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EXECUTIVE SUMMARY

Despite recent stock market highs, Arizona’s pension systems remain dead men walking. Officially, the state’s major 
pension funds are 72 percent funded, just 7 percentage points above what the federal government defines as the “red 
zone,” or in critical condition. This means they are short at least $14.5 billion, or $2,300 for every man, woman, and 
child in the state. 

But these official numbers are far rosier than reality. The state’s numbers assume pension funds can consistently 
earn an 8 percent return on investments, a rate of return not seen over the last decade. Based on a more realistic 5 
percent rate of return, all of the state’s pension funds are in critical condition, with combined unfunded liabilities 
shooting over $33 billion. That works out to almost $5,000 for every man, woman, and child in the state. And 
the assumption of a more conservative 10-year Treasury rate would reveal that pension fund insolvency is on the 
horizon—in 2009, Arizona’s funds would have been less than 34 percent funded.

In light of this reality, it is plain that Arizona’s pension systems, like those of other states, assume that taxpayers 
will make up the difference. But developing case law shows there is likely no taxpayer backing for any “independent” 
pension fund. For this reason, policymakers must enact reforms before the system becomes insolvent.

New employees should be required to join defined contribution plans; old employees should be enticed to 
do the same. Policymakers should enact a maximum combined contribution rate of no more than 16 percent of 
an employee’s paycheck. To prevent future abuses, state constitutions should be amended to require a legislative 
supermajority to increase pension benefits. And pension funds should adopt a more realistic rate of return, one that 
equals or approaches a Treasury rate, to support further benefit and contribution reforms.

At the same time, the 47 states that have constitutional gift clauses should bar pension funds from giving 
public employees grossly disproportionate compensation for their work. Specifically, to counteract the practice of 
“spiking,” pension benefits for any employee should be capped at an amount that is not grossly disproportionate to 
that employee’s pension contributions. Further, to protect taxpayers from paying multiple times for the same work, 
pension funds should be prohibited from increasing employer contributions to replenish pension fund losses or to 
increase benefits for current retirees.

Finally, policymakers should authorize pension funds to file for Chapter 9 bankruptcy. The mere existence of 
such legislation will encourage trustees and pensioners to voluntarily reform the system. If voluntary reforms fail to 
materialize, bankruptcy will allow for pension funds to be restructured in an orderly fashion. Such reforms need to 
begin now to ensure a sustainable and solvent pension system for both taxpayers and employees. 
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Arizona’s Pension Funds Are in Trouble…

With the Great Recession and subsequent anemic recovery, government revenues 
remain below their pre-recession levels. Public employee pension systems have become 
an increasing burden on government budgets at all levels, threatening states’ financial 
solvency. This is a well-known fact among experts around the nation, as reflected in a 
report from 2012 by the State Budget Crisis Task Force, co-chaired by former Chairman 
of the Federal Reserve Paul Volcker. That report notes that there are $891 billion of 
unfunded liabilities in state and local pension systems across the United States, an average 
unfunded liability of $2,882 for every man, woman, and child in the nation.1 The Pew 
Center for the States, in a 2012 report on public sector retirement benefits based on 2010 
data, indicates a $757 billion unfunded pension liability nationwide.2 Regardless of which 
data point is more accurate, both reflect huge taxpayer liabilities that are likely to grow.

Arizona is no exception. Using the state’s optimistic financial projections, the total 
unfunded liabilities of Arizona’s four major public sector pension systems amount to 
$14.5 billion. That’s $2,300 for every human being in the state. Despite this fact, people 
claim Arizona’s pension systems are sound and among the best managed in the nation.
But, by 2004, only two of the pension systems—the Corrections Officers Retirement Plan 
(CORP) and the Elected Officials Retirement Plan (EORP)—claimed to be more than 
100 percent funded. Today, CORP claims only a 68 percent funded ratio. EORP is the 
worst funded of the four systems, at 58 percent.3 Moreover, Arizona’s pension systems are 
arguably in deeper trouble than these officially acknowledged numbers indicate.

A Short Primer on Arizona’s Pension Systems 

Arizona has four major pension systems in which all levels of Arizona government 
participate, with few exceptions. See Table 1.

Table 1: Arizona’s State-Managed Pension Systems

System Board
Eligible 

Participants
Membership 
(Participants)

Employee* 
Contribution 

Rate (% payroll)

Taxpayer 
Contribution 

Rate (% payroll)

Arizona State Retirement 
System (ASRS)

Independent 
Board

All Public 
Employees Not in 
the Other Systems

535,501 11.55% 10.25%

Public Safety Personnel 
Retirement System (PSPRS)

Common 
PSPRS Board

Police and 
Firefighters

31,104 8.65% 22.68%

Corrections Officers 
Retirement Plan (CORP)

Common 
PSPRS Board

Prison Guards and 
Officials

19,568 8.41% 9.50%

Elected Officials Retirement 
Plan (EORP)

Common 
PSPRS Board

Elected Officials 
and Judges

1,957 10.00% 32.99%

Total 588,130

Arizona's State-Managed Pension Systems

Source: Retirement Plan Comprehensive Annual Financial Reports
*These are officially reported rates as of the 2012 annual reports. The actual rates reverted to lower levels due to a 
lawsuit brought by public employees.

There are $891 billion  
of unfunded liabilities  
in state and local  
pension systems across  
the United States, an 
average unfunded 
liability of $2,882 for 
every man, woman,  
and child in the nation.
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This type of system  
pays retirement benefits 
that often exceed the 
amount that could 
possibly be earned from 
contributions made on  
a retiree’s behalf. 

A Retiree’s Pension Calculation

Upon retirement, a typical state employee’s pension is determined by multiplying his 
most recent three-year average salary by the number of years that individual worked and 
contributed toward the system and then by a percentage called a retirement multiplier. 
Retirement multipliers vary according to length of employment from 2 percent to 2.3 
percent in ASRS. PSPRS uses a multiplier of 2.5 percent. So if an ASRS retiree’s most 
recent three-year average salary is $60,000 and he contributed for 30 years, this gives 
him a multiplier of 2.3 percent.4 His yearly pension would therefore be: $60,000 x 30 x 
0.023 = $41,400. The amount of money needed to provide an annuity for a man with this 
salary and service history would be about $678,000; the amount for a woman would be 
approximately $738,000, due to her longer life expectancy.5 

This type of system pays retirement benefits that often exceed the amount that could 
possibly be earned from contributions made on a retiree’s behalf. Retirement multipliers 
can be readjusted by the legislature, richening the benefit but doing nothing to enhance 
the size of the fund from which benefits are paid. For example, rules have changed to 
allow earlier retirement with higher pensions, even though the system was built with 
presumptions that careers and contributions would last longer and build a larger fund for 
benefits. Additionally, pay “spiking” with payouts for unused sick and vacation leave in 
final work years is still common despite efforts to make the practice illegal.6 This means 
past retirement contributions, based on a different earnings trajectory, do not realistically 
support such retirees’ benefits. In other words, some retirees receive far more in benefits 
than can be justified by the amount of money contributed to the fund in their names, 
even accounting for investment proceeds.

Funded Levels and Discount Rates

Ideally a retirement fund, at any given time, would be like a closed mutual fund, 
which allows an investor to withdraw all his claims without diminishing the claims of 
anyone else. An ideal pension fund would have assets sufficiently large they would earn 
enough investment proceeds to completely cover current benefits obligations, including 
those already earned by employees not yet retired. Assets result from years of contributions 
made by active employees and employers’ (taxpayers’) matching contributions to the fund. 
If investment proceeds exceed benefits paid, they can also add to total assets. Investment 
losses subtract from total assets.

Pension fund managers must look at more than presently paid benefits compared to 
current assets, though. This is because some of the assets are intended to support future 
retirees, not just current retirees. Therefore, actuarial calculations are made to compare 
current assets to current and future pension obligations already earned. Actuaries must ask 
if benefits (liabilities to the fund) stopped being earned today, how much money would 
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need to be on hand to cover current pensions and other obligations when they come due 
in the future? And how does this compare to current assets?

 
Actuaries answer these questions by taking into account future recipients’ expected 

lifetimes, expected longevity in their jobs, expected career and ending salaries and 
pensions, and several other employee-based factors. Actuaries must also assume what can 
be characterized as the fund’s expected rate of return on investment or what is technically 
called a “discount rate.” If a person owes someone $100 in 10 years, he could invest some 
money now so that the initial investment plus earnings would equal $100 in 10 years. 
The higher the assumed rate of return on that investment, the less he would need to save 
now. For example, if the debtor thinks he can earn only 5 percent annually, he needs to 
set aside $61.39 today. If he thinks he can earn 8 percent, he needs to set aside (or have a 
current liability of ) only $46.32 today.

The choice of discount rate is very important in determining how much current 
employees and their employers must contribute to the fund and how much in benefits 
the fund can potentially bear. Currently, ASRS and the PSPRS systems use 8 percent 
as a discount rate. Until recently, the PSPRS funds used 8.25 percent for their discount 
rate, but they are transitioning to 7.5 percent. Regardless, these funds have not achieved 
average rates of return of 8 percent or higher over the last decade. The higher the discount 
rate, the richer (better funded) a retirement fund will appear because, as the example above 
shows, the current value of liabilities looks smaller. Also as the example above illustrates, a 
5 percent discount rate would value liabilities much higher than an 8 percent rate.

For more information on the funded levels of Arizona’s pension systems, see Table 2.

Table 2: Financial Condition of Arizona’s Pension Funds 2011  
(Dollar Figures in Billions)

Sources: Arizona’s pension plans at the request of Arizona Treasurer Doug Ducey

An ideal pension fund 
would have assets 
sufficiently large they 
would earn enough 
investment proceeds to 
completely cover current 
benefits obligations, 
including those already 
earned by employees not 
yet retired.

