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Executive Summary 

 
As an area of government spending, public pensions do not receive much attention.   
However, public pension obligations are growing rapidly around the country.  According 
to the United States Census Bureau, major public pension plans paid out $78.5 billion in 
the 12 months that ended in September 2000.  By the same period in 2004, pension 
payouts had grown by 50% to $118 billion.   In 2003, state and municipalities contributed 
$46.3 billion to pension plans which was a 19 percent increase over 2002 levels.   There 
is also the issue of unfunded pension liabilities.  In September 2005, the Council of State 
Governments estimated that the liabilities owed by state government-operated retirement 
plans nationwide exceeded assets by some $292.4 billion. 
 
Are Minnesota taxpayers being exposed to significant risks from pension liabilities?  Or 
is Minnesota successfully avoiding the problems other state and local governments are 
struggling with?   What are the current and long-term costs of our public pension 
decision-making?  Are there reforms we can pursue to improve both the financial health 
of the public pension system and the accountability of pension decision-making to state 
taxpayers?   These are the questions addressed in this report.   
 
This report focuses on six major pension plans: the three major independent teacher plans 
(St. Paul, Duluth, and Minneapolis Teachers Retirement Fund Associations) and the three 
major statewide public employee plans (MSRS or Minnesota State Retirement System 
General Plan; PERA or Public Employees Retirement Association General Plan; and 
TRA or Teachers Retirement Association).  Minnesota’s public pension system includes 
many more plans than these six.  There are a total of eighteen statewide public pension 
plans and four other plans that cover the employees of individual cities.  There are also 
several hundred locally administered volunteer firefighter pension plans (mainly operated 
by townships) and some locally administered plans whose members are police and 
professional firefighters.   However, the plans studied in this report are the three largest 
statewide public pension plans, accounting for about 80% of the retirement funds under 
the control of the State Board of Investment, and the three largest city-operated pension 
plans in Minnesota.  The six plans combined cover more than 600,000 active and retired 
public employees.  Even though a review of the status and performance of the other state 
and local pension plans is beyond the scope of this report, taxpayer risk issues discussed 
in this study apply to these plans as well. 

Findings on the Current Health and Status of Public Pensions in Minnesota  
 
• As of June 2005 the six plans comprising this study had reported unfunded pension 

liabilities totaling $6.1 billion.   Although the funded ratios (defined as total assets 
divided by total accrued pension liabilities) have mostly improved over the past thirty 
years, the $6.1 billion in unfunded liabilities is greater in absolute terms (inflation 
adjusted dollars) than in 1975.  

  
• The Minnesota Post Retirement Investment Fund (Post Fund), the fund exclusively 

for the assets and liabilities of existing retirees from statewide pension plans,  also 
has unfunded liabilities totaling $3.7 billion for PERA, MSRS, and TRA retirees. 
These liabilities are not reported as part of fund actuarial reports.  If these liabilities 
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are included, total unfunded pension liabilities in these six funds totaled $9.8 billion 
as of June 2005.   

 
• The health of the plans is mixed.  None is fully funded.  Two of the plans, MSRS and 

TRA, are above 95% funded.   PERA and St. Paul Teachers have less than 80% of 
the assets needed to pay the benefits owed to active and retired plan members.  
Minneapolis Teachers Retirement Fund had less than half of the assets needed to pay 
benefits owed to its plan members. 

 
• Five of the six plans also had contribution deficiencies, which means that too few 

contributions are being made to close their existing funding gaps.  The size of 
contribution deficiencies for MSRS and PERA are the greatest in 30 years.  Since 
2002, PERA has added over $500 million in unfunded pension liabilities as a result 
of contribution shortfalls alone.  The magnitude of contribution deficiencies for all 
three major independent teachers plans are all greater than the state plans and also are 
approaching or exceeding 30-year highs.  Only TRA had a contribution surplus, 
which means that progress was being made on reducing their unfunded liabilities. 

 
• Contribution increases are already in law to begin to remedy these shortfalls. 

However, these increases are not without real cost. If all the approved increases to fix 
the PERA funding gap occur, local government spending will increase by $380 
million through 2010, in the form of city and county governments’ pension 
contributions (the employers’ share only).  The employees’ share of these increased 
contributions also create wage increase pressures for local governments to 
compensate employees for lower net pay. 

 

Findings on the State of Minnesota’s Performance in Managing Public Pension 
Liabilities 

 
The Minnesota legislature determines the cost of public retirement programs by 1) 
making decisions that determine how future pension costs will be paid for; and 2) 
establishing pension benefit levels.  With respect to paying for future pension costs, the 
legislature adopts an assumed rate of investment return and determines employee and 
employer contributions to the plans.   With respect to benefits, the legislature sets the 
formula for determining retiree benefit levels and determines the size of any post 
retirement benefit increases.  

 

Findings Regarding Legislative Decision-Making in Paying for Future Pension Costs 

 
• To determine whether or not a pension fund will have enough assets to meet the 

liabilities owed to current and future retirees, the state makes an assumption about 
what annual average rate of return it will earn on its investments in perpetuity.  The 
8.5% assumed rate of return that the Minnesota legislature has adopted is among the 
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highest assumed rates of return used by any state managed pension fund in the 
nation.   Of 127 state managed funds surveyed by the National Association of State 
Retirement Administrators in 2004, 85% assume more conservative rates of return.  
Only 2 funds reported using a higher assumed rate of return.    

 
• Reported pension fund health is very sensitive to changes in assumed rates of return.  

If Minnesota used an 8% assumed rate of return—the norm for most state managed 
plans—PERA’s reported funded ratio would decline to 70.03%, which translates into 
an additional $1.02 billion of unfunded pension liabilities. 

 
• From 1985 to 2001, pension funds made steady progress toward reducing unfunded 

liabilities by consistently out-performing the 8.5% assumed rate of return.   However, 
the market downturn beginning in 2000 and the post 9/11 economic environment 
took its toll on fund health.   In only four years, the three state funds added back over 
50% of the unfunded liabilities they had managed to reduce through investments over 
the previous sixteen years (1985-2001).   Over the same time period, all of the 
reductions in unfunded liabilities from investment gains made by the Minneapolis 
and St. Paul Teachers Funds were reversed. 

 
• The effects of failing to achieve assumed rates of return—and the resulting taxpayer 

exposure—can in part be seen in the contribution rates of struggling pension funds.  
In the Minneapolis and St. Paul Teachers funds, employees contribute 5.5 percent of 
their salary to the pension fund, more than the three state funds.  However, taxpayers 
in those school districts contribute over 8% of salary through school district 
employers.  This employer contribution rate is more than twice the percentage state 
taxpayers contribute to the statewide MSRS fund.   

 

Findings Regarding Legislative Decision-Making on Pension Benefits 

 
• In the last twenty years, the legislature has approved two primary formula multiplier 

increases; the first in 1989, the second in 1997.  These changes have resulted in an 
estimated additional $1.728 billion in benefits paid since 1985, or 7.64% more than 
provided for by 1985 law.  However the costs of formula changes are not felt 
immediately and increase in the future.   As more employees retire with these higher 
benefits, the post-1985 increased portion grows.   Increases due to the 1989 changes 
may have fully taken effect.  However, increases from the 1997 changes may just 
now be taking effect. 

 
• The state has no empirical or quantifiable method for determining whether increases 

in pension benefits are justified.   Currently employees in each of the six plans with 
30 years of service can earn 51% of their pre-retirement income from their pensions.   
When Social Security is included, the average wage employee receives between 
77.5% and 89.9% of their pre-retirement income ($36,610 - $67,117) depending on 
the plan.    

 
• Post retirement benefit increases come in two forms, an annual inflation adjustment 

of a flat 2.0% or actual inflation up to 2.5% depending on the fund, and periodic 
benefit increases based on investment performance exceeding 8.5%.   Both types of 
increases become a permanent part of the base pension benefit.   From 1994-2006, 
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the three state managed plans (MSRS, PERA, TRA) dedicated $3.52 billion of assets 
toward cost of living benefit increases and $4.87 billion toward investment 
performance benefit increases.  If other State Board of Investment managed funds are 
included, $5.73 billion in assets was dedicated to investment performance benefit 
increases during this period. 

