “perfect storm” as portrayed in the motion picture of the same name.  In much the same 
way that the adverse weather condition came together in the movie, a group of circumstances 
contributed to the unfunded liability situation.  He listed them in this way: 

o The legislature increases benefits 
o Capital markets decrease asset bases 
o Markets are beyond legislative control 
o Markets are unpredictable and volatile 
o Asset bases cannot be increased 
o Benefits cannot be decreased 
o Investment returns cannot fix the problem 

 
Again, the primary contributor to the situation was the decrease in the asset base caused by the drop in 
the value of the equity investments held on behalf of the retirement plans. 
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OOTTHHEERR  PPOOLLIICCYY  CCOONNCCEERRNNSS    

HJR 42 STUDY 
The State Administration and Veterans Affairs Interim Committee has been assigned the charge 
approved by the legislature in HJR 42 in the 2005 session.  HJR 42 provided the following: 
 

That the Legislative Council be requested to designate an appropriate interim committee, 
pursuant to section 5-5-217, MCA, or direct sufficient staff resources to: 

(1) review constitutional and statutory language governing how public employee 
retirement plan funds are managed and invested; 
(2) study the investment strategies, objectives, and asset allocation of public employee 
retirement funds managed by the Board of Investments; 
(3) compare the asset allocation, investment performance, and actuarial assumptions 
regarding Montana's public employee retirement plan funds with asset allocation, 
investment performance, and actuarial assumptions used in other states; 
(4) study how investments or asset allocation strategies are adjusted by the Board of 
Investments either in anticipation of changing needs or changing market conditions or 
after significant national and world events affect the market; 
(5) study actual rates of return versus actuarial gains and losses in market value and how 
actuarially assumed rates of return adopted by the retirement boards relate to realized 
returns and the investment objectives set by the Board of Investments; 
(6) examine how investments, retirement benefits, and legislative policy decisions interact 
to affect the actuarial soundness of the public employee retirement plans and employer 
funding obligations; and 
(7) identify legislative policy issues and concerns, consider options, and develop 
recommendations. 

 
Within the context of this study the SAVA committee intends to develop recommendations to address 
the “unfunded liability” problem, with some recommendation available for the proposed special session. 

FISCAL NOTES ON RETIREMENT BILLS 
In presentations and discussion during the SAVA committee meeting on September 9, 2005, there was a 
concern expressed regarding fiscal notes prepared for retirement legislation.  The issue is that the 
structure of the fiscal note does not lend itself to an accurate and complete representation of potential 
fiscal impact of the legislation.  There appears to be considerable interest in addressing this concern and 
developing a fiscal note format that better addresses the unique characteristics and long-term impacts of 
such bills. 

AAPPPPLLIICCAABBLLEE  LLAAWWSS  

CONSTITUTION 
Article VIII, Section 15 provides that “Public retirement systems shall be funded on an actuarially sound 
basis”.  This constitutional requirement drives the need for the state to address the issue of an unfunded 
liability, to insure that funds are available in the future to meet the obligations of future benefits as 
determined by actuarial valuations of the retirement systems. 
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Article II, Section 31 provides that “No ex post facto law nor any law impairing the obligations of 
contracts…shall be passed by the legislature”.  This constitutional provision is what has been applied in 
case law in Montana and in other states to say that, as to current employees and retirees, the legislature 
cannot take pension benefits away that have been previously authorized for them. 

STATUTES 
Statutes related to retirement systems are contained in Title 19, MCA.  These statutes govern several 
retirement plans in several chapters of code, and are too many to summarize here.  Attachment B 
provides a summary of the various plans in a format that allows for comparisons between plans. 

LEGAL CONSTRAINTS ON SOLVING THE FISCAL PROBLEM 
One option that is not apparently available to the legislature is that of reducing benefits of existing 
public employees and retirees.  From case law, the conclusion is that the level of benefits authorized in 
law for public employees and retirees covered by that law is a component of their employment 
“contract” and the legislature cannot pass a law that takes a previously granted benefit away.  This 
apparently does not apply to employees that have not been hired yet, as an “employment contract” has 
not been entered into yet. 
 
Similarly, the idea of increasing the contribution by the employee without a corresponding benefit 
increase is also apparently not an option.  There are no Montana cases on this subject but it has been so 
held in other states’ courts.  There is no problem with increasing the contribution of the employer. 

CCOOSSTT  FFAACCTTOORRSS  

VALUE OF THE “UNFUNDED LIABILITY” 
Based on the actuarial valuations for the period ending June 30, 2004, the unfunded liability for the four 
retirement funds that are identified as having the problem is about $1.2 billion.  This is an actuarial 
unfunded liability, based upon certain assumptions.  An infusion of about half that amount, or about 
$500 to $600 million into the retirement plans today, would be needed to totally fix the problem at this 
point in time.  It would actuarially bring the amortization of the unfunded liability into the 30-year 
window. 

ACTUARIAL ASSUMPTIONS 
As stated earlier, an example of retirement plan assumptions used in actuarial valuations is in 
Attachment A.  It is important to point out that assumptions are indeed assumptions, and assumptions 
can change with time.  Any assumption can change. And no assumption is more at risk of volatility than 
that of investment return.  While the retirement plan boards have approved an assumption of an 8 
percent return on investments over the long haul, actual returns over the past five years have failed to 
realize anything close to 8 percent.  Over the past five years (2001 to 2005), the rates of return for PERS 
have been a negative 5.04 percent, a negative 7.23 percent, and a positive 6.61 percent, 13.42 percent, 
and 8.13 percent in that last three years.  At the September SAVA committee meeting, Investment 
Division director Carroll South indicated that the return on investment for 2006 through 2008 would 
have to be 17 percent per year to reach an eight year average of 8 percent over the eight year period.  He 
also indicated that the legislature should not assume investment returns would solve the unfunded 
liability problem. 
 