Assets 
Official 

Liabilities

Official 
Unfunded 
Liabilities

Official 
Funded 

Ratio

Liabilities At 
5% Discount 

Rate

5% 
Unfunded 
Liabilities

5% 
Funded 

Ratio
ASRS $28.033 $38.942 ($10.909) 72.0% $54.553 ($26.520) 51.4%

PSPRS $5.048 $9.365 ($4.317) 53.9% $13.608 ($8.560) 37.1%

CORP $1.304 $2.009 ($0.705) 64.9% $3.030 ($1.726) 43.0%

EORP $0.315 $0.590 ($0.275) 53.4% $0.801 ($0.486) 39.3%
Totals $34.700 $50.906 ($16.206) 68.2% $71.992 ($37.292) 48.2%

Financial Condition of Arizona's Pension Funds 2011
(Dollar Figures in Billions)
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Pension Funds are in Trouble, Especially if Liabilities Are Properly 
Calculated (Discounted)…

As has been argued in an earlier Goldwater Institute paper and as noted by the State 
Budget Crisis Task Force, many experts believe a discount rate commensurate with yields 
on U.S. Treasury Certificates is more appropriate due to the low-risk guarantee pensions 
represent for fund recipients, that is, due to the certainty that pensions must be paid.7 
Thirty-year Treasury rates have been falling since the 1980s and are currently less than 4 
percent.8

Nevertheless, Arizona Treasurer Doug Ducey, who served as chair of the Defined 
Contribution and Retirement Study Committee as mandated by Senate Bill 1609 in 
2011, requested that Arizona’s pension funding levels be recalculated using a 5 percent 
discount rate. Even the arguably high 5 percent discount rate results in a much higher 
unfunded liability calculation for Arizona—$37.3 billion instead of $16.2 billion, 
according to Treasurer Ducey’s numbers at that time. As demonstrated in Table 2, using 
the 5 percent discount rate more than doubles the officially recognized unfunded liabilities 
of the state’s pension systems from $2,500 to $5,800 for every man, woman, and child in 
the state in 2011. Table 3 shows that official liabilities have slightly fallen overall and that 
the improved fortunes of the stock market have improved the financial picture—for now. 
Nevertheless, were the funds evaluated at the 5 percent discount rate, unfunded liabilities 
would still at least double to $29 billion, an amount well over 10 percent of the state’s 
GDP. Using a Treasury rate or even 5 percent would yield a funded level at or below 50 
percent. In short, based on a realistic discount rate, Arizona’s pension funds are on the 
precipace of insolvency.

Table 3: Financial Condition of Arizona’s Pension Funds 2012  
(Dollar Figures in Billions)

 

Assets 
Official 

Liabilities

Official 
Unfunded 
Liabilities

Official 
Funded 

Ratio
ASRS $29.230 $38.555 ($9.325) 75.8%

PSPRS $6.052 $10.326 ($4.274) 58.6%

CORP $1.513 $2.232 ($0.719) 67.8%

EORP $0.356 $0.610 ($0.254) 58.4%
Totals $37.151 $51.723 ($14.572) 71.8%

Financial Condition of Arizona's Pension 
Funds 2012

(Dollar Figures in Billions)

Sources: Retirement Plan Comprehensive Annual Financial Reports

Based on a realistic 
discount rate, Arizona’s 
pension funds are on the 
precipace of insolvency.
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In Trouble Despite Increased Taxpayer Funding…

Arizona’s pension systems are in serious trouble despite absorbing increasing amounts 
of taxpayer resources. The systems’ annual contribution costs to taxpayers and employees 
at all levels of state and local government have grown from $477 million in 2000 to $2.4 
billion in 2012 (See Chart 1), a 398 percent increase in just 12 years. Contrast this to the 
relatively modest 65 percent growth in the state’s Gross Domestic Product (GDP) from 
2000 to 2012. Required contributions to the state’s pension systems have grown six times 
faster than our ability to pay for them.

Chart 1: Total Pension Fund Contributions

 
Source: Arizona pension system Comprehensive Annual Financial Reports

Annual total contributions increased from 2000 through 2012 at average annual 
rates of between 11 percent and 16 percent per year, depending on the fund (see Chart 
2). Annual benefits paid out increased over the same period between 9 percent and 19 
percent per year. Assets, on the other hand, grew by an average rate of only 1 percent in 
ASRS and 4.5 percent in CORP. Total assets in the other two systems actually shrank—by 
an annual average of 0.3 percent in PSPRS and more than 2 percent annually in EORP. 
A recent paper from the Cato Institute compared states’ pension funding performances 
from 2001 to 2009 and found that Arizona’s performance was third worst among the 

Required contributions 
to the state’s pension 
systems have grown six 
times faster than our 
ability to pay for them.
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states.9  With benefits growing faster than our economy, contributions growing even faster, 
and assets flat or negative over the last 12 years, it’s clear that Arizona’s pension systems are 
unsustainable.

Chart 2: Average Annual Growth Rates of Key Pension Fund Variables: 2000-1012

 
Sources: Arizona pension system Comprehensive Annual Financial Reports, author calculations

In Trouble Because Pension Funds Keep Losing Ground  
Compared to Benefits…

One way to judge the health of a pension system is to compare total benefits paid each 
year to total assets. Chart 3 illustrates this relationship for Arizona’s pension funds, taking 
benefits as a percentage of assets from 2000 through 2012. When this percentage rises, it 
means assets fell relative to the spending they must support—not a good thing. Note that 
benefits/assets ratios have increased most dramatically with the recession early in the last 
decade and the recent recession, when assets fell considerably. Even so, during the 2001-
2006 recovery, which was quite healthy and included the housing bubble, the trend of the 
benefits/assets ratios has been upward despite rising contribution rates.

With benefits growing 
faster than our economy, 
contributions growing 
even faster, and assets 
flat or negative over 
the last 12 years, it’s 
clear that Arizona’s 
pension systems are 
unsustainable.
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As Chart 3 illustrates, asset growth has consistently failed to keep up with benefit 
growth.

Chart 3: Benefits/Assets Ratios

Source: Arizona pension system Comprehensive Annual Financial Reports, author calculations

Although this is an oversimplification, a benefits/assets ratio can be thought of as 
expressing the rate of return that would be necessary to pay current benefits from the 
investment proceeds of current assets. In 2000, none of Arizona’s pension funds would 
have required more than a 4 percent rate of return in order to pay benefits. Now, however, 
CORP would require a 7 percent rate of return; ASRS, 8 percent; and PSPRS and EORP, 
more than 10 and 14 percent respectively. These are rates of return that have not been 
seen over the last decade and do not appear to be realistically attainable anytime soon, at 
least not over a 30-year period. In other words, earnings on current pension fund assets 
cannot hope to support current benefits. The rising benefits/assets ratios are one reason 
contribution requirements are so high and have been consistently rising for so long.

Asset growth has 
consistently failed  
to keep up with  
benefit growth.
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Trouble Enough That Even More Money Is Needed for Pension Funds…

If Arizona’s taxpayers directly paid enough of current benefits to only require each 
retirement fund to earn a 5 percent rate of return on current assets, it would require a total 
cash infusion of $1.3 billion. That’s a yearly cash infusion of $180 for every man, woman, 
and child in the state, or the equivalent of more than a penny increase in the sales tax rate. 
A report published by Harvard’s Kennedy School estimates Arizona’s unfunded pension 
liabilities at more than $60 billion, much higher than the estimates made for Treasurer 
Ducey. The Harvard study estimates Arizona’s total state and local taxes would have to 
have risen 7.4 percent in 2009, a total of $1.5 billion or $608 per household, in order to 
fully fund the state’s pension systems.10 A 2011 report from the Milken Institute indicates 
that if Treasury yields are used as a discount rate, Arizona has unfunded pension liabilities 
of $48.7 billion. This is estimated at 355 percent of the state’s total tax revenue and is 
approximately 20 percent of state GDP.11

And Arizona’s Cities Help Pay the Price

In 2011, Stockton, California, paid about $116 per capita in pension costs, 
approximately 21 percent of its general fund revenues. This year, Stockton filed for 
Chapter 9 bankruptcy. Phoenix and Tucson are not far behind. 

In 2011, Phoenix paid $121.34 per capita in PSPRS and ASRS-equivalent pension 
costs, about 14 percent of its general revenues, and Tucson paid $127.46, or 18 percent of 
its general revenues. Neither Phoenix nor Tucson participates in ASRS. The independent 
retirement funds Phoenix and Tucson maintain were less than 70 percent funded in 2011. 
These funded ratios are determined using overly optimistic 8 percent discount rates.

While ASRS treats all jurisdictions exactly the same, requiring the same contribution 
rate as a percentage of payroll for every level of government and all their employees, the 
other state funds do not. Each fire department, police department, and polity pays a 
different contribution rate depending on its individual retirement fund financial profile. 
Some entities pay well over 20 percent of payroll in pension contributions. Others pay 
modest single-digit percentages. For comparison purposes, Table 3 shows PSPRS and 
ASRS pension costs in 2011 for select Arizona cities and towns as well as for Stockton, 
California. Some of Arizona’s largest cities face pension burdens approaching that of 
Stockton.

In 2011, Stockton, 
California, paid 
about $116 per capita 
in pension costs, 
approximately 21 
percent of its general 
fund revenues. This 
year, Stockton filed for 
Chapter 9 bankruptcy. 
Phoenix and Tucson  
are not far behind.  
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Table 3: Pension Costs for Select AZ Citites/Towns in 2011

 

City
Per Capita 

Pension Costs
Pension Costs 

% Revenue
Apache Junction $41.93 11.8%
Avondale $40.26 11.4%
Buckeye $29.71 2.9%
Casa Grande $62.78 12.8%
Chandler $55.73 6.8%
Flagstaff $84.64 18.2%
Gilbert $34.33 7.8%
Glendale $91.73 12.3%
Goodyear $58.01 7.9%
Lake Havasu City $65.79 14.1%
Maricopa $21.87 5.1%
Mesa $69.13 15.9%
Oro Valley $45.76 13.4%
Peoria $51.99 9.6%
Phoenix $121.34 14.0%
Prescott $99.06 11.5%
Scottsdale $80.45 9.1%
Sedona $60.90 6.3%
Sierra Vista $56.09 12.5%
Surprise $39.14 8.8%
Tempe $93.72 7.6%
Tucson $127.46 18.4%
Wickenburg $58.92 6.4%

Stockton, CA $115.74 20.8%

Pension Costs for Select AZ 
Cities/Towns in 2011

Have Government Employees Contributed to the Problem?

If government employees exercise options for which they have actively advocated 
that weaken the financial integrity of Arizona’s pension systems, then the answer to the 
question above is an emphatic “Yes.” If public employees pay little to no attention to the 
corpus of their retirement funds, assuming that the requirements of retirement formulas 
will be met, again the answer is “Yes.” Indeed, public employees all over the country are 
guilty of this sort of activity.