 
• Most of the post retirement benefit increases based on investment performance are 

actually the result of market volatility.  Between 1990 and 2004, the Post Fund 
returned an average of 9.34% annually.  If the Post Fund had realized a consistent 
9.34% return each year over that period (a straight line increase) only $1.52 billion 
would have been dedicated for investment performance benefit increases, some $4 
billion less than was actually dedicated.   

 
• The policy of turning investment gains into permanent benefit increases has had 

significant negative impact on the health of public pension funds: 
 

o The state Post-Retirement Fund’s position changed from a $4.3 billion 
surplus in 1999 to a $4.1 billion deficit in 2005.   Even if the investments 
in this fund return 9% annually going forward, it will take until the year 
2033 for this fund to be restored to full funding.    The permanent benefit 
increases also hindered the ability of the Basic Funds to achieve fully 
funded status because transferred assets were used to pay post retirement 
increases. 

 
o It has created major fairness and equity problems among public 

employee retirees.  Those who were fortunate to have benefited fully 
from the 1990s markets have retirement benefits today often in excess of 
their working salary.  The story is completely different for public 
employees retiring recently under much different market and fund 
conditions.  Those in the three state plans have little hope of seeing 
anything other than inflationary adjustments – especially since the Post 
Fund for retirees will have unfunded liabilities for years to come.  The 
“winners” under this system have been persons who retired between 
roughly 1981 and 2001, and the “losers” have been those persons retiring 
since 2001. 

 
o It has exposed taxpayers to significant risk.  If the state’s pension fund 

managers are unable to realize returns of at least 8.5%, retirees do not 
have any risk of reductions in benefits.  Because public employee retirees 
no longer make contributions to the funds, governments—and by 
extension taxpayers—will be liable for any long-term deficiency that 
threatens benefits. 

 
o It has resulted in rates of pension payment growth far exceeding national 

averages.  In 2002 Minnesota spent nearly 27% more per capita on state 
and local employee retirement payments than the national average, with a 
national ranking of 5th highest in the country.   In 1992 our per capita 
rank was only 25th highest and our payments from retirement funds per 
capita were near the U.S. average. 
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Findings Regarding Accountability in Public Pension Asset Management 
 
• Current reporting requirements on pension fund performance fall short in several 

ways.  There is no requirement to translate funds’ annual rates of return into actual 
dollar values gained or lost; no quantification of value added or lost as a result of 
investment decisions, and no ability to see the cumulative value added effects of 
decision making over time.  

 
• Value added performance auditing is an important and complementary method to 

current performance reporting methods based on time weighted rates of return.  
Value added performance auditing increases levels of transparency and 
accountability in pension fund asset management.    

 
• Applying value added performance auditing methods yields insights into the current 

situation faced by the Minneapolis Teachers Retirement Fund.  Between 1982 and 
2005 approximately $1.78 billion of investment returns were available through 
efficient investment in its own policy.  However, $667 million of this total was not 
realized due to poor investment decision-making.  In other words, 68% of the current 
$972.5 million deficit plaguing the Minneapolis Teachers Retirement Fund 
(according to the 2005 actuarial report) could have been avoided with better 
investment management of the fund’s assets.    

 
• Past efforts to adopt value added performance auditing in Minnesota were first 

championed then resisted by the Office of State Auditor.  Future attempts to institute 
this methodology may require moving the performance auditing function into a state 
agency less subject to the political pressures of elected officials. 

 
• The type of investments made by public pension funds can also introduce 

accountability problems.  Growing interest in “alternative investments” – such as 
private equity funds – is being fueled by returns superior to those offered by 
investments traded publicly on organized exchanges.  However, investment 
performance in these vehicles comes at the expense of transparency and 
accountability.   Alternative investment managers don't price their assets as often—
and only they know if that pricing is accurate.  Often the valuations are merely 
estimates.   

Recommendations 
 
Our objectives in these recommendations are: 
• to preserve the integrity of a defined benefit pension system for public employees 
• improve and ensure the continued health of these funds 
• concurrently reduce taxpayer risk and exposure, and  
• encourage a greater transparency regarding the costs and risks for an open debate of 

their priority vis-à-vis other public spending. 
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To improve the Monitoring and Reporting of Pension Health and Spending in 
Minnesota: 

 
• Require Governors’ proposed budgets to list pension contribution costs separately. 
 
• Report funded ratios and unfunded liability totals for both the basic and post funds 

independently. 
 

• Initiate value-added performance auditing to monitor public pension fund 
performance in Minnesota. 

 
• Consider removing the responsibility for monitoring public pension funds in 

Minnesota from the State Auditor’s Office to an agency with personnel not directly 
elected by the voters. 

 
To Improve the Design and Function of Minnesota’s Defined Benefit Pension System 

 
• Permanently end benefit increases based on superior investment returns and provide 

only capped inflationary adjustments. 
 
• Develop quantifiable standards of replacement income to be achieved through 

pension benefits. 
 
• When the Basic Funds are under-funded and the Post Fund is fully funded, transfer 

only the fractional reserves necessary to keep the Post Fund “whole.” 
 
• Should conditions return that result in surpluses for both the Basic and Post Funds, 

give first priority to reducing employee and employer contributions, then possibly to 
providing for self managed accounts or “13th checks” for retirees, but only when an 
established “maximum funded ratio” in the Post Fund is exceeded. 



Public Pensions in Minnesota—MN Center for Public Finance Research 
 

 1

Introduction 

 
As an area of government spending, public employee pensions seldom receive much in 
the way of public attention.  It is easy to understand why.  Defined benefit pension plans, 
the kind most often provided for public employees, are extraordinarily complicated, the 
monies that fund them are largely out of the public eye, and taxpayers don’t see the 
results of this spending in their daily lives. 
 
But public pension obligations are growing rapidly around the country.  According to the 
United States Census Bureau, major public pension plans paid out $78.5 billion in the 12 
months that ended in September 2000.  By the same period in 2004, pension payouts had 
grown by 50% to $118 billion.1   In 2003, states and municipalities contributed $46.3 
billion to pension plans, a 19 percent increase over 2002 levels.  In several states, 
essential services like education are being squeezed by increasing pension obligations.2 
 
Minnesota’s own spending from government retirement trust funds has grown 
significantly from the late 1970s.  As Figure 1 shows, total expenditures from all state 
and local retirement funds in the state grew from only 2.2% of state and local spending in 
1978 to 6.4% in 2002, the latest year available from the Census Bureau for state specific 
data.  Though most of the increase was paid for by investment earnings and not tax 
dollars, the increase points to a corresponding increase in long-term liabilities. 

Figure 1.  Minnesota’s Retirement Fund Payments as a Percent of Total State and Local 
Spending* 
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*Pension benefits are financed primarily by investment returns, not tax dollars, but pension checks are still considered 
government spending by the Census Bureau.   2001 data is not available.  The dashed line is an interpolation.  Payments 
include “cash outs” from those leaving government employment early.  Source:  Census Bureau, Government Finances, 
respective years.  Calculations by MCPFR/MTA 4/2006. 
 

                                                 
1 Presentation by Michael Moskow, President and CEO, Federal Reserve Bank of Chicago, State and Local 
Government Pension Forum, February 28, 2006 
2 Sinkhole! How Public Pension Promises are Draining State and City Budgets, Business Week, June 13, 2005 
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In September 2005, the Council of State Governments estimated that the liabilities owed 
by state government-operated retirement plans nationwide exceeded assets by some 
$292.4 billion.3  Unfunded pension liabilities present a very real risk to taxpayers, and 
must be made up in one of three ways: decreased pension benefits, increased payments 
into retirement funds (through increased employee/employer contributions), or greater-
than-expected return on fund investments.  These “solutions” illustrate the inherent 
challenges of fixing the problem of unfunded pension liabilities.  Pension benefits are 
considered contractual – those already earned can’t be reduced – and the state can only 
reduce benefits going forward.  Increased payments are politically difficult because of the 
potential need for tax increases or cuts in other programs.  The third solution – higher 
investment returns – is largely out of the control of legislators and other policy makers. 
   