 

 5 

It is also noted that the Teachers Retirement Board approved a 7.75 percent investment return 
assumption effective July 1, 2004. 
 
Other assumptions should be considered also.  Variations occur for one reason or another.  When a 
person retires affects the ultimate payout that the retirement plan will experience.  Retirement incentives 
that are sometimes offered are one example.  Attachment C is a list of items that are further examples of 
“what puts stress on retirement systems”.  These are long-term considerations. 
 
According to David Senn of the Teachers Retirement System, “Because assumptions can and do vary 
from experience, both the TRS Board and the PERS Board periodically compare actual experience with 
the actuarial assumptions.  If there are differences, minor corrections are made to the assumptions to 
bring them in line with experience.  All assumptions and any changes recommended by the actuary are 
governed by professional standards established by the Actuarial Standards Board.” 

PAYROLL OF PUBLIC EMPLOYEES 
If increases in employer contributions are part of the solution, then the payroll for the public employees 
is a cost factor.  Annualized payroll (2004) for each plan is listed below, along with the estimated 
amount of contributions that is generated from an additional 1 percent added to the retirement rate: 

PERS  $832.8 million  1 Percent = $8.3 million 
SRS  $27.4 million  1 percent = $274,000 
GWPORS $21.4 million  1 percent = $214,000 
TRS  $576.4 million  1 percent = $5.8 million 

 
The total payroll for these four retirement plans is $1.455 billion, one percent of which yields $14.55 
million.  Remember that with wage growth each year, the amount of payroll will increase annually.  
Attachment A shows an assumption of 4.25 percent for general wage increases. 

FISCAL CONSTRAINTS ON SOLVING THE FISCAL PROBLEM 
One fiscal restraint relates to the size (in dollars) of the problem…$1.2 billion is certainly a very 
significant amount and, based upon funds available, cannot likely be solved by just an infusion of cash 
in the retirement plans, even with a large portion of the amount being funded by investment returns on 
the amount of cash added to those retirement plans. 
 
A second restraint is the volatility of the investment returns…the legislature cannot assume that 
investment returns will solve the problem. 
 
And third, the market has not yet recovered.  The Investment Division director indicates that the market 
is still over 20 percent below where it was before the stock market slide began. 

OOPPTTIIOONNSS  AAVVAAIILLAABBLLEE  TTOO  TTHHEE  LLEEGGIISSLLAATTUURREE  

WHAT DOES THE LEGISLATURE NEED TO DO OR HAVE TO DO? 
There seems to be a consensus that the legislature needs to do something to resolve the problem.  For the 
four retirement plans, having unfunded liabilities that violate the constitutional requirement that the 
plans be “actuarially sound” can have other impacts.  If allowed to continue, this situation will get worse 
and will be more costly to fix.  Public employee retirement benefits are put at risk.  An adverse 
statewide audit finding will occur and bond ratings can be adversely affected. 
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The following are some options that are available to the legislature.  Most if not all have been discussed 
previously.  None of the options listed are mutually exclusive and some or all of the options can be 
combined in crafting a solution. 

Cash Infusion 
Option:  Proposals have been suggested that a portion of the projected general fund surplus be 
used to partially address the unfunded liability of the retirement plans.  While the use of the 
surplus in this way is appropriate, especially any portion that is from one-time sources of 
revenue, this source is purely general fund money.  The advantage of this approach is that a 
significant increase in the asset base results in increased investment return and directly reduces 
the unfunded liability.  However, this approach does not include other funds in addressing the 
problem.  Therefore, are there other funds (state special revenue) from which an appropriation 
for this purpose might be made?  It is not expected that a cash infusion of federal funds into the 
retirement plans would be possible. 
 
Option:  Another way to achieve a cash infusion for the retirement plans is through pension 
bonds.  The Investment Division director does not recommend this option.  The only way it 
works is if the investment returns on the proceeds of the bonds exceed the interest paid by the 
state on the bonds.  This is considered risky given that the volatility of the investment returns is 
what got the retirement plans into the current situation. 

Increase Employer Contribution 
Option:  Increasing the employer contribution increases the flow of funds into the retirement 
fund.  It provides a flow of funds that, along with investment returns, will chip away at the 
unfunded liability.  Proposals including this option would need to be designed to ensure that the 
amortization period for the unfunded liability is within the 30 years required by statute.  Because 
the employer contribution is a product of a percent of payroll, and payroll is funded for various 
state and federal funds, this proposal accesses general fund, state special, federal funds, and local 
government funding sources in solving the problem.  In addition, investment income is freed up 
to increase the assets of the retirement plans. 

Decrease Benefits for Future Employees 
Option:  Although decreasing benefits for current employees is not an option, decreasing benefits 
for future employees apparently is an option.  Based upon the demographics of the public 
workforce, this might be a reasonable fiscal solution, but it might have other ramification, both in 
the fairness to new employees and in future recruitment and retention of public employees. 

Options Developed by the TRS Board 
Attachment D is a list of proposals that the Teachers Retirement Board has developed for 
consideration. They include some of the options stated above and add proposals that, for 
example, “close loopholes” that add costs to the plan. 

 
 






