Until recent reforms were put in place, Arizona public employees in ASRS could retire 
under the Rule of 80, a rule adopted long after the pension fund was created. Full pension 

Public employees  
all over the country  
are guilty of this  
sort of activity.
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While the law governing 
ASRS has prohibited 
retired members from 
returning to work 
until a year after they 
retire, retirees have 
participated in double-
dipping immediately 
after retirement. They 
do this by contracting 
with a corporation that 
then contracts with the 
retiree’s former employer 
to fill the retiree’s vacant 
position.

benefits would be paid to any retiree whose age and years of service summed to 80. This 
means someone who started work at age 22 could retire at 51 and receive a pension for 
life, potentially receiving a pension much longer than the 29 years of work. The pension 
formula would pay 60 percent of salary every year of this hypothetical retirement. Yet, the 
combined employee/employer contribution as a share of salary would never have exceeded 
20 percent and usually would have been much lower. In addition, contributions are based 
on lower salaries during the retiree’s earlier work history. Rule of 80 was put in place when 
ASRS investments were doing well and future retirees, who were the only ones with an 
incentive to advocate for it, saw a chance to make a case for a benefit that would allow 
them to retire early and possibly work elsewhere. In fact, while new employees cannot 
take advantage of Rule of 80, those who joined the government workforce prior to July 1, 
2011, can do so, and the rule continues to weaken the financial viability of ASRS.12 

DROP (Deferred Retirement Option Plan) also adversely affected PSPRS. DROP 
allowed a member of PSPRS with 20 years of service to declare an irrevocable intent 
to retire in five years. During the next five years of service, retirement contributions for 
that member would cease. Pension payments would be deposited into an account in that 
member’s name. The member would continue to work. At the end of the five years, the 
member would receive the previous five years of pension payments in one lump sum. 
This is often characterized as double-dipping since the employee is paid wages while also 
receiving a pension. It encourages earlier retirement than would otherwise occur; and since 
DROP was adopted long after PSPRS’s creation, PSPRS was not originally structured for 
this benefit, which in some cases can make a former public employee almost an overnight 
millionaire.13 

While the law governing ASRS has prohibited retired members from returning to work 
until a year after they retire,14 retirees have participated in double-dipping immediately 
after retirement. They do this by contracting with a corporation that then contracts with 
the retiree’s former employer to fill the retiree’s vacant position. The retiree returns to work 
for a reduced salary that requires no pension system contributions while simultaneously 
receiving a pension. The sum of the pension and the salary then significantly exceeds the 
former salary. Government finances appear better off. The employed retiree is also better 
off. But the pension system was not constructed to account for such a powerful incentive 
to retire early.

These practices and that of the city of Phoenix to allow unused sick and vacation leave 
to inflate salaries on which pensions are calculated (despite a prohibition of this practice in 
state law15), illustrate the inherent corruptibility and fragility of a defined benefit system. 
Even with the reforms passed in 2011, excuses are made to get around it, and clear abuses 
have been grandfathered to have impacts for decades to come. A few good years in the 
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stock market could bring all the abuses back when they appear to be “affordable.” Yet it is 
not government employees who bear the consequences of the abuses they help to further. 
Taxpayers bear the burden.

Have Arizona’s Pension Boards Been Irresponsible?

For many years ASRS has used a discount rate of 8 percent. PSPRS, CORP, and 
EORP have used 8.5 percent and, most recently, 8 percent. Even though these rates are 
commonly used to value liabilities by pension funds around the country, rates such as 5 
percent or the even lower 10- or 30-year Treasury rate should be used. This is because the 
liabilities, or promised benefits, of pension funds are guaranteed. It is generally believed 
there is little risk benefits will not be paid. Therefore, they should be supported by assets 
that have a low-risk, practically guaranteed rate of return. Because pension funds use high 
discount rates to understate their liabilities, they pursue high and risky rates of return. 
Given the nature of their liabilities, this strategy is irrational and dangerous—as has been 
demonstrated by the last recession and the collapse of pension fund assets.

Over its lifetime, ASRS claims a nearly 10 percent average rate of return. In its most 
recent annual report, however, it claims only a 1.3 percent one-year return. The 10-year 
rate of return is only 6.3 percent, and the latest one-year rate of return follows two years 
in a row that suffered double-digit negative returns, an anemic year after that, and then a 
banner year.16 It’s important to remember how percentages work. Here is a simple example: 
If you have $100 one year and lose 50 percent, you have $50 left. If in the next year, you 
make 50 percent on your $50, you only have $75. Negative and positive rates of change 
do not relate well to each other in comparing absolute changes. What’s more, the market 
has been volatile, and a yearly rate of return can change considerably from one month to 
another. The long-term rate of return is what matters since a pension fund cannot walk 
away with winnings after a quick run of good luck.

Since 2000, the pursuit of high rates of return in equities markets has not worked well. 
In fact, if all of Arizona’s state pension funds had invested in very safe instruments since 
2000 and earned a rate of return of 3 percent per year, they would be better off by $2.4 
billion in assets today.17 This assumes the same amounts of contributions and benefits as 
were paid from 2000 through 2011. This additional $2.4 billion in assets would not be 
nearly enough to fully fund the pension systems, and hindsight is 20/20, but it illustrates 
that public pension funds in Arizona and around the country are engaging in risky 
behavior with other peoples’ money. They are pursuing high-rate, risky returns to support 
guaranteed liabilities.

Because pension funds 
use high discount rates 
to understate their 
liabilities, they pursue 
high and risky rates of 
return. Given the nature 
of their liabilities, this 
strategy is irrational 
and dangerous, as has 
been demonstrated by 
the last recession and the 
collapse of pension fund 
assets.
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Trouble Down the Road

With the current levels of assets in Arizona’s pension funds, bankruptcy for any one 
fund does not currently appear imminent because they can satisfy their cash flow, and 
bankruptcy for pension funds seems to be based on cash flow. However, the last 12 years 
demonstrate that the risk of pension fund bankruptcy is not zero. Despite the marked 
increase in contribution rates for every fund, contributions currently exceed benefits only 
in CORP. Benefits are going to continue to increase with the aging of our population 
and public employee workforce. Many analysts believe the economy is still unstable and 
overly reliant on artificial stimuli. If our pension funds suffer repeated hits to their assets 
from ongoing financial crises over the next decade and continued economic struggles 
see resistance to tax increases to benefit pension funds, one or more could, in fact, go 
bankrupt. The trend right now is rising liabilities with assets falling and contributions 
peaking.

Perhaps more likely is the possibility of one or more of Arizona’s major cities going 
bankrupt. Fortunately, few Arizona’s cities have the debt load of a Stockton, California. 
That city borrowed partly to fund its underfunded pensions. In addition, it had promised 
retirees free health care for the rest of their lives, a contractual promise that could only be 
broken through bankruptcy. So far, our major cities have not made the major missteps of 
Stockton. However, pension costs in Tucson and Phoenix are now higher on a per capita 
basis than in Stockton, and in Tucson, pension costs are nearly as high as Stockton as a 
percentage of general revenue. Pension fund costs are part of the financial squeeze on all 
levels of government in Arizona. And if it were a municipality for Chapter 9 bankruptcy 
purposes, the State of Arizona was essentially bankrupt in 2009 and 2010, when it was 
borrowing heavily to get by. Another recession on the heels of the last might be enough to 
put several governments in Arizona into bankruptcy.

Taxpayers cannot be blamed for the current state of affairs. Pension fund boards have 
been irresponsible. Pension fund managers have been irresponsible. The same irresponsible 
practices have occurred across the nation, with government pension managers moving 
herd-like toward a financial cliff. But who gets marched off the cliff? The answer, 
tragically, is taxpayers—taxpayers who often have little more than Social Security to rely 
on for retirement, who have assumed someone was responsibly guarding their future, who 
are unaware how poorly pension funds are overseen by those who directly benefit from 
them. It is taxpayers who are expected to guarantee that beneficiaries receive every penny 
arbitrary formulas dictate, no matter how badly the beneficiaries might have gamed the 
system. But that can change if we challenge the premises of the current system.

Taxpayers cannot be 
blamed for the current 
state of affairs. Pension 
fund boards have been 
irresponsible. Pension 
fund managers have been 
irresponsible. The same 
irresponsible practices 
have occurred across the 
nation, with government 
pension managers moving 
herd-like toward a 
financial cliff.



GOLDWATER INSTITUTE  I  policy report

14

Contract, What Contract?

The question naturally arises, how did we get to a point that an obviously unsustainable 
public pension system is regarded as a permanent and inviolate contract for beneficiaries? 
The short answer in Arizona can be found in Article 29, Section 1, of the state constitution, 
which declares: 

A. Public retirement systems shall be funded with contributions and investment 
earnings using actuarial methods and assumptions that are consistent with 
generally accepted actuarial standards.

B. The assets of public retirement systems, including investment earnings and 
contributions, are separate and independent trust funds and shall be invested, 
administered and distributed as determined by law solely in the interests of the 
members and beneficiaries of the public retirement systems.

C. Membership in a public retirement system is a contractual relationship that is 
subject to article II, section 25, and public retirement system benefits shall not 
be diminished or impaired.

At first glance, this provision appears to lock down pension benefits for current 
members as a matter of contract. The problem with this interpretation is that the 
provision’s wording does not go that far. It actually only guarantees “membership” in a 
system and it only protects the benefits of that system. In so doing, it does not guarantee a 
specific contribution rate, benefit formula, or any benefit amount apart from referencing 
the pension “system.” It provides no clue as to what benefits are entailed by membership 
in a pension “system,” nor whether a system’s benefit package is variable or fixed or how 
contribution responsibilities shall be allocated between employer and employee. Even the 
use of the passive voice in the phrase “shall be funded” is ambiguous as to who or what has 
funding responsibility—leaving open the possibility that the system might be funded by 
employees, employers, the fund itself, the Arizona Legislature, some combination of the 
foregoing, or all of the above.

As a matter of purely textual analysis, Arizona’s constitutional guarantee of pension 
benefits is substantively vague in its meaning. Nothing in the provision dictates the 
contractual characteristics of the underlying retirement system it references. But that 
is clearly not the typical understanding of the provision. This necessitates a longer 
explanation.

The longer answer to “how we got here” is that the entrenchment of our unsustainable 
pension system reflects the influence of court decisions that have treated current pension 
benefit formulae as essentially guaranteed by a contract between government employer 
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and employee. Courts have simply held that the benefits offered in a government pension 
system impliedly become either a property right of the employee upon the first day of 
work or a contractual obligation of the employer.18 This is despite the fact that, in the 
usual case, neither written contracts nor explicit guarantees are made by government 
employers to their employees regarding pension benefits.

In Arizona, for example, the case of Yeazell v. Copins19 held that a police officer obtained 
a vested right to pension benefits on the first day of his employment. As explained nearly 
40 years later by the Arizona Supreme Court in Proksa v. Arizona State Schools for the Deaf 
and the Blind,20 the Yeazell court reached this decision not because the pension statute 
contractually bound the state to provide pension benefits in so many words. Rather, 
according to the Proksa court, the Yeazell court reached its decision because Arizona’s 
pension system did not expressly bind the state. The Yeazell court deemed the pension 
system statute impliedly “contractual” solely as a consequence of judicial restraint—purely 
to avoid striking down the legislature’s gratuitous pension scheme in violation of the 
Arizona Constitution’s Gift Clause.