Are Minnesota taxpayers being exposed to significant risks from pension liabilities?  Or 
is Minnesota successfully avoiding the problems other state and local governments are 
struggling with?   What are the current and long-term costs of our public pension 
decision-making?  Are there reforms we can pursue to improve both the financial health 
of the public pension system and the accountability of pension decision-making to state 
taxpayers?   These questions are addressed in this report.   

 
This report is divided into four sections: 
 
Section 1 provides background information on how public pensions work and an 
overview of Minnesota’s public pension systems. 
 
Section 2 examines Minnesota’s public pension liabilities.  It includes a review of the 
current status and financial health of the state’s major public pension plans, a description 
and analysis of the legislative decision-making that has brought the state’s pension plans 
to their current condition, and an examination of the design features and assumptions 
underlying the state’s pension systems that pose the greatest risks to taxpayers in the 
future. 
 
Section 3 examines public pension asset management in Minnesota.   It critiques the 
current system used to review and monitor the investment performance of public pension 
plans in the state and discusses investment trends which may present more risk to 
taxpayers moving forward.  
 
Section 4 provides recommendations on improving public pension health and 
accountability. 

                                                 
3 Pensions Pose Time Bombs for Budgets, Stateline.org, September 22, 2005. 
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Scope of this Report 
Minnesota’s public pension system is among the largest in the nation in terms of the 
number of individual public pension plans.  There are a total of eighteen statewide public 
pension plans and four other plans that cover the employees of individual cities (see 
Appendix C for a listing).  There are also several hundred locally administered volunteer 
firefighter pension plans and some locally administered plans whose members are police 
and professional firefighters.    
 
There are two major reasons for this proliferation of public pension plans.  First, pension 
benefits have only become standard over time.  At the beginning of the twentieth century, 
pension coverage was added by employee group or by municipality as the need arose, 
with no overall coordination or vision at the state level.  Secondly, larger statewide 
pension plans have “spun off” other plans, usually because a group of employees was 
given enough of a different set of benefits to require administration separate from the 
larger group of employees.   
 
This report focuses on the three first-class4 city independent teacher plans and the three 
major statewide general employee plans.  Although a review of the status and 
performance of the other state and local pension plans is beyond the scope of this report, 
the taxpayer risk issues discussed in this study apply to these plans as well. 
 
Following is a brief description of the funds included in this report: 
 
Duluth Teachers’ Retirement Fund Association (DTRFA),  
Minneapolis Teachers’ Retirement Fund Association (MTRFA)  
Saint Paul Teachers’ Retirement Fund Association (SPTRFA)  
Minnesota adopted legislation authorizing these pension plans in 1909, and they began 
operation in 1910.  With certain exceptions, eligibility is restricted to school district 
employees in these cities with valid Minnesota teaching licensure.  Employees without 
licensure, such as clerical and custodial staff, are currently covered under the Public 
Employees Retirement Association General Plan (see below).  These plans are operated 
by private not-for-profit corporations that invest the plans’ funds. 
 
Teachers Retirement Association (TRA) 
The precursor to this fund was created in 1915, became insolvent, and was replaced by 
the current plan in 1931.  Eligibility is restricted to persons licensed to teach or work 
(such as nurses, social workers, therapists, school administrators, etc.) in a primary or 
secondary school.  Eligibility also extends to many faculty members of the Minnesota 
State Colleges and Universities System (MnSCU).  Unlike the first-class city teachers’ 
funds that manage their own assets, this fund’s assets are managed by the State Board of 
Investment (SBI).  SBI manages and invests the assets for all statewide pension systems, 
and its governing board consists of the state’s four constitutional officers (governor, 
auditor, secretary of state and attorney general). 
 

                                                 
4 The term “first-class city” is not a qualitative judgment by the authors of this report.  Rather, the state classifies 
cities in Minnesota Statutes 2004, Section 410.01 based on population size.  “First-class” cities in Minnesota are 
those that currently have or once had at least 100,000 in population.  Currently, three cities inhabit this class: 
Duluth (which had a population of 100,578 for the 1970 census), Minneapolis and Saint Paul.  We use the term 
“first-class city” throughout the report to refer to these three cities collectively. 
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Public Employees Retirement Association (PERA) General Plan   
PERA was established in 1931, and administers a general pension plan for most local 
government employees, including certain school district employees not part of TRA. 
(PERA also administers separate plans for police officers, firefighters and local 
correctional officers which are outside the scope of this report.)   The fund’s assets are 
managed by the State Board of Investment (SBI). 
 
Minnesota State Retirement System (MSRS) General Plan 
Established in 1929, MSRS administers pensions for state government employees 
through its general pension plan.  MSRS also administers smaller individual plans for 
correctional officers, many University of Minnesota employees5, legislators, judges, 
elected executive branch officers, and other small groups of state employees that are 
beyond the scope of this report.  The fund’s assets are managed by SBI. 

Study Assumption: Defined Benefit Plans Will Continue to be the Foundation for 
Minnesota’s Public Employee Retirement System 

A final introductory comment on one of the premises underlying this report should be 
noted.   There is a substantial debate taking place around the nation about the continued 
merits of having defined benefit plans for public employees.  Many critics are using the 
current funding crisis in several state and local pension plans to argue for replacing 
defined benefit plans with self-managed defined contribution plans. 
   
We believe this debate is important, and the pros and cons of such a transition deserve a 
full examination, but this study is based on the assumption that a designed benefit system 
will continue to be the primary means of providing retirement benefits for Minnesota 
public employees into the foreseeable future.   Our objective in this study is to identify 
ways to reduce taxpayer risk and improve fund health within the context of the current 
defined benefit pension system, rather than argue the merits of one type of plan versus 
another.

                                                 
5 Some University of Minnesota employees are members of the University-operated Faculty Retirement Plan, 
while University police officers are covered under PERA’s Police and Fire Plan. 
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Section 1: Understanding Public Pensions and How They Work

 
Public employee pensions have existed in Minnesota since the late 1800’s.  Originally, 
pensions were used by police and fire departments to retain and reward employees for 
engaging in risk-filled employment.  Over time pensions have become a standard benefit 
for virtually every public employee of the state of Minnesota. 
 
Why are public employee pensions an issue for taxpayers to be concerned about?  Simply  
because tax dollars help pay for pension benefits.   With Minnesota’s pension plans 
investing billions of dollars, the potential impact on Minnesota taxpayers is enormous.   It 
is both a current cost and potential risk that too few taxpayers understand or even know 
about. 
 
This section attempts to de-mystify Minnesota’s public pension systems and the world of 
defined benefit pension plans—the type of pension nearly all Minnesota public 
employees have—by examining a small number of public plans. 

Public Pension Basics:  Five Questions Regarding Minnesota’s Public Pensions 

What is a Defined Benefit Plan? 

A defined benefit plan6 is one that has fixed retiree benefits that are pre-determined 
based on an established formula.  An employee at virtually any time can determine his or 
her annual retirement benefit based on the formula.  Importantly, the formula-based 
benefits are guaranteed to members and will be paid even if member and employer 
contributions must be increased to do it.  With a defined benefit plan retirees are provided 
with a constant and predictable stream of income for the remainder of their lives, and 
should they so choose, the lives of their surviving spouses7. 
 

How are the Size of Benefits Determined? 

In Minnesota, benefits are determined by using an average of the highest five successive 
annual salaries — referred to as the “high five average” — and multiplying this amount 
by a specified percentage.  This percentage is known as the multiplier.  For members of 
the plans in this report, the multiplier is currently 1.7% for each year of service as a 
member of the retirement system.  Employees taking early retirement (usually before age 
65) have smaller multipliers.  The final product of these calculations determines the 
annual retirement benefit.  
 