In other words, the Yeazell court essentially rewrote Arizona pension law to impose 
a contractually binding legal obligation on the state. To avoid striking down a statute, 
which is clearly a legitimate judicial function, the Yeazell court instead declared the 
existence of a new legal right, which is ordinarily not a judicial function. This ruling is 
a rather ironic application of the doctrine of judicial restraint. A cynic might think that 
the court’s rationale was a mere pretext for reaching a desired outcome. After all, even 
if judicial restraint required construing Arizona’s pension system as contractual in some 
sense to avoid the constitutional bar of the Gift Clause, it hardly required pension benefits 
to vest impliedly on the first day of work to do so. The Arizona Supreme Court could have 
instead adopted a rule of vesting upon retirement, as did the U.S. Supreme Court nearly 
one hundred years earlier in Pennie v. Reis.21 

In any event, as illustrated by Yeazell, the cases giving rise to the modern “vested rights” 
approach to pension benefits do so despite the actual statutory language that established the 
government pension system in question. Regardless of what the underlying pension statute 
says, this approach contends that an employee supposedly works for the government on 
the following stipulation—he will take a portion of his compensation for working in a 
given time frame in the form of wages, and he will take a portion of his compensation 
for working in that same time frame in the form of “deferred wages,” i.e. pension benefit 
payments, after he retires. Because the payment of pension benefits in accordance with an 
existing pension system is supposedly earned—or “vested”—as “deferred wages” whenever 
any work is performed, government employees are deemed to have a contractual property 
interest in a fixed formula or amount of pension benefits. There are at least three major 
theoretical problems with this modern “vested rights” approach to pension benefits.
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Courts Attacked a Strawman

The “vested rights” approach began by attacking a straw man. In particular, courts 
in Arizona and elsewhere presented their decision as rejecting an earlier line of cases, 
which they claimed deemed pension benefits mere “gratuities,” like gifts from a king.22 

In fact, no case using a pre-vested-rights approach ever declared that all pension benefits 
under any circumstance were mere gratuities. Rather, prior cases reasoned that contracts 
and property rights do not ordinarily arise from benefits conferred by statute. Without 
definite binding promises of pension benefits, and in view of the at-will nature of the 
employment relationship, these courts were unwilling to impose the legal fiction of an 
implied agreement to deferred wages.23 Instead, they regarded the pre-retirement claim to 
benefits as a “mere expectancy.”24  

After all, a contract with an employer to be paid a fixed amount of “deferred wages” 
from a pension system involves the formation of a complex legal relationship of the 
sort that would ordinarily require a detailed written agreement—a real contract. When 
public employees and employers form their relationship, few of them know about, much 
less bargain over, benefits arising from a modern public pension system. In the absence 
of an actual meeting of the minds on specific terms, courts using the pre-vested rights 
approach refrained from presuming to impose such a complex relationship on the state 
and its employees. Far from haughtily deeming a pension benefit “gratuitous,” they simply 
took seriously the underlying reality of the bargain between employer and employee. This 
observation underscores the second theoretical problem with the modern “vested rights” 
approach to pension benefits. The assertion of a legal entitlement to pension benefits 
from “employment day one” is unsupported by the statutory framework of most pension 
systems, and is contrary to the ordinary rule that statutory benefits do not confer property 
rights or contractual entitlements.

Courts Ignored Statutory Language and Doctrine

There is typically no statutory framework justifying the imposition of a “contract” 
between government employer and employee based on an immutable statutory formula 
or amount of pension benefits as soon as work begins. As illustrated by Arizona’s various 
pension systems, instead of giving employees statutory guarantees that they will earn a 
fixed amount of “deferred compensation” from their employer (taxpayers) upon their first 
day of work, employees are told by the express terms of the law that their pension benefits 
will be paid solely and directly by a pension fund that is an “independent” corporate or 
“jural” body entirely distinct from both the employer and the state. No promises are made 
about the performance of that fund. To the contrary, at least one of Arizona’s pension 
statutes expressly disclaims any guarantee that the pension fund will perform as expected.25 
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The statutory framework for Arizona’s EORP pension fund even goes so far as to warn that 
an “elected official has no rights or claims on the plan or this state beyond the capacity of 
the assets held by the board to provide benefits.”26  

Furthermore, it is common for the law creating a pension system, with Arizona’s being 
just one example, to specifically reserve the right to change any of its terms or conditions 
at any time. For example, the ASRS pension fund’s enabling statutory authority expressly 
provides: “The right to modify, amend or repeal this article or any provision of this article, 
is reserved to the legislatures.”27 Similar language qualifies the statutory framework for 
CORP.28 Likewise, pension benefit entitlements are typically defined by law in conditional 
and limited terms—stating there is no entitlement to payment of pension benefits until 
the employee is eligible for them, and further stating that eligibility arises only upon 
retirement and only if the employee is not first terminated.29 

Given the array of statutory contingencies that usually stand between an employee 
and the receipt of his pension benefits, it seems plain that no reasonable public employee 
could look at the statutory law that defines his pension benefits and honestly conclude that 
he was given a contractual promise or a property right by his employer to receive them 
as “deferred compensation” on his first day of work. Nevertheless, courts still assert that 
the government employer is, by implication, making that promise. The modern “vested 
rights” approach to pension benefits is thus unlike the approach taken by courts to any 
other system of statutory benefits.

Contrary to the modern “vested rights” approach, ordinarily one cannot obtain by 
mere implication a vested property or contractual right to benefits, legal entitlements, or 
exclusive privileges created by statute.30 Courts have long emphasized in nearly every other 
context that enforceable contracts, promises, and property rights in special benefits or 
privileges do not arise by mere implication from reliance on a given statutory framework. 
A toll bridge operator, for example, cannot claim a property right to maintain a toll bridge 
monopoly in perpetuity just because a law gave him exclusive authority to operate a toll 
bridge.31 A business cannot claim a property right to be free from competition based on a 
law imposing a limited supply of licenses or authorizations to do business.32 Social Security 
or welfare recipients cannot claim property rights in their benefits. Courts have also long 
resisted applying contractual or quasi-contractual legal remedies, such as equitable or 
promissory estoppel, to enforce apparent promises made by government bodies in the 
absence of clear legal authority. Instead, there must be specific guarantees made in the law 
that clearly manifest the enforceability of a genuine legal right. 

By disregarding the actual statutory language establishing the rights and obligations 
associated with pension systems, the modern “vested rights” approach to pension benefits 
is inconsistent with the entire field of law regarding when a statute creates enforceable 
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property or contractual rights.33 And yet, the “vested rights” approach imposes an 
“implied” contractual or property right on pension systems, which verbosely disclaim 
the existence of any such reliable entitlement. This judicially imposed public policy is 
a violation of the principle of separation of powers, which is bad enough, but a third 
theoretical problem arises from it that makes the “vested rights” approach to pension 
benefits potentially catastrophic to political accountability.

Courts Bargained Away the Political Input of Future Generations

The third theoretical problem with the “vested rights” approach is that liberally 
recognizing property or contractual rights in benefits that arise from a purely statutory 
framework threatens the very foundation of our constitutional republic. This is because 
courts have determined that pension benefits must be paid under the U.S. Constitution’s 
Contracts Clause, and equivalent state constitutional guarantees,34 regardless of changes in 
the laws that define the pension system. Ordinarily, however, one legislative body cannot 
entrench its public policy choices from repeal or alteration by future legislative bodies 
by enacting mere statutes.35 Instead, it takes a constitutional amendment to entrench a 
current legislative body’s policy choices from statutory alteration by future bodies.36 
The protection of contractual obligations from impairment under the U.S. Contracts 
Clause has been ruled an exception to this rule against entrenchment, such that contracts 
authorized by one legislative body will be held constitutionally binding on future legislative 
bodies.37 But courts—in virtually all other contexts—have been careful to say that any 
such entrenchment applies only to contracts that do not substantially impair the sovereign 
powers of the state.38 This limitation on the Contracts Clause exception to the rule against 
entrenchment is based on the principle that the sovereign powers of the state are held in 
trust for present and future generations, and the state has no lawful authority to bargain 
away the powers it holds in trust to the detriment of future generations even when acting 
in a proprietary capacity as an employer or contractor.39 To entrench an unsustainable 
guarantee of pension benefits that was concocted by judicial fiat is an especially grave 
threat to our representative form of government.

The ‘Vested Rights’ Approach Is Patently Fictitious

Condensing the foregoing analysis, the bottom line is that the modern “vested rights” 
approach to pension benefits typically gives public employees what they never bargained 
for and what public employers never promised to give. Further, it judicially entrenches 
a promise that was never actually made by current legislatures from alteration by future 
legislatures. This “contractual” arrangement is patently fictitious—even in states like 
Arizona that constitutionally deem their pension systems as somehow “contractual” 
without articulating any definite contractual terms. For this reason, pension reform is 
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unsuited to the kind of rigorous judicial scrutiny that has led the Supreme Court to strike 
down legislative impairments of a state’s actual contractual obligations.40 Instead, pension 
reforms that are plausibly aimed at protecting the public fisc or protecting future retirees 
from policies that favor current retirees should warrant judicial deference for exactly the 
same reason that heightened scrutiny is applied to a legislative impairment of a state’s 
actual contractual obligation—“the State’s self-interest is at stake.”41 After all, whenever 
the legality of pension reforms is tested, it should not be forgotten that state officials—
including the judiciary—often have a stake in receiving public pension benefits. This can 
create a powerful conflict of interest for state officials when it comes to crafting, passing, 
enforcing, and adjudicating pension reforms. When scrutinizing pension reforms, an 
impartial judiciary must not place a finger on the scale in favor of their own retirement 
interests.

Protecting the Public from the ‘Vested Rights’ Approach

It is already well recognized that the “vested rights” approach to pension benefits does 
not prevent excluding new hires from an existing pension system and creating incentives 
for existing hires to voluntarily modify or abandon defined benefit programs, such as by 
offering promotions or “buy-outs.” Where fiscally feasible, this option should be pursued.
Additionally, legislatures should consider raising employee contribution rates in light 
of the Louisiana Supreme Court’s recent holding in Louisiana Municipal Ass’n v. State, 
which distinguished contribution requirements as an independent statutory obligation 
unconnected with the asserted contractual right to pension benefits.42 Alternatively, to 
avoid direct conflict with court decisions that have enforced existing statutory limits on 
employee contributions as contractually binding,43 legislatures should enact a maximum 
combined contribution rate at no greater than 16 percent of an employee’s paycheck, 
which would be based on a generous private-sector retirement plan. These efforts should 
be pursued whenever possible to reduce the fiscal footprint of defined benefit pension 
systems. But they are not the only options. The logic of current case law does allow for 
more creative and potentially impactful reform efforts.

Reforming Pensions to Protect the Public Fisc

Even under the “vested rights” approach, courts do recognize that vested pension 
benefits can be divested or impaired by a condition subsequent.44 In other words, pension 
benefits can be diminished if the employer reduces salaries or hours, which are the basis 
of the benefit formula, or if an employee receives retirement income from other sources; 
also, a vested pension benefit can be lost by an employee who is terminated.45 Using such 
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precedent, an argument can be made that just as conditions subsequent can divest or 
impair the “right” to pension benefits when necessary to ensure a workable government 
employer-employee relationship or to prevent a windfall, so should subsequent events 
allow for the diminishment of otherwise vested pension benefits—a prime example 
being the threatened insolvency of the pension system or fiscal calamity for government 
employers. Such a theory would find support in the reasoning of the Supreme Court case 
of Home Bldg. & Loan Ass’n v. Blaisdell, which tempered enforcement of the Contracts 
Clause based on the state’s need “to safeguard the vital interests of its people.”46 

Reforms that reduce pension benefits to preserve the solvency of a pension system 
would also find some support in the reasoning of cases that recognize that advantages 
to beneficiaries as a class may offset any resulting disadvantage to particular retirees. 
In particular, the California court system—arguably the birthplace of the notion of an 
implied vested right to pension benefits—has recognized there is implicit flexibility in 
the vested pension benefit “bargain” to reduce benefits for particular employees, provided 
that any resulting detriment is offset by a corresponding advantage.47 Most commonly, 
this doctrine has been used to support reforms that coupled voluntary promotions with 
decreases in benefits.48 But it may also hold the promise for more significant reforms.

A recent court decision by the Alaska Supreme Court emphasized that in assessing 
whether advantages from a reform to pension-related health care benefits offset 
disadvantages, the court must consider the advantages and disadvantages to all of the 
beneficiaries of the pension fund—not just particular individuals currently receiving 
benefits.49 The court reasoned that the pension system required such flexibility to remain 
workable because of constantly changing conditions in health care markets. Although 
the court otherwise preserved an individualized analysis for pension benefits unrelated to 
health care on the grounds that the related income streams were more individualized and 
predictable, increased volatility in the investment markets may warrant reconsideration of 
that ruling.

If courts can be persuaded to replace their individualized cost-benefit analysis of 
pension reforms with a group cost-benefit analysis, this would provide a foothold for 
reforms that would reduce the vested benefits of current retirees to ensure payment to 
future retirees—if the case can be made that maintaining the status quo would actually 
threaten payments to future retirees. Afterall, if current benefit levels essentially enable 
current retirees to dissipate trust assets, maintaining the status quo would violate the 
contract rights of future retirees even under the modern “vested rights” approach.

However, similar arguments have failed in the past when future retirees failed to prove 
that the solvency of the pension fund was actually threatened by benefits paid to current 
retirees.50 Therefore, it is essential that any pension reform premised on protecting future 
retirees be supported by an overwhelming legislative record making the case that the 
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solvency of the pension fund is otherwise at stake. It should be possible to make this case 
once one realizes that the apparent solvency of the typical pension fund for any beneficiary 
is premised on essentially two things: 1) a discount rate that is much higher than that 
available for the lowest-risk investments; and 2) employer and taxpayer backing for any 
fund shortfall. As discussed below, neither one of these premises is reasonable. To the 
very extent that the pension system maintains such assumptions, gross negligence, if not 
fiduciary fraud, is being committed. Accordingly, reformers can make a powerful case that 
reducing current retiree benefits is essential to preserving the solvency of the retirement 
system for future retirees. 

Discount Rates Should Match Treasury Rates

Institutional Investor magazine recently highlighted the vast gulf that separates pension 
fund philosophies in the United States and the Netherlands.51 When assessing the present 
value of their liabilities, pension funds in the United States generally assume a high-flying 
discount rate of 7 percent to 8 percent, and many were stunned when Indiana recently 
reduced its assumed discount rate to 6.75 percent to reflect poor investment performance 
in recent years. By contrast, pension plans in the Netherlands assume a discount rate of 
2.42 percent, corresponding to a low-risk, long-term interest rate. The argument for the 
Netherlands’ discount rate is simple: Near-certain pension liabilities should be matched 
by the assumption of investment in financial securities of the sort that bear near-certain 
returns. Increasingly, economists and academics in the United States have been questioning 
why our system deviates from the methodology in the Netherlands.

There is an obvious problem with the actuarial assumption that near-certain pension 
benefit liabilities will be funded with far-less-than-certain anticipated investment revenues. 
After all, to the very extent that courts continue to treat pension benefits as a nearly 
immutable obligation, pension funds are essentially “betting against the house” when they 
invest in high-risk financial products and use a correspondingly high rate of return to 
upwardly adjust the discount rate used in estimating the present value of pension fund 
liabilities. Moreover, when pension funds set unrealistically high discount rates, they tend 
to obscure the inadequacy of fund assets to pay future liabilities at current benefit levels. 
Excessively high discount rates thereby enable current retirees to invade the trust and 
jeopardize the interests of future retirees.

Because a trustee must treat all beneficiaries equitably, such favoritism for current 
retirees violates basic principles of trust law—whether one looks to public trust doctrine 
or to the principles governing private spendthrift trusts.52 Moreover, disregarding the 
recent history of massive volatility in the value of pension fund assets and assigning an 
excessively high discount rate is arguably gross negligence, if not fiduciary fraud, under 
current precedent.53
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These observations are relevant to legislative reform efforts because pension funds are 
not trusts in name only. Arizona’s Constitution and pension law, for example, declare that 
pension funds are trusts to be managed exclusively for the interests of system members and 
beneficiaries.54 Board members face personal liability for willful and wanton misconduct 
and gross negligence.55 Similar laws govern the pension funds of numerous other states.56 

This implies that investing in vehicles that deliver a rate of return with a degree of 
certainty that is commensurate with the supposed legal certainty of pension benefit 
liabilities is a fiduciary requirement to the very extent that the modern “vested rights” 
approach to pension benefits is strictly enforced. This means trustees should invest pension 
assets in the lowest-risk investment products, and pension fund actuaries should assume a 
discount rate that matches a correspondingly low rate of return. 

For this reason, it is entirely reasonable and consistent with the “vested rights” approach 
to pension benefits to propose legislative reforms requiring pension funds to assume a 
discount rate that approaches or corresponds to a Treasury rate of return. Simply put, 
pension fund managers have a fiduciary obligation to assess the health of a pension fund 
based on a discount rate that corresponds to the rate of return of the lowest-risk investment 
vehicles—and the legislature has the police power regulatory authority to ensure that 
fiduciary duty is fulfilled. Moreover, there should be no question about the reasonableness 
of using Treasury discount rates, because GASB generally allows public pension plans 
great flexibility in adopting different actuarial methods to determine “accrued liabilities, 
funding status and other metrics.”57 This conclusion is made all the more emphatic as 
state pension systems do not enjoy reliable employer or taxpayer backing. A reasonable 
actuary must not assume a higher-discount rate based on the premise that the flow of 
future employer pension fund contributions will inevitably be sufficiently large to absorb 
losses from higher-risk investments.

There is No Pension Fund Guarantee

Significantly, the Arizona attorney general has been coy about the nature of the 
ultimate backing for pension fund benefits—opining in reference to one statewide plan 
that shortfalls are either “funded through the Plan” or they “would require a legislative 
appropriation.” The phrase “would require” in the future passive voice evokes intentional 
ambiguity as to whether the attorney general was merely stating a fact about the 
appropriation process or articulating a legal obligation.58 Such coyness is understandable. 

As Chicago Mayor Rahm “the Godfather” Emanuel emphasized during hardnosed 
bargaining with Illinois teachers unions, there probably is no employer or taxpayer 
backing for independent public pension funds.59 This point was buttressed by the opinion 
letter of the law firm of Sidley Austin LLP, which concluded that any debt associated 

As Chicago Mayor 
Rahm “the Godfather” 
Emanuel emphasized 
during hardnosed 
bargaining with Illinois 
teachers unions, there 
probably is no employer 
or taxpayer backing 
for independent public 
pension funds.



July 23, 2013

23

with pension benefits ran solely to the funds themselves, without any guarantee by the 
State of Illinois.60 The opinion letter itself reflected the reasoning of Nat’l Foreign Trade 
Council v. Giannoulias, in which the court rejected the notion that a state guarantee was 
implied by Illinois’ constitutional declaration that membership in a pension system was 
“an enforceable contractual relationship, the benefits of which shall not be diminished 
or impaired.”61 According to Giannoulias, the “independence” of a public pension 
system renders any such contractual obligation associated with a pension system solely 
between the beneficiary and the fund—not between the beneficiary and the state or any 
governmental employer.

Arizona’s constitutional provision and laws are similarly drafted (as are those of many 
other states) and they warrant the same conclusion. In particular, by a constitutional 
provision almost identical to that of Illinois, each of Arizona’s pension funds are deemed 
independent of the state.62 Absent some extrinsic guarantee, such independence would 
imply that there is no backing for pension benefits other than the resources of the pension 
fund itself. As in Illinois, no such extrinsic guarantee exists in Arizona law. To the contrary, 
for example, PSPRS’ statutory framework underscores “[a]ll payments of benefits as 
provided for in the system shall be made solely out of the assets of the fund, and the 
employers, the board and any member of the board are not liable for payment of benefits 
in any manner.”63 Such language could not be clearer in precluding direct employer and 
taxpayer backing for pension benefits. In fact, the independent nature of the pension fund 
system from the state’s general fund is one of the reasons courts have sustained the use of 
fund income to pay increased pension benefits for current retirees—the practice isn’t seen 
as violating Arizona’s constitutional ban on extra compensation to state officers because 
the fund is independent from the state.64 In Arizona and the half-dozen65 other states that 
have similar provisions in their constitutions, this reasoning would seemingly preclude the 
use of general fund money for bailouts of pension funds that have dissipated their assets on 
risky investments.  

While it is true that government employers are obligated by ASRS to make pension 
fund contributions, this statutory obligation extends only to the “monies of the political 
subdivision”66 and is not expressly secured by the taxing power or by any appropriation 
obligation. In fact, Arizona law expressly warns: “Neither the employers, the board 
nor any member of the board guarantees the fund . . . in any manner against loss or 
depreciation.”67 The only security that exists for the payment of employer contributions 
to the ASRS is the broad power given to the board to levy on the employer’s assets to 
pay pension fund obligations. In view of this express grant of power to levy on assets of 
a “debtor” to recover “moneys owed,”68 but not the power to compel a tax levy, the most 
reasonable interpretation is that such language was intended to preclude the contractual 
right to compel government employers to raise taxes or make appropriations to meet 
pension obligations. This is based on the constructional rule that the inclusion of a specific 
term precludes all other terms.
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Furthermore, even if employer contribution obligations to the pension fund were 
somehow found to be backed by the taxing power, there is no inherent guarantee that 
employers must make up for investment losses. Instead, where an employer’s contribution 
is based on a certain percentage of employee compensation or a “projected unit credit” 
formula for a particular pay period, as in the case of ASRS,69 this should imply that any 
contribution obligation is limited to the pay period in which it originally accrued. If the 
value of the employer’s original contribution in a given pay period is later lost on risky 
investments, government employers would still have no obligation to replenish the fund.70  
It is tantamount to paying twice for the same work when employers pay extra to make up 
for such losses. As discussed in greater detail below, to the very extent that the employer’s 
initial contribution was “deferred compensation” for work already performed, Arizona’s 
Gift Clause, which bars expenditures of public money for nothing in exchange, stands 
against essentially paying twice (or more so) for the same work even if a public purpose is 
served.71

In short, although political pressure has resulted in public employers making regular 
contributions to pension funds, and threatens to induce public employers to raise taxes 
to make those contributions, the legal reality is often that there is no clear guarantee of 
taxpayer backing if public employers balk. Indeed, the Supreme Court and courts in 
Arizona and elsewhere have long ruled that principles of separation of powers may preclude 
courts from assuming a quintessentially legislative role and decreeing that taxes be raised 
and appropriations be made to pay debts contrary to, or in the absence of, express legal 
authority to do so.72 Although this previously bright line rule has been eroded,73 courts are 
unlikely to disregard statutory language that expressly or by necessary implication denies 
employer and taxpayer backing for pension benefits at the time the debt was incurred.