For example, assume County Employee A will retire at age 65 with a high five average 
salary of $60,000.  Assume further that this employee has 37 years of service as a vested 
employee.  Using the multiplier of 1.7% for each year of service (1.7% times 37), here is 
how this employee’s retirement benefits would be calculated: 
 

 
 
 

                                                 
6 Terms in bold italic are defined in the Glossary of Terms found in Appendix A to this report.  
7 Because this option results in a smaller monthly benefit, some retirees do not chose it. 
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Who Oversees Minnesota’s Public Pension System in the 
Legislature? 

In 1965 the Legislative Commission on Pensions and 
Retirement (hereafter referred to as the Pension Commission) was 
created as a permanent body.  Part of the Pension Commission's role 
was to end the fragmented process of policy development.  From this 
point forward, the Pension Commission would serve as a de facto 
pension subcommittee in both houses of the Legislature.  The 
Pension Commission is comprised of ten members, with five 
members from both the House and Senate.  The House members are 
appointed by the Speaker of the House, while Senate members are 
appointed by the Subcommittee on Committees of the Senate Rules 
Committee (effectively, by the Majority Leader of the Senate).  The 
Commission elects a chair, who sets the general direction of the 
Commission.  The chair position alternates every two years between 
House and Senate members.  Information on 2005-2006 Pension 
Commission members and past Commission chairs is appended to 
the end of this report as Appendix B. 

The role of the Pension Commission is four-fold: (1) to 
review proposed pension legislation; (2) to research pension policy 
issues; (3) to provide legislative oversight of Minnesota's pension 
plans; and (4) to assess whether pension funding is adequate. 

As pension bills are introduced, they are typically assigned 
to the Government Operations Committees of each chamber.  By 
tradition, the Government Operations Committees immediately refer 
these bills to the Pension Commission for review.  The Government 
Operations Committees will normally not consider a pension bill 
unless it is first recommended by the Pension Commission.  In order 
for a pension bill to receive a recommendation by the Commission, a 
majority vote of members from both the House and Senate 
delegations are required, which means that three votes from 
members of each body (a six-vote minimum) are required to pass a 
bill out of the Pension Commission.  Recommended bills are usually 
accompanied with amendments approved by the Commission, as 
well as, when necessary, an actuarial cost estimate prepared by 
actuaries retained by the state’s pension plans. 

The volume of proposed pension bills is prodigious.  In the 
period from 2001-2005 an average of sixty-nine pension bills (not 
including companion bills) were introduced annually, or 345 pension 
bills during this five year period.  An average of 31 bills per year 
were passed on to the Government Operations Committees for 
further consideration.1 

 
1 Information provided by Pension Commission staff. 

(“High five” salary) x (Multiplier) x (Years of service) 
 
$60,000 x 1.7% x 37 years = $37,740 expected retirement benefit in first year of 
retirement. 
 
This annual retirement amount of 
$37,740 cannot be reduced during the 
employee’s retirement, but as shown 
later in this report, it can be, and 
typically is, increased.8 
 

Where Does the Money Come From? 

Minnesota's public employee pensions 
are funded using three different 
sources.  First, a portion of each 
employee's earnings are deducted 
from his or her paycheck and allocated 
to the appropriate pension fund.  This 
is known as the member contribution.  
For the plans in this report, the 
member contribution ranges from 
between 4% and 9% of salary.  The 
average contribution for members of 
the plans in this report was 4.97% for 
fiscal year (FY) 20059, which resulted 
in $522.5 million in total 
contributions. 
 
The second element of public pension 
funding consists of an employer  
contribution, in which the public 
employer contributes a percentage of 
each employee’s earnings into his or 
her pension fund.  In FY 2005, 
employer contributions to plans in this 
report ranged from 4% to 11%, with 
an average of 5.29% and a total of 
$557.0 million.  In MSRS and TRA, 
employers and employees make 
matching contributions, but for the 
other plans, employers contribute 
more into the system than do 

                                                 
8 The pension can be reduced if the recipient becomes reemployed in the public sector.  The ability of the 
Legislature to reduce earned pension benefits in Minnesota is a function of the legal theory used by the courts to 
view pensions.  In Minnesota, public pensions are viewed by the court as either a function of a unilateral contract 
and not open to impairment under the Federal constitution under Sylvestre v State, 314 NW2d 658 (1973) or a 
function of a quasi contract/promissory estoppel rule under Christensen v Minneapolis Municipal Employees 
Retirement Fund, 331 NW2d 740 (1983).  Pension Commission staff communication of April 20, 2006. 
9 Fiscal years begin on July 1 annually and end June 30, and are named for the year in which they end.  Hence, 
fiscal year 2005 began on July 1, 2004 and ended June 30, 2005. 
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employees.   
 
The final element of pension funding consists of investment gains.  As contributions are 
made by members and employers, fund managers invest the proceeds.  The investment 
gains are added to the pension fund to pay for future retirement benefits.  Naturally, 
investment performance varies greatly depending on numerous factors, including 
economic conditions, asset mix, active versus passive management, etc.  Recurring 
investment losses and gains have inverse effects  on the level of member and employer 
contributions required to sustain the level of benefits offered by a pension plan. 
 
Occasionally, state government may make special contributions to pension funds in the 
form of state aids.   In FY 2005, $22.6 million of state aid was paid into the Minneapolis 
and Saint Paul teachers’ pension funds in the form of separate appropriations from the 
state’s General Fund.  The city of Minneapolis also contributed $2.5 million to the city’s 
teachers’ pension fund, for a total of $25.1 million in total state and local aids paid to 
these two funds.10 
 

 How are Future Pension Costs Paid For? 

Active employees earn benefits that will be paid for years, if not decades, into the future.  
There are two possible methods of paying for these future benefits.  One method is a 
"pay-as-you-go" system.  The Social Security system is an example of this funding 
method; where current employee and employer contributions are used to pay current 
retiree benefits.  When today's employees retire, it is assumed that the next generation of 
employees and employers will be able to meet the cost.  This next generation may not be 
able to meet this challenge, thus exposing the risk of pay-as-you-go funding. 
 
Like most states, Minnesota does not use the pay-as-you-go system to fund pension 
benefits.  Rather, pension benefits are accounted for using actuarial funding.  Actuarial 
funding is an accounting tool which accrues pension benefits as employees earn them.  
As soon as active employees in a defined benefit plan become members of a retirement 
association, they begin to accrue retirement benefits.  Each year, actuaries determine the 
normal cost, or liability incurred by covering employees for the current year's operations. 
Actuaries also determine the total value of pension benefits that are currently owed to 
active and retired plan members. That total value is known as the accrued liability.  
Actuaries also determine the total current value of pension assets.  The state’s actuary 
does this by phasing in market returns over a five-year period, in order to limit market 
volatility.  These are known as the current assets. 
 
Actuarial funding employs complex mathematical modeling based on probabilities and 
uses a large number of assumptions.  It is both art and science.  Actuaries apply various 
assumptions such as salary growth rates, investment return rates, mortality rates, 
employee turnover rates, early retirement rates, and other demographic variables to plan 
for future pension costs.  An actuarial report is an estimate, based on the assumptions 
mentioned above, of the accrued liabilities of a pension fund.  In Minnesota, actuarial 
reports are prepared each year to measure the funding adequacy of major defined benefit 

                                                 
10 If the local relief associations outside the scope of this report are counted, the state provides aid to nearly all 
public pension funds.  In addition to the Minneapolis and Saint Paul teacher pension funds, the state also makes 
direct aid payments to employers who contribute to PERA’s General Plan. 
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plans.11  Currently, Minnesota’s statewide and other larger public pension plans 
(including those in this report) have contracted with The Segal Company to provide 
actuarial services. 
 