Therefore, if existing tax revenues preclude public employers from meeting 
contribution demands, and push comes to shove, investment losses must fall on fund 
beneficiaries. While public employers have liability for making contributions to the fund, 
there is no guarantee that taxes will be raised or diverted from essential services to fund 
those contributions. Yes, the promises of a public employee pension system are often 
viewed as contractual. But the laws creating “independent” pension fund systems expressly 
and, in the absence of language to the contrary, by necessary implication disclaim any 
guarantee by the state or any public employer that the fund will perform as promised. 
This point of law reveals the manifest imprudence of premising the solvency of public 
pension systems on high-flying rates of return. A risky investment plan by pension fund 
trustees could leave future retirees penniless because there is no reliable guarantee that the 
value of lost contributions will be made whole by the employer, much less the taxpayers 
or the state. 
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Recognizing Insolvency as an Impetus to Reform

The assumption of a Treasury-based discount rate would likely reveal that future 
retirees are threatened with fund insolvency by any acceptable measure of assets to 
liabilities. For example, if the discount rate used to determine asset-to-liability ratios in 
Arizona were based on ten year Treasury rates, then, as of 2009, Arizona’s actuarial asset 
value would have been less than 34 percent of liabilities.74 Because a pension fund is 
regarded as poorly funded when actuarial asset values are less than 60 percent of liabilities,75  
recognizing a Treasury-based discount rate would reveal the reality that every dollar paid 
to current retirees under the status quo pension benefit scheme would threaten benefits 
of future retirees. Thus, once legislative reform replaces the arguably grossly negligent 
use of excessively high discount rates with a Treasury rate, it should become immediately 
apparent the typical pension fund is insolvent; and, therefore, maintaining current benefit 
payouts is structurally biased in favor of current retirees at the expense of future retirees.

This is an intolerable situation for a trust that is operated by trustees who owe a fiduciary 
duty to both current and future retirees. Looking at the advantages and disadvantages to 
the beneficiary class as a whole, and recognizing that there is no clear case for employer 
or taxpayer backing of fund shortfalls, it is entirely possible that courts would embrace a 
legislative reform that proportionately reduces current retiree benefits to ensure a solvent 
system for future retirees if that reform is premised on a Treasury discount rate. After all, 
if actuarial soundness for future retirees cannot be maintained without reducing current 
retiree benefits, then the advantages of the reforms for future retirees will necessarily offset 
the disadvantages to current retirees. 

Deploy the Gift Clause

Reformers have another card to play. Forty-seven states have constitutional “Gift 
Clauses” that prohibit government from subsidizing private interests with public money.76  
Sadly, until recently, Gift Clauses had done little to prevent gifts of public money through 
elaborate pension schemes. In Arizona, for example, past Gift Clause-based challenges to 
pension benefit programs were rebuffed by court decisions that applied a test that would 
sustain any benefit program so long as it was regarded as serving a public purpose—and 
the goal of enhancing the desirability of public employment for future hires was always 
deemed a sufficient public purpose.77 But there is good reason this case law would not be 
followed today.

In the 2010 case of Turken v. Gordon, the Arizona Supreme Court held, “when 
government payment is grossly disproportionate to what is received in return, the 
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payment violates the Gift Clause.”78 No longer is proof of a public purpose alone sufficient 
to withstand a Gift Clause challenge. Instead, unlike the test applied in all prior cases 
rejecting Gift Clause challenges to pension benefit schemes, the current test requires both 
a public purpose and proof that a gift of public money was not made. As discussed below, 
Turken’s revised two-part Gift Clause test is likely failed by: (1) any increased employer 
contribution requirement that essentially forces an employer to pay multiple times for the 
same work; and (2) pension fund payouts to employees that are grossly disproportionate 
to the reasonable value of contributions attributable to them over their respective careers.

An unconstitutional gift of public money would occur whenever investment losses 
by an independent pension fund bring about increases in employer contributions. It 
would also occur whenever pension benefit increases to current retirees require increases 
in employer contributions. The same is true if increases in employer contributions are 
sought to remedy past financial mismanagement of an independent pension fund, such 
as to restore a fund to solvency after it replaces an excessively high discount rate with 
one that is more realistic. This is because employer contributions are conceptualized as 
deferred compensation for work already performed. Once an employer contributes to the 
pension fund based on a past pay period, it has already furnished the employee with full 
compensation for his work. The employer is not legally responsible for the fund’s handling 
of its contribution because the fund is independent from the employer. If that money 
is later lost by the fund, or if that money is used to pay additional benefits to current 
retirees, or if that money proves to be inadequate due to financial mismanagement of the 
fund (such as picking an excessively high discount rate), any increase in the employer’s 
contribution rate to replace it would, in substance, be a public expenditure for nothing 
in exchange. Under Turken, a public employer would be constitutionally prohibited from 
making that expenditure because giving something for nothing is “grossly disproportionate 
to what is received in return.”

Additionally, although pension systems like Arizona’s base the amount of a pension 
payout on an average of the retiree’s salary for her last three years of service, it is important to 
underscore that this baseline is not a true measure of the value exchanged by the employee 
for his pension benefits. As pension benefits represent the payment of previously deferred 
compensation for work performed from “employment day 1,” the actual value exchanged 
by a retired employee for his pension benefits is the reasonable value of the sum of that 
deferred compensation. Rather than being based on the average of the retiree’s salary for 
her last three years of service, this amount would be the sum of contributions to the fund 
attributable to that employee adjusted upward by a reasonable rate of return attributable 
to the lowest-risk investment vehicles, such as 10- or 30-year Treasury rate, over the span 
of the employee’s entire career (to account for the opportunity cost of deferring such 
compensation79). Accordingly, the second prong of Turken’s Gift Clause test would bar the 
present value of pension benefits for an employee at retirement (assuming an appropriate 
life expectancy) from being grossly disproportionate to this sum. Undoubtedly, what is 
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“grossly disproportionate” would be fairly debatable. But certainly a debate would begin 
once the present value of pension benefits for any employee at retirement exceeds 125 
percent of the sum of his contributions to the fund after they are adjusted upward by a 
reasonable rate of return—a scenario that indeed happens in the worst examples of end-
of-career income “spiking.”80 

In view of Turken, policymakers should protect taxpayers and core services by enacting 
legislation that: (1) bars public employers from paying any increase in their contribution 
rate that is attributable to the replenishment of pension funds due to investment losses, 
increases in benefits to current retirees, or financial mismanagement; and (2) caps the 
present value of pension benefits for any employee at retirement at no more than 125 
percent of the sum of contributions to the fund attributable to that employee after the 
sum is adjusted upward by a reasonable rate of return over the span of the employee’s 
career (the law should require pension fund managers to adjust the stream of pension 
fund payouts accordingly). Even in the absence of statewide legislation, public employers 
should resist any increase in their contribution rates that is attributable to the payment of 
grossly disproportionate compensation to employees. Such resistance should be advanced 
through appropriate legal action, if necessary—either directly by employer representatives 
or by citizens through taxpayer standing. Because there is no direct taxpayer backing for 
an independent pension fund, a victory will force courts to fashion an equitable remedy 
that involves either pension benefit reductions or employee contribution rate increases. 
Either way, the taxpayer and core governmental services should win a measure of pension 
reform.

Prepare for Chapter 9 Bankruptcy

Nevertheless, legislative action may not be forthcoming in light of the challenging 
political dynamics it would entail.81 Moreover, just as courts have blocked numerous 
legislative reforms aimed at shoring up the solvency of pension funds based on other 
theories, it is possible that judicial intervention will cause the foregoing tactics to fail. 
This could leave a pension system trapped in a state of insolvency—unable to reduce 
pension benefits, unable to force government employers or the state to raise taxes to 
increase contributions, and also unable to increase employee contributions. Under such 
circumstances, policymakers will wish they had an alternative means of reducing the 
obligations of the pension fund to sustainable levels. In fact, they have one.

States should enact legislation authorizing state-based pension funds to file for 
bankruptcy under Chapter 9 of the Bankruptcy Code82 if necessary to return a pension 
fund to solvency.83 There are five requirements for a pension fund to qualify for Chapter 
9 bankruptcy protection: 1) it must fit the statutory definition of a “municipality;”  
2) it must be insolvent; 3) it must propose and be willing to accept a debt adjustment 

States should enact 
legislation authorizing 
state-based pension funds 
to file for bankruptcy 
under Chapter 9 of 
the Bankruptcy Code 
if necessary to return a 
pension fund to solvency.



GOLDWATER INSTITUTE  I  policy report

28

plan; 4) it must be authorized by statute to seek bankruptcy protection; and 5) it must 
engage in good faith negotiations with creditors prior to filing the petition.84 If it met 
these requirements, an insolvent pension fund could benefit immensely from filing for 
bankruptcy because the obligation to pay pension benefits would be regarded as a general 
unsecured debt of the fund.85 Thus, if proposed by the pension-fund-petitioner in its 
plan,86 the bankruptcy court would have broad authority to sidestep the modern “vested 
rights” approach. This is because state laws establishing the pension benefit “contract” are 
preempted by the Bankruptcy Code, and Chapter 9 courts are not required to observe state 
law in managing the property of the bankruptcy estate.87 Thus, despite recent court action 
attempting to block Detroit from filing for bankrupcy, efforts in state law to frustrate the 
debt adjustment powers of a Chapter 9 bankruptcy court should fail.88 

In principle, as with any other general unsecured debt, a bankruptcy court could 
completely restructure and reduce, i.e. “cram down,” pension benefit payments to ensure 
the solvency of the fund for current and future beneficiaries.89 And while the petitioner 
develops the plan, and the bankruptcy court works to confirm the plan, the pension-fund-
petitioner could preserve its assets from dissipation by virtue of the automatic stay on 
creditor claims that would be triggered by filing for bankruptcy.90 

As such, Chapter 9 Bankruptcy offers a powerful framework for reforming a statewide 
pension system that is threatened with insolvency by the modern “vested rights” approach 
to benefits. In the case of In re City of Prichard, Alabama, for example, in exchange for 
a $16.5 million cash infusion, the bankruptcy plan ultimately reduced all existing and 
future pension benefit payments by 8.5 percent, denied future pension increases for 
current retirees based on employee wage increases, and reserved the right to seek further 
benefit reductions as needed to ensure the solvency of the plan.91 This is precisely the 
kind of reform that could save public pension funds in Arizona and across the nation. 
Fortunately, independent state-based pension funds meet all of the requisites for filing 
Chapter 9 bankruptcy.