Periodically, actuaries will conduct “experience studies” for pension plans (generally 
every four years) to determine how accurate these assumptions are.  Actuaries can and do 
recommend changes to these assumptions based on these experience studies in order to 
better reflect expected reality going forward.  The state must approve changes to salary 
growth and rate of investment return assumptions, while the Pension Commission may 
approve changes to other actuarial assumptions on its own initiative12.  Actuaries have no 
direct control over the actuarial assumptions used in evaluating the health and well-being 
of the pension plans in this report. 
 
Sometimes the accrued liability of a public pension fund in Minnesota is greater than its 
current assets.  When this happens, an unfunded liability is created.  Any unfunded 
liability must ultimately be accounted for in defined benefit systems, since employees 
have already earned the future retirement benefits that are unfunded.  Sooner or later 
these employees will be entitled to collect those benefits.   
 
Unfunded liabilities, like home mortgages, are not necessarily harmful, and can be 
amortized over a certain number of years.  Minnesota's pension systems use this 
amortization approach.  According to the 2005 actuarial reports, the dates by which the 
unfunded liabilities of these pension funds must be fully paid varies between 2020 and 
203213. But taxpayers should be mindful of the size and scope of unfunded liabilities.  If 
the unfunded liability grows to be so large that existing contribution levels and 
investment returns cannot make up the difference, taxpayers may be forced to shoulder a 
heavier burden. 
 
The following are recent examples of how other states have addressed unfunded pension 
liabilities: 
 

• In June 2005, driven by unfunded pension liabilities of $43 billion, the governor 
of Illinois signed legislation designed to save the state pension system $30 billion 
dollars over the next 40 years, in part by reducing benefits to newly-hired 
employees.  

• In Washington State, legislators plan to devote a portion of the fiscal year 2005 
$1.45 billion surplus to alleviate the state’s $4 billion unfunded pension 
liabilities.  

• During a special session, Alaska enacted a bill mandating that new state 
employees be placed in a 401(k) type plan instead of the state’s defined benefit 
pension plan, in an attempt to stop the growth of its $5.7 billion of unfunded 
liabilities.  

 

                                                 
11 Lump sum volunteer firefighter relief (pension) associations use a “cookbook” actuarial approach as specified 
in statute, and no actuarial reports are provided to them.  Volunteer fire relief associations that provide a monthly 
benefit can retain any qualified actuary, who will periodically prepare an actuarial report. 
12 M.S. 356.215, subdivision 18. 
13 The current dates by fund are: June 30, 2020 for MSRS, TRA and MTRFA; June 30, 2021 for SPTRFA; June 
30, 2031 for PERA; and June 30, 2032 for DTRFA.  
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How do you know if a pension fund is healthy or not? 

There are two primary measures of pension fund health—the funded ratio and the 
contribution deficiency.   A rough analogy can help illustrate how these two measures 
work.  
 
Imagine taking a long canoe trip in the Boundary Waters. You need to be at your final 
destination 100 miles away and have identified several appropriate stopping points given 
your normal level of effort.  One way to measure whether or not you are on schedule is to 
measure your progress against these stopping points.  Each campsite is effectively a 
snapshot in time of your progress and a measure of whether or not you are on schedule to 
arrive at your destination on time.     
 
Similarly, pension funds will take a snapshot in time to see whether they are on track to 
meet their future liabilities.   At any point in time they can compare their accrued 
liabilities with the current pension plan assets.   A plan’s funded ratio is expressed as its 
total current assets divided by total accrued liabilities, and is one measure of pension 
health.  A funded ratio of 100% indicates that a pension plan has exactly enough assets to 
offset future claims.   The lower the funded ratio, the more its accrued liabilities exceed 
the plan assets (i.e. unfunded liabilities) 
 
Returning to the canoe trip analogy, suppose bad weather strikes and causes you to fall 
behind schedule.   To arrive at your destination on time, you will need to work harder.   
You need to paddle hard enough not only to cover the distance you were supposed to 
cover today but also at least some of the additional distance you fell behind.  
 
In the pension world, contribution deficiency (or surplus) is a measure of how hard you 
are paddling.   The “distance” you need to travel is made up of three items: 
 

1. the normal cost (pension liability for the current year) 
2. amortization costs (costs of paying off the plan’s unfunded liabilities by a certain 

date); and  
3. pension administrative costs  

   
Actual contributions made to the fund during the year as required by law can be 
compared with these costs, and the contribution deficiency (surplus), is calculated based 
on the difference between the two numbers.   Thus, the contribution deficiency or surplus 
helps predict a plan’s future ability to pay future obligations.  Since contributions to 
pension plans are made as a percent of payroll, contribution deficiencies or surpluses are 
expressed in the same fashion and thus allow for comparisons over time. 
 
Taken together funded ratios and contribution deficiencies capture the relative health of 
the fund.  A pension fund may have a funded ratio above 100%, meaning that at that 
particular point in time the fund has more than enough assets to meet its obligations.  But 
if there is a contribution deficiency rather than a surplus, the fund is “paddling too 
slowly” which spells potential trouble for the future.   Similarly, a fund may have a 
funded ratio less than 100%, but if there is a contribution surplus, then the unfunded 
liability problem is improving over time.   If both are negative, the fund does not have 
assets to meet its projected obligations and it is losing ground, adding unfunded 
liabilities.   
 

“Taken 
together 

funded ratios 
and 

contribution 
deficiencies 
capture the 

relative health 
of the fund.” 
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How do investment returns fit in?  They are like the current of the river in the canoeing 
analogy.   If the current is working with you, you don’t have to paddle as hard.  If 
investment returns are excellent, it reduces pressure on employee and employer 
contributions.  However, if the current is working against you, you have to paddle harder.  
Similarly, if investment returns are poor, there is greater pressure to increase contribution 
rates. 

The Status of Minnesota’s State and Teacher Pension Funds in 2005 
Table 1 presents the funding status of the six plans in this report as of June 30, 2005 (the 
last day of each plan’s fiscal year).  None of the plans is fully funded at this time, 
although two (TRA and MSRS) appear in good shape with funded ratios exceeding 95%.  
Just as important, every plan but one has a contribution deficiency, meaning that they 
will likely add additional unfunded liabilities during FY 2006.  The funded ratios in 
Table 1 represent a total of $6.1 billion in unfunded pension liabilities as of June 30, 
2005 for these six plans.  

Table 1: 2005 Unfunded Liability, Funded Ratio and Contribution Deficiency (Sufficiency) for 
Selected Statewide and Major Minnesota Public Pension Plans, as of June 30, 2005 

 
Pension  
Plan 

 
Unfunded 
 Liability 

 
Funded 
 Ratio 

Contribution 
 Deficiency 

(Sufficiency) 
MTRFA  $972,558,837 44.61% 23.30% 
SPTRFA  394,539,070 69.65%   7.29% 
DTRFA 42,443,108 86.35%   2.87% 
MSRS 373,599,624 95.58%   2.55% 
PERA 4,048,618,923 74.53%   1.67% 
TRA 268,492,748 98.51%   (0.95%) 

Total $6,100,252,310 -- -- 
Source:  2005 Actuarial Reports by Fund, Pension Commission.   
Note:  A positive number under “Contribution Deficiency (Sufficiency) indicates 
too few contributions were being made at the point in time of the measurement to 
close the funded ratio gap by the amortization date.  A negative number indicates 
that contributions are more than adequate to close any gap. 

 
Figures 2 through 5 provide some historical perspective on the evolution of plan health.  
Figures 2 and 3 present funded ratio trends since 1975.   
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Figure 2:  Funded Ratios for Selected Statewide Public Pension Plans, 1975-2005 
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Source:  Actuarial Reports by Fund, Various Years, Legislative Commission on Pensions and Retirement 

 
As these figures illustrate, the funded ratios of the three statewide plans steadily 
improved through the 1980s and 1990s and significantly benefited from the strong stock 
market of the late 1990s.  Similar progress was also made by two of the three first-class 
city teacher plans, though the trends for these plans were occasionally more volatile.  
Four of the six plans were actually “overfunded” (with funded ratios greater than 100%) 
near the time of the market’s peak in early 2001.  Only the plan serving Minneapolis 
teachers had a lower funded ratio in 2005 than it did in 1975.  However, the funded ratios 
of all six pension plans have been on a notable downward trend since 2001. 