The Typical Pension Fund is a Chapter 9 Municipality

Chapter 9 defines a “municipality” as a “political subdivision or public agency or 
instrumentality of a state.” This definition was first invoked by Congress in an amendment 
to Chapter 9 in 1975, which declared: “[a]ny State’s political subdivision or public agency 
or instrumentality, which is generally authorized to file a petition under this chapter by 
the legislature, or by a governmental officer or organization empowered by State law to 
authorize the filing of a petition, is eligible for relief under this chapter.”92 Three years 
later, in 1978, the definition of “municipality” was amended to reflect this earlier change 
in the code.93 As explained in the 1975 Report of the House Judiciary Committee, 
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Congress’ intention in referring to “[a]ny State’s political subdivision or public agency or 
instrumentality” was “to broaden the applicability of Chapter IX as much as possible.”94  

Among the three categories that define “municipality,” the most naturally applicable to 
a statewide pension fund would be “instrumentality of a state.” The term “instrumentality” 
means “the quality or state of being instrumental,”95 and there is no doubt that pension 
funds are “instrumental” to a state. Such common usage of the term “instrumentality” also 
reflects the legal use of the term in numerous cases in contexts that refer to public pension 
funds as “instrumentalities” of the governmental unit that created them.96 Significantly, at 
least two cases have specifically described public pension funds as “instrumentalities” of a 
state.97 In view of the longstanding rule that the Bankruptcy Code, as a remedial statute, 
must be liberally construed “with any fair construction that can be put upon it,”98 the 
foregoing usages constitute a fair basis for regarding an independent public pension fund 
to be a “municipality” for purposes of Chapter 9”—especially in light of the purpose of 
the definition to broaden Chapter 9’s applicability “as much as possible.”

Nevertheless, what entities constitute a Chapter 9 municipality can be controversial 
and the subject of extensive litigation. There is some authority for opponents to challenge 
the ability of pension funds to qualify as a Chapter 9 municipality. In the case of In re 
County of Orange, for example, the court rejected attempts to classify an investment fund 
created by the county as a municipality. The court, however, did so on the basis that the law 
was ambiguous as to the proper classification of an investment fund; that earlier versions of 
the code did not reference similar entities as falling within the definition of “municipality”; 
and that an “instrumentality of a county” was not equivalent to an “instrumentality of a 
state” because Congress did make reference to county instrumentalities in another part of 
the code and presumably chose not to include the term in the definition of municipality.99 

County of Orange, however, failed to recognize that there is no viable distinction 
between municipally created entities and state-created entities for purposes of Chapter 
9 eligibility—the original list of taxing authorities promulgated in the 1930s and 
1940s included a number of special districts that would have been created directly by 
municipalities. Not surprisingly, it has long been held that the test for whether an entity 
was eligible for Chapter 9 was “whether the authority or agency is subject to control by 
public authority, state or municipal.”100  

Furthermore, the amendment history of Chapter 9’s definition of “municipality” 
reflects a continuous attempt to expand the definition to encompass ever more 
exotic governmental entities beyond the original list of municipalities that qualified 
for bankruptcy in the 1930s and early 1940s, which comprised solely local taxing 
authorities.101 Consequently, an entity’s possession of traditional governmental powers, 
such as the taxing power, is no longer the sine qua non of the definition of “municipality.” 
Instead, as reported in the Congressional Record after the adoption of one of the more 
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recent amendments, the current definition of municipality—which encompasses all 
political subdivisions, public agencies and instrumentalities of the state—was adopted to 
ensure it would be applied as broadly as possible to allow governmental units liberal access 
to Chapter 9 bankruptcy.

In view of this analysis, the leading test for whether an entity is a “municipality” that can 
qualify for Chapter 9 bankruptcy involves assessing three factors: (1) “the extent to which 
the entity has traditional governmental attributes or engages in traditional governmental 
functions;” (2) the extent to which the state controls the entity’s operations; and (3) the 
extent to which the state itself categorizes the entity as a municipality or instrumentality. 
If an entity has traditional governmental attributes or functions, it will usually be regarded 
as a “municipality.”102 If not, then the second two factors will control the determination, 
with direct political control over an entity by state officials being almost conclusive proof 
that the entity qualifies as an “instrumentality of the state.”103 

Applying this test, an independent pension fund, such as Arizona’s ASRS, PSPRS, 
EORP, and CORP, would almost certainly qualify as a “municipality” in the sense of 
being an “instrumentality of the state” under Chapter 9. First, although the state itself 
cannot file for Chapter 9 bankruptcy, there is little doubt that an independent pension 
fund would be regarded as a distinct legal entity from the state itself, akin to a municipal 
corporation.104 In Arizona, for example, constitutional and statutory law deems pension 
funds jural and independent entities, with corporate powers and privileges.105 ASRS 
requires the establishment of a depository that is “separate and apart from all other public 
monies or funds of this state.”106 PSPRS declares that it is “not under the jurisdiction of the 
department of administration or any other agency, department or instrumentality of this 
state.”107 Second, these funds are directly created by Arizona state law and thus naturally 
regarded as an instrumentality of the state rather than an instrumentality of a political 
subdivision, such as a county. Third, there is no doubt they are controlled by the state, not 
merely regulated by it. The members of their governing boards of trustees are appointed 
by the governor of the State of Arizona.108 Necessary funding for pension plan business 
operations is also “continuously appropriated” by the Arizona Legislature.109 Fourth, 
there is no question the pension fund serves a public function consisting of operating the 
pension systems of state and local government for government employees. Any fund that 
shares these characteristics clearly would fit the “instrumentality of the state” component 
of the definition of a municipality under Chapter 9. 

A Pension Fund’s Assets and Liabilities Are Part of  
the Bankruptcy Estate

Even if a public pension fund qualifies as a municipality that is eligible for Chapter 
9 bankruptcy, another question is whether the assets and liabilities of a pension fund 
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comprise an “estate” that can be adjusted by the bankruptcy court. Ordinarily, the estate 
of a bankrupt entity only includes assets and liabilities that are completely owned by 
and attributable to that entity. A pension fund, like any trust arrangement, presents an 
unusual situation in which the assets it holds are not entirely owned by the trust but are 
held for beneficiaries, with ownership of the assets essentially divided between the two in 
the eyes of the law (the trust holds “legal” title, and the beneficiary holds “equitable” title). 
Similarly, the liabilities of the trust are not necessarily claims against the trust itself, but 
only against the assets that it is holding, which the court has the duty to respect.

In view of these defining characteristics of a trust arrangement, an argument could be 
made that a pension fund really has no estate of its own that can be brought within the 
jurisdiction of the bankruptcy court.110 This argument would be based on 11 U.S.C.S. 
§ 541(d), which excludes from the estate property “in which the debtor holds, as 
of the commencement of the case, only legal title and not an equitable interest.” This 
argument would be mistaken, however, because this provision was only intended to apply 
to “donative trusts” in which one or more segregated and identifiable assets are being 
held for one or more specified beneficiaries.111 Unlike a donative trust, there is no way to 
attribute a specific liability for pension benefits for a specific beneficiary to a specific asset 
held by a typical public pension fund—the assets and accrued investment income are 
undifferentiated between beneficiaries. Moreover, trustees of a typical independent public 
pension fund are in a position to exercise complete dominion over the assets and accrued 
income for investment purposes, business operations, and also to pay outstanding benefits. 

Like the trustees of the business trust in Cutler v. The 65 Security Plan, pension fund 
trustees are “doing more than simply holding and preserving assets . . . [t]hey, in fact, 
control multibillion dollar businesses . . . [l]arge numbers of employees are required to run 
the enterprise . . . hundreds of thousands of claimants are in the position of stockholders 
receiving dividends on their claims . . . [i]n addition to investment concerns, the trustees 
are involved with such typically corporate notions as governance, productivity and public 
relations . . . [i]ts aim is financial gain” and its “transactions are of the nature typified as 
doing business.”112 Therefore, in substance, the typical independent public pension fund 
is in the same position of control and responsibility vis-à-vis its assets and liabilities as any 
business trust vis-à-vis its assets and liabilities.  Just like trustees of a business trust, trustees 
of an independent public pension fund act as if they have both legal and equitable title 
to fund assets. For this reason, just like any other business trust’s assets and liabilities, the 
assets and liabilities of a public pension fund are quite properly regarded as part of the 
bankruptcy estate.113 

A Pension Fund Is a Chapter 9 Debtor

A related question is whether a pension fund is a “debtor” and, correspondingly, 
whether the obligation to pay benefits to the beneficiaries of a pension fund are “debts” 
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subject to adjustment if the pension fund files for bankruptcy. The answer to this 
question is made relatively easy by the broad definition of “debtor” and “debt” in the 
code, which is “[t]he term ‘debt’ means liability on a claim . . . [t]he term ‘debtor’ means 
person or municipality concerning which a case under this title has been commenced.”114 
These definitions clearly encompass the pension fund as debtor and pension obligations 
as “debt” of the pension fund, in view of the fact that beneficiaries’ claims are indeed 
liabilities on a fund of undifferentiated assets.115 Although a pension fund has the legal 
authority to seek contributions from employers and employees to meet the demands on 
its assets to pay pension benefits, it remains independent from them and directly liable 
to pay those benefits to current beneficiaries out of the undifferentiated assets it holds, 
including investment income, regardless of whether contributions are made and regardless 
of the source of available assets. A claim for pension benefits is thus clearly a claim on the 
pension fund itself, which can be adjusted in bankruptcy like all other debts of a petitioner. 
Moreover, “a claimant to a commingled trust fund bears the burden of ascertaining and 
tracing the trust property. If the funds are dissipated and cannot be traced, then the 
claimant stands in the position of a general creditor with regard to those funds.”116 

In sum, there is little doubt that a pension fund structured like Arizona’s major 
pension funds would meet all of the threshold requirements for filing a Chapter 9 
bankruptcy and having pension benefit obligations adjusted by the bankruptcy court: 1) 
it is an instrumentality of the state in the sense relevant to Chapter 9, thus fulfilling the 
definition of “municipality;” 2) a pension fund qualifies as a “debtor” in relation to vested 
pension benefits; 3) the vested benefits of current and future retirees are “debts” of the 
pension fund; and 4) its pension fund assets and liabilities comprise the pension fund’s 
“bankruptcy estate,” which are subject to adjustment. This conclusion is further fortified 
by the rule of liberal construction long applied to the bankruptcy code, which recognizes 
that Congress generally intended for its remedial structure to be broadly available to 
debtors whenever its purposes would be served.117 

Don’t Forget Legal Authority to File Bankruptcy

Only one question remains: when can a pension fund file for bankruptcy protection? 
First of all, before any governmental body can file for Chapter 9 bankruptcy, it must have 
been specifically authorized by state law to do so.118 This is a consequence of Supreme 
Court precedent that held an early version of Chapter 9 unconstitutional under the Tenth 
Amendment because it allowed for involuntary bankruptcy proceedings by municipalities 
or the filing of bankruptcy proceedings by municipalities without state law authority.119 
No state currently authorizes its public pension funds to file for Chapter 9 bankruptcy, so 
overcoming this hurdle requires legislative action. Assuming this hurdle can be surmounted 
politically, the law requires the would-be petitioner to make a good faith effort to meet 
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with its creditors, propose a plan to preserve solvency, and to reach a work-out agreement 
if possible. This hurdle is easy enough to jump. But it is not the last hurdle.