“…the funded 
ratios of all six 
pension plans 

have been on a 
notable 

downward 
trend since 

2001.”
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Figure 3: Funded Ratios for First-Class City Teacher Pension Plans, 1975-2005 
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Source:  Actuarial Reports by Fund, Various Years, Legislative Commission on Pensions and Retirement 

 
Two cautions need to be used when interpreting funded ratios.  The first is based on the 
state-sanctioned method14 of calculating these ratios.  The ratio is calculated using the 
“actuarial value of assets”, in which investment gains or losses in any given year are not 
realized immediately.  Instead, gains or losses are divided into five equal parts and 
realized over the current and succeeding four years.  This “smoothing” approach is 
designed to reduce the effects of investment volatility, but can mislead observers who 
may not know that significant gains or losses remain unrecognized due to the smoothing 
effects.  For example, even though the SBI-managed funds in Figure 2 gained over 16% 
in FY 2004 and over 10% in 2005, they had significant unrealized losses from FY 2001 
and 2002 that continued to depress the funded ratios. 
 
The second and more important caution is that the funded ratio may not disclose all of a 
pension fund’s unfunded liabilities.  This caution applies only to the three state managed 
funds and is due to the way Minnesota segregates MSRS, TRA, and PERA plan members 
into active employees and current retirees.  As Section 2 will show, unfunded liabilities in 
these three plans are all greater than the reported funded ratios indicate. 
 
If funded ratios were significantly lower thirty years ago (as the figures show) and no 
pension crisis materialized then, why should taxpayers care about today’s relatively more 
modest unfunded liabilities?  First, annual change in the unfunded ratios of these plans 
fails to capture the magnitude of the problem in terms of actual dollar liabilities.  The 
funded ratios of 1975 represented $1.13 billion in unfunded liabilities, or $4.17 billion in 
2005 dollars.  The 2005 unfunded liability amount of $6.1 billion is greater in real, 
inflation adjusted dollars than that of thirty years ago. 

                                                 
14 M.S. 356.215, Subdivision 1, Paragraph (f). 
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Second, and more disconcertingly, contribution deficiencies have worsened.  Figures 4 
and 5 provide contribution sufficiency trends over the last thirty years to illustrate this 
change. 

Figure 4: Contribution (Deficiency) Surplus for Selected Statewide Public Pension Plans, 1975-
2005 
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Source:  Actuarial Reports by Fund, Various Years, Legislative Commission on Pensions and Retirement.  
Note:  The standard presentation of contribution sufficiencies or surpluses as negatives and 
deficiencies as positives was reversed for this figure for purposes of clarity in presentation. 

“Second, and 
more 

disconcertingly
, contribution 
deficiencies 

have 
worsened.”
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Figure 5: Contribution (Deficiency) Surplus for First-Class Teacher Pension Plans, 1975-2005 
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 Source:  Actuarial Reports by Fund, Various Years, Legislative Commission on Pensions and Retirement.  
See Note under Figure 4. 

 
During the last three decades, the three statewide pension plans frequently featured 
contribution surpluses, and were in relatively good health until 2001.  In essence they 
were “traveling faster” (to refer back to the canoe analogy) helped by good investment 
markets, and were therefore able to make greater progress on reducing their unfunded 
liabilities.  However, changes in the investment climate since 2000 have had profound 
effects on the health of these funds.  All of the funds under consideration lost money in 
2001 and 2002.  This accounts for much of the drop in these plans’ funded ratios by 
creating additional unfunded liabilities, since fewer assets were available to fund them.  
Greater unfunded liabilities also created greater amortization requirements, and so 
without corresponding increases in contributions, contribution surpluses have turned to 
contribution deficiencies for two of the statewide funds.  The size of these deficiencies 
for PERA and MSRS are the greatest in thirty years.  TRA, the healthiest of all the 
pension funds studied, still has a contribution surplus, but the downward trend in its 
contribution surplus over the past five years merits attention. 
 
The situation is worse for the three first-class city teacher plans.  All have contribution 
deficiencies approaching or exceeding thirty-year lows, for reasons discussed above.  The 
Minneapolis teachers fund merits special attention.  Long-term contribution deficiencies 
have eroded the funded ratio and have led to an effective “death spiral” with ever-
worsening funding ratios and ever-larger contribution deficiencies.   In Fiscal Year 2005, 
every dollar of contributions from employees and government, nearly $53 million, was 
paid out to retirees as benefits instead of being invested to pay for future benefits for 
current school employees.  Should MTRFA default, it would likely trigger a school 
district default which would require a state takeover of the district and its liabilities.   
 

“…changes in 
the investment 
climate since 

2000 have had 
profound 

effects on the 
health of these 

funds.”

“Long-term 
contribution 

deficiencies [of 
the 

Minneapolis 
teachers fund] 
have eroded 
the funded 

ratio and have 
led to an 

effective ‘death 
spiral’ with 

ever-worsening 
funding ratios 

and ever-
larger 

contribution 
deficiencies.”
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Pending legislation15 proposes to resolve MTRFA’s nearly $1 billion in unfunded 
liabilities by merging it with TRA and eliminating the unfunded liabilities through a 
combination of: increased TRA contributions (0.5% of payroll), increased Minneapolis 
school district contributions (0.5% of payroll), investment returns and an extension of the 
combined funds’ amortization date to 2037 (decreasing amortization costs).  In return, the 
proposal provides MTRFA and TRA members an increase in the multiplier for years of 
service after July 1, 2006, from 1.7% to 1.9% per year of service   
 
Contribution deficiency problems suggest that the problem could be addressed simply by 
requiring higher contributions from employers and employees.  In fact, legislation in 
200516 will phase in contribution rate increases from 5.1% to 6.0% for most PERA 
General Plan members through January 2008.  That legislation also increased the 
employer rate from 5.53% to 6.5% over the same period, and provided for additional 
employer rate increases in 2009 and 2010 if contribution deficiencies continue to recur.  
Pending legislation17 would phase in MSRS General Plan employer and employee 
contribution rate increases from 4.0% to 5.0% between 2006 and 2010.  MSRS and 
PERA employees commendably agreed to these contribution rate increases without 
requesting any increases in benefits in return.  Such a strategy will almost certainly 
improve each plan’s financial health—although also at taxpayers’ expense, since units of 
government have greater pension expenses. 
 
For example, if all the approved increases to fix the PERA funding gap occur, city and 
county governments’ pension contributions (the employers’ share only) will increase 
$41.8 million in FY2006, $55.9 million in 2007, $75.3 million in 2008, $93.8 million in 
2009, and $113.2 million in 201018.  That is $380 million in additional local government 
spending just on pensions in just five years.  The employees’ share of these increased 
contributions also create pressures for local governments to increase wages to 
compensate employees for lower net pay. 
 
Payments into the system are just one of three factors affecting pension plan health.  The 
other two factors—the size of Minnesota’s pension plan liabilities, and pension plan 
investments—are also crucial pieces of the puzzle.  If pension liabilities are properly 
controlled and investments are properly managed, there is no need to ask more of 
taxpayers, while preserving the basic benefits using the formula multiplier for both future 
and current retirees.  Section 2 discusses the record of these six plans’ management of 
assets as part of the strategy for controlling liabilities. 
 