From existing Chapter 9 precedent, it is clear that municipal insolvency is very 
narrowly construed when it comes to determining eligibility for bankruptcy protection. 
It is not enough for liabilities to swamp assets. In essence, a municipality will be deemed 
insolvent and eligible for bankruptcy protection only when it can reasonably project that it 
will be unable to meet cash-flow requirements to pay its obligations—in this case, pension 
benefits—within the coming year.120 

Forecasters have predicted that the “solvency horizon” for public pension funds begins 
in the year 2020 for seven states and six big cities, with the next major horizon arising 
between 2020 and 2025 in another 20 states and 24 localities.121 For this reason, showing 
a likely cash-flow shortfall within the coming year may be challenging even if pension 
fund managers were to adopt a discount rate for their investments that reflects the Treasury 
rate.122 But that difficulty does not make Chapter 9 valueless.

Legislate to Maximize Leverage for Voluntary Reform

The threat of filing for bankruptcy may be the only way to give a pension fund any 
leverage in negotiations with beneficiaries who claim vested pension fund rights in an 
otherwise hostile legal environment for pension reforms. Indeed, the negotiating context 
of the pre-filing stakeholders meeting that is a requisite for filing Chapter 9 bankruptcy 
may be the best possible forum for advancing legal theories that justify reducing pension 
benefits or increasing employee contributions. The real question is how can policymakers 
best create such leverage for pension fund managers to motivate all stakeholders to reach a 
sustainable solution to our pension system?

At a minimum, legislation should be enacted that specifically authorizes all 
independent public pension funds whose boards are appointed by elected state officials 
to file for Chapter 9 bankruptcy. So long as a pension fund is legally distinct from the 
state itself, serving a public function and yet under state control, it should qualify as an 
instrumentality of the state under the definition of “municipality” used in Chapter 9.  The 
mere passage of such a law would send a shot across the bow to stakeholders that should 
soften their refusal to consider reform proposals. But if policymakers wish to deploy 
maximum leverage, they should consider taking it up a notch. 

To maximize leverage to procure agreement to pension fund reforms from all 
stakeholders, policymakers should consider enacting legislation that would require pension 
funds to file for Chapter 9 bankruptcy if they project a cash-flow shortfall based on a 
Treasury discount rate for pension assets within one year and to start work-out discussions 
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with stakeholders as soon as they project such a shortfall within five years. The legislation 
should ensure that work-out meetings are held periodically, involve the discussion of a 
specific work-out plan, and if unsuccessful, indisputably fulfill all prerequisites for filing 
for Chapter 9 bankruptcy. A period of five years is recommended for such negotiations 
because it should allow for enough time to exhaust efforts to reach agreement on a work-
out plan that can “course correct” the pension fund and avoid the necessity of filing 
for bankruptcy. A Treasury discount rate should be used to determine the adequacy of 
future cash flows for purposes of filing for Chapter 9 bankruptcy based on the previous 
observation that it is commensurate with the near certainty of the obligation to pay vested 
pension benefits. Appendix A includes the language of corresponding “model legislation.”

In this way, creating authority for pension funds to file bankruptcy may generate reform 
without a single petition being filed. And if bankruptcy truly becomes unavoidable, the 
broad remedial powers given to the bankruptcy court will likely allow for the modification 
of plans, as needed, to preserve their solvency notwithstanding the modern “vested rights” 
approach to benefits.

Recommendations

•	 Place	new	public	 employees,	 including	 local	government	employees,	
on 401(k)-type (actually 403(b)) defined contribution plans to begin 
to staunch the financial bleeding into pension funds.

•	 Condition	 acceptance	 of	 promotions	 and	 other	 major	 changes	 in	
employee status on acceptance of moving to a defined contribution 
plan.

•	 Enact	a	maximum	combined	(employee	and	employer)	contribution	
rate no greater than 16 percent.

•	 Constitutionally	require	a	supermajority	of	the	legislature	to	increase	
pension benefits through retirement formula elements controlled by 
the legislature. This includes anything that can reduce the full-benefit 
retirement age, retirement multipliers, and arbitrary benefit increases 
for those already receiving pensions.

•	 Enact	 legislation	 requiring	 pension	 fund	 trustees	 to	 recognize	 they	
have a fiduciary duty to adopt a more realistic rate of return (ranging 
from a 10- or 30-year Treasury rate to a 5 percent rate of return) or risk 
personal liability for gross negligence. This would reveal that pension 
benefits being paid to current retirees discriminate against future 
retirees by dissipating pension fund assets. The same legislation should 
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then reduce current retiree benefits to enforce the pension fund’s equal 
duty to fund the benefits of future retirees.

•	 In	 states	 that	 have	 constitutional	 Gift	 Clauses,	 use	 legislation	 or	
litigation: (1) to bar public employers from paying any increase in 
their contribution rate that is attributable to the replenishment of 
pension funds due to investment losses, increases in benefits to current 
retirees, or financial mismanagement; and (2) to cap the present value 
of pension benefits for any employee at retirement at no more than 
125 percent of the sum of contributions to the fund attributable 
to that employee after the sum is adjusted upward by a reasonable 
rate of return over the span of the employee’s career (also requiring 
pension fund managers to adjust the stream of pension fund payouts 
accordingly).

•	 Finally,	policymakers	should	enact	legislation	authorizing	independent	
pension systems to file for Chapter 9 bankruptcy and imposing 
the obligation on pension fund trustees to commence workout 
negotiations well in advance of any insolvency horizon.

Conclusion

Public pension systems must be reformed to maintain their solvency and to preserve 
the fiscal health of state and local government. Outrageously, the current law affords 
few options for reform. But there are options depending on the litigation risk tolerance 
and political will of policymakers. At the low end of the spectrum, defined contribution 
programs can be established for new hires, incentives can be created for voluntary 
abandonment of defined benefit programs by existing employees, and promotions can be 
offered in exchange for benefit reductions. At the high-risk end of the spectrum, legislatures 
should require pension funds to assume a Treasury-based discount rate and to adjust the 
benefits of current retirees and contributions of future retirees to preserve trust assets for 
future retirees. Alternatively, legislation and litigation under the Gift Clause may force 
pension reform as the only available remedy. But if all else fails, the option of bankruptcy 
is a real one—not just for municipal employers, but also for the funds themselves. At 
the very least, statutory authority should be given to independent public pension funds 
to sidestep the rigged legal landscape that faces any pension reform effort. Even without 
filing for Chapter 9 bankruptcy, such a law would send a strong message to interested 
parties and finally create the leverage needed to build a consensus around pension reform. 
Policymakers might even stop the pension fund train wreck before it happens.

Public pension systems 
must be reformed to 
maintain their solvency 
and to preserve the fiscal 
health of state and local 
government.
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REFERENCE TITLE: ____________  
State of ______ 
(Introducing ______) 
H. B. ____ 
 
Introduced by ______________________ 
 
 

AN ACT 
 

RELATING TO BANKRUPTCY OF POLITICAL SUBDIVISIONS AND 
INSTRUMENTALITIES OF THE STATE. 

 
*** 

 
Be it enacted by the Legislature of the State of _______: 
 
Section 1. Title ___, chapter __, article ___, _____ Revised Statutes, is amended by adding 
section _____, et seq., to read: 
 
Section 2. § _____. Definitions  
 
For the purposes of this article: 
 
   1. “Federal bankruptcy statute” means the act of Congress entitled, “An act to establish a 
uniform system of bankruptcy throughout the United States,” including Chapter 9 thereof, 
which was originally approved July 1, 1898, as amended or supplemented. 
 
   2. “Eligible Debtor” means “municipality” as broadly defined in the federal bankruptcy 
statute, including any political subdivision, public agency or instrumentality of the State of 
Arizona, such as any local government, taxing district, or independent pension fund 
operating under A.R.S. §§ 38-712, et seq., 38-801, et seq., 38-841, et seq., 38-882, et seq., or 
local law. 
 
Section 2. § 35-602. Exercise of powers  
 
All powers granted by this article to Eligible Debtors may be exercised by such debtors, or, 
if such debtors have no officers of their own, may be exercised by the officers who have the 
authority to contract on behalf of such debtors, or to levy special assessments or special 
taxes within their jurisdiction. 
 
Section 3. § 35-603. Filing petition; payment of expenses 

Appendix A: Model Legislation
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Any Eligible Debtor in this state is authorized to file the petition provided for in the federal 
bankruptcy statute and to incur and pay the expenses thereof and any and all other 
expenses necessary or incidental to the consummation of the plan of readjustment 
contemplated in such petition or as it may be modified from time to time. 

 
Section 4. § 35-604. Resolution authorizing filing of petition and representation of Eligible 
Debtor by attorney  
 

A. Before the filing of the petition referred to in section 35-603, the Eligible Debtor shall 
adopt a resolution authorizing the filing thereof and authorizing its duly and regularly 
elected or appointed attorney, or special counsel appointed for such purpose, to file the 
petition and to represent the Eligible Debtor in the proceedings with respect thereto in 
the United States district court having jurisdiction thereof. 
 

B. In the case of pension funds that project the inability to pay pension obligations when 
due within five years based on a discount rate that is equal to the U.S. Treasury ___ 
Year Yield, the following actions shall be taken by its governing body immediately 
upon receipt of notice of such inability: (1) the governing body of the pension fund 
must draft an initial plan to adjust the debts and liabilities of the pension fund by 
increasing employee contribution requirements, decreasing employee benefits, or 
adopting a defined contribution pension plan for new or existing employees; and (2) 
the governing body of the pension fund must organize at least quarterly meetings with 
beneficiaries or their representatives, as well as all other creditors, at which to engage 
in good faith negotiations over whether to adopt the plan prior to filing the petition. 
Said meetings shall be scheduled until agreement is reached and shall be conducted in 
a timely fashion and in conformity with the federal bankruptcy statute, if applicable.  

 
Section 5. § 35-605. Powers of Eligible Debtor  

 
Any Eligible Debtor is authorized and empowered to take any and all action necessary to 
carry out any plan of readjustment contemplated in the petition, or as such petition is 
modified from time to time, subject only to the provisions of the constitution of this state, 
any other provision of law to the contrary notwithstanding; however, pension funds may not 
increase employer contribution requirements. 
 
Section 6. § 35-606. Resolution of Eligible Debtor assenting to plan as prerequisite of final 
decree of court becoming effective  

 
No final decree or order of the United States district court confirming a plan of 
readjustment shall be effective for the purpose of binding the Eligible Debtor unless and 
until the debtor files with the court a certified copy of a resolution of such debtor, adopted 
by it or by the officials referred to in section 35-602, consenting to the plan of readjustment 
set forth or referred to in such final decree or order. 
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