                                                 
15 HF 2847, Article 3 (Ozment, R, Rosemount, 4306) 
16 Laws 2005, First Special Session, Chapter 8, Article 5, Sections 2 and 3 
17 SF 1057 (Pogemiller, DFL, Minneapolis, 7809); and HF 1120 (Powell, R, Burnsville, 4212) 
18 Memo to the Pension Commission members from Ed Burek, Deputy Director, dated March 15, 
2005. 
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Section 2: Evaluating Minnesota’s Performance in Managing Public Pension 
Liabilities 

 
The State of Minnesota, primarily through the Legislature and Governor, determines the 
cost of public retirement programs by:  
 

1) making decisions that determine how these future pension costs will be paid for; 
and 

2) establishing benefit levels for both current and future retirees 
 
As the text box on page 6 explains, legislative oversight of public pensions resides 
primarily in the Legislative Commission on Pensions and Retirement.  No changes to 
Minnesota’s public pension plans can be made without a bill making its way through the 
legislative process, beginning with that commission and ultimately with passage by both 
the House and Senate.  In order for the bill to become law, the Governor must then sign 
it. 
 
Because of this required process for changes to be made, we believe the Legislature is 
primarily responsible for overseeing public pensions in our state.  The Governor, State 
Auditor, legislators, and others may propose changes to pensions, but without legislative 
action on those proposals, no changes will be made.  The Governor may veto changes, 
but the Legislature has the ability to override that veto and enact any bill into law. 
 
This section reviews and critically examines past legislative decision-making on both of 
these important issues.     

The Legislature and Paying for Future Pension Costs 
Legislative decisions affect actuarial funding—the method used to pay for future pension 
liabilities.  These decisions can have profound implications for fund health as reflected in 
the funded ratios of pension plans. 
 
Actuarial valuations of public pension funds are conducted every year to monitor and 
report on fund health.  As described in Section 1, embedded in the actuarial valuations 
are assumptions that affect the size of future pension liabilities.  These include such 
things as expected salary increases of public employees, life expectancy, disability, and at 
what age and with how many years of service employees will retire.   
 
Pension plans lose or gain unfunded liabilities based on how reality compares with these 
actuarial assumptions.  For example, if retirees live on average one year longer than 
expected, unexpected unfunded liabilities are accrued to the fund, because the fund 
makes additional payments to retirees that were not forecast.    
 
Every year actuaries examine how real life experience has differed from the fund’s set of 
assumptions and quantify the impact on pension health.  Five variables affect actuarial 
gains and losses: 
 

• Contribution Adequacy: the amount that contributions exceed or fall short of the 
amount needed to fund the normal cost, administrative expenses and amortization 
costs;  
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• Investment Performance: variance from the anticipated rate of return on 
investments, as smoothed over a five-year period; 

• Benefit Changes: the impact of changes made during the past year to pension 
benefits;  

• Changes in Actuarial Assumptions: changes in assumed rates of return, assumed 
salary increases, assumed mortality rates, etc; and 

• Other Variations: from assumed increases in salaries and other demographic 
assumptions (mortality, turnover, etc.). 

 
Table 2 and Table 3 below provide plan-by-plan details on the impact of each actuarial 
variable since July 1, 2001.  Positive numbers represent additional unfunded liabilities, 
while negative numbers represent decreases in unfunded liability.  These tables indicate 
that the effects on unfunded liabilities have been predominantly negative.  Over this four-
year period, these six funds have increased their overall unfunded liabilities by just over 
$5.5 billion, increasing the unfunded liabilities of each fund, from nearly $62 million for 
DTRFA to $2.47 billion for PERA. 
 
It is also clear from these tables that both actuarial gains and actuarial losses occur in any 
given year.  For example, the $2 billion in unfunded liabilities added to TRA during this 
four-year period was somewhat mitigated by almost $300 million because member and 
employer contributions greater than necessary to pay for the fund’s normal and 
administrative costs (TRA had no amortization costs during this period); and by another 
$431 million due to lower than expected salary increases.  

Table 2: Changes in Unfunded Liability by Actuarial Variable, Selected Statewide Pension 
Plans, 2001-2005 

MSRS Changes PERA Changes TRA Changes 
Actuarial Variable  

 Amount 
% of 
Total 

 
Amount 

% of 
Total 

 
Amount 

% of 
Total  

Contributions    $32,084,000 2.8% $526,654,000 21.3% ($287,858,000) -24.0%
Investments 1,097,682,000 94.1% 1,345,552,000 54.5% 2,002,803,000 167.1%
Other Variations (291,874,000) -25.0% 278,984,000 11.3% (431,320,000) -36.0%
Benefit Changes 0 0.0% 0 0.0% 0 0.0%
Assumption Changes 329,187,000 28.2% 319,362,000 12.9% (85,092,000) -7.1%

Total $1,167,080,000 100.0% $2,470,552,000 100.0% $1,198,533,000 100.0%
Source: Actuarial Reports by Fund, 2002-2005, Legislative Commission on Pensions and Retirement. 
Note: Dollar figures rounded to the nearest thousand. 

Table 3: Changes in Unfunded Liability by Actuarial Variable, Local Teacher Pension Plans,      
2001-2005 

DRTFA Changes MTRFA Changes SPTRFA Changes 
Actuarial Variable  

 Amount 
% of 
Total 

 
Amount 

% of 
Total 

 
Amount 

% of 
Total  

Contributions ($1,728,000) -2.8% $115,236,000 27.2% $27,480,000 13.56%
Investments 51,392,000 83.2% 359,681,000 84.8% 145,503,000 71.80%
Other Variations (4,932,000) -8.0% (61,360,000) -14.5% (8,527,000) -4.21%
Benefit Changes (414,000) -0.7% (319,000) -0.1% (2,045,000) -1.01%
Assumption Changes 17,488,000 28.3% 10,940,000 2.6% 40,242,000 19.86%
Total $61,806,000 100.0% $424,178,000 100.0% $202,653,000 100.00%
Source: Actuarial Reports by Fund, 2002-2005, Legislative Commission on Pensions and Retirement. 
Note: Dollar figures rounded to the nearest thousand. 
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In summary, declines in the funded ratios of these pension plans can be explained mainly 
by the failure to meet the expected rate of return on invested cash over this period.  
Contributing factors also include: 
 

• failure of members and employees to make sufficient contributions to pay for 
promised benefits;  

• changes to actuarial assumptions, generally to assume greater retiree life spans 
(which adds additional liabilities); and 

• other variations from actuarial assumptions in place (PERA only). 
 

Introduction to the Actuarial Assumed Rate of Return and its Influence on Reported 
Pension Health 

As Tables 2 and 3 show, one particular actuarial variable had more influence on reported 
pension health than any other—assumed investment income.  To determine whether or 
not a fund will have enough assets to meet the liabilities owed to current and future 
retirees, pension funds make assumptions about what annual rate of return its investments 
will earn.  This assumption is called the actuarial assumed rate of return.  For 
Minnesota public pension plans, the assumed rate of return is 8.5%.  The reported health 
of the public pensions is based on the assumption that pension fund investments will 
average 8.5% per year in perpetuity.   
 
How is this relevant to pension fund management and health?  A simple example helps 
illustrate why the assumed rate of return is so important.  Suppose you have $10,000; and 
want to have $20,000 by the end of five years through a combination of investing and 
saving.  Like pension funds, you may wish to assume you will get a certain rate of return 
on your investment, so that you can budget the amount of money you need to save each 
year to reach your goal.  As Table 4 shows, if you expect to earn 8.0% annually you 
would need to add $838 at the beginning of every year.  However, if you think you can 
earn 8.5% each year, then you only have to add $772 each year.    

Table 4: Annual Contributions Needed to Increase $10,000 to $20,000 Over a Five-Year Period, 
Assuming 8.0% and 8.5% Investment Return 

 
 

Year 

Amount 
at Start 
of Year  

 
Contribution 

Added 

 
Expected 

Return 

Amount 
at End 
of Year 

Assumed 
Rate of 
Return 

Under 8.5% assumed return 
1 $10,000 $772 $916 $11,688 8.5% 
2   11,688 772 1,059   13,519 8.5% 
3   13,519 772 1,215   15,506 8.5% 
4   15,506 772 1,384   17,661 8.5% 
5   17,661 772 1,567   20,000 8.5% 

Totals  $3,860 $6,141   
Under 8.0% assumed return 

1 $10,000 $838 $  867 $11,705 8.0% 
2   11,705   838 1,003   13,545 8.0% 
3   13,545   838 1,151   15,534 8.0% 
4   15,534   838 1,310   17,681 8.0% 
5   17,681   838 1,481   20,000 8.0% 

Totals  $4,190 $5,812   
Source:  MTA staff calculations.  Assumes contribution is added on January 1 annually. 
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Assuming that the actual rate of return does not deviate from your assumed rate of return, 
this example illustrates three basic points:  
 

• You can generate the same amount of assets over the same period of time with 
fewer contributions if higher rates of return are assumed and realized.   

 
• Even small changes in the assumed rate of return can have major implications on 

the size of contributions needed. In this simple example, raising the rate from 
8.0% to 8.5% allowed a reduction of annual contributions by $66, or 7.8%. 

 
• Simply raising the expected rate of return while holding contributions steady 

results in larger projected asset totals.  As Table 4 shows, by raising the expected 
rate of return from 8.0% to 8.5% during year 2, while keeping contributions at 
the 8.0% level, $346 in extra income is projected by the end of the five-year 
period.   

 
The lessons are the same for public pension funds: 
 

• Higher assumed rates of return reduce the level of contributions thought to be 
needed to support a pension plan.  However, if the assumed return rate turns out 
to be too high, then contributions will have to be increased at a future date in 
order to make up the difference.  Table 5 below provides such an example: the 
hypothetical person overestimated the rate of return his investment could provide 
in the first two years, therefore in year 3, he decreased the assumed rate of return 
to 8.0% and increased contributions by $119 (15.4%) to make up the difference.       

Table 5: Effect of Raising Investment Return Assumption without Change in Contribution Rates 

 
 
Year 

Amount 
at Start 
of Year  

Contribu-
tion 

Added 

 
Expected

Return 

 
Actual 
Return

Expected 
at End of 

Year 

Actual 
at End 
of Year 

Assumed 
Rate of 
Return 

Actual
Rate of
Return

1 $10,000 $772 $916 $862 $11,688 $11,634 8.5% 8.0% 
2 11,634 772 1,059 $992 13,519 13,398 8.5% 8.0% 
3 13,398 891 1,143  15,432  8.0%  
4 15,674 891 1,306  17,629  8.0%  
5 17,915 891 1,482  20,002  8.0%  

 
• Higher assumed rates of return can provide the money needed to increase pension 

benefits without increasing contribution rates for employees and taxpayers.  
Again, this can only occur if the fund actually meets or exceeds the higher 
assumed rate of return over the long-term.  

 
• Higher assumed rates of return can have a dramatic influence on unfunded 

liabilities and a fund’s reported health.  Simply by assuming a higher rate of 
return, unfunded liabilities can be reduced or eliminated—at zero cost.   The 
converse, however, is also true—lowering the assumed rate of return would 
immediately increase unfunded liabilities.   

 
More importantly, and unlike the personal investment example above, pension 
beneficiaries are guaranteed their benefits regardless of the deviation from assumed rates 
of return.  If fund investments consistently fall short of this target, the taxpayers will have 
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to pick up the shortfall either directly (through employer contributions) or indirectly 
(through employee contributions).    

Minnesota’s Experience with Assumed Rates of Return, Real Investment Performance, 
and Effects on Unfunded Liabilities 

Table 6 presents the recent statutory history of actuarial assumed rates of return for the 
funds in this report19.   

Table 6: Statutory History of Actuarial Assumed Rates of Return 

 
 

Years 

Actuarial 
Assumed 
Rate of 
Return 

1965-1969 3.0% 
1969-1973 3.5% 
1973-1984 5.0% 
1984-1989 8.0% 
1989 - Present 8.5% 

 
To put this in some national perspective, Figure 6 presents the distribution of assumed 
rates of return among state administered public pension funds.  Minnesota is in the top 
20% in terms of assumed rates of return and only two public pension funds employ 
higher rate of return assumptions.   

Figure 6:  Distribution of Assumed Rates of Return among State Public Pension Funds 
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Source:  Public Fund Survey for 2004, National Association of State Retirement Administrators 
Note:  Total exceeds 50 (n = 127) because many individual states have multiple pension funds. 
 
To illustrate the sensitivity of reported fund health to changes in the assumed rate of 
return, we requested that the current actuaries, The Segal Company, prepare an actuarial 

                                                 
19 Pension Commission staff communication of April 20, 2006. 
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study of the PERA General fund20.  The following results were produced by reducing the 
assumed investment return rate from 8.5% to 8.0%.  No changes were made to any other 
actuarial assumptions.21  

Table 7: Effect of Investment Rate Return Change from 8.5% to 8.0% for PERA, as of July 1, 
2005 

July 1, 2005, Actuarial 
Valuation 

Results if 8.0% Return is 
Assumed 

Effect of Changes  
 
Effect of Assumed Rate 
of Return on: 

 
Amount 

% of 
payroll

 
Amount 

% of 
payroll

 
Amount 

% of 
payroll

Statutory Contributions $501,893,998 11.07 $501,893,998 11.07 -- -- 
Normal Cost $352,964,350 7.79 $402,619,758 8.89 $49,655,408 1.10
Amortization Cost $214,310,748 4.73 $255,541,780 5.64 $41,231,032 0.91
Required Contributions $577,243,040 12.74 $668,129,480 14.75 $90,886,440 2.01
Contribution Sufficiency 
(Deficiency) ($75,349,042) (1.67) ($166,235,482) (3.68) ($90,886,440) (2.01)
Actuarial Accrued 
Liability $15,892,554,615 $16,911,988,217 $1,019,433,602 
Unfunded Liabilities $4,048,618,923 $5,068,052,525 $1,019,433,602 
Funded Ratio 74.53% 70.03% (4.50%) 

Source:  The Segal Company and MCPFR/MTA staff calculations (unfunded liabilities and funded ratio only). 
 
As Table 7 above indicates, assuming a reduction in the expected rate of return on 
investments from 8.5% to 8.0% increases the normal cost by nearly $50 million, the 
amortization costs by $41 million and the unfunded liabilities by over $1 billion.  Normal 
and amortization costs increase because the plan’s investment portfolio is expected to 
generate lower returns which in turn pay for fewer of those costs, shifting more of them 
onto employer and employee contributions.  Since expected future normal and 
amortization costs are expected to rise because of lower investment returns, total accrued 
liabilities also rise, by about $1 billion.  This, in turn, drives the funded ratio down 4.5%, 
from 74.53% to 70.03%.  
 
If Minnesota’s public pension funds used an 8% assumed rate of return—the norm for 
most state managed plans—the five funds with current unfunded liabilities would likely 
all be reporting larger unfunded liabilities, and TRA would perhaps move from surplus to 
deficit because less investment income would be forecasted, reducing the assets available 
to meet future liabilities.   
 
Tables 8 and 9 provide additional perspective on the effects of failing to achieve assumed 
rates of return.  From 1985 through 2001, the state’s pension funds performed very well 
compared to their actuarially assumed rates of return, exceeding the 8.5% mark for at 
least 13 of the 16 years.  These gains reduced unfunded liabilities considerably over this 

                                                 
20 The request was made through PERA executive director Mary Most Vanek, who manages the contract between 
the different funds and The Segal Company. 
21 The purpose of our analysis was to demonstrate the magnitude of leverage provided by this particular 
assumption. PERA also asked The Segal Company to prepare an analysis that changed not only the rate of 
investment return from 8.5% to 8.0%, but also changed assumed payroll growth and salary increase rates 
downward.  PERA staff informed MCPFR that if such a change were actually made to the investment return 
assumptions, proper actuarial analysis would dictate necessary changes to salary assumptions as well.  This would 
mitigate the effects of lowering the assumed rate of return.  Although an analysis which includes changes to other 
economic assumptions as well as the rate of return is more robust, the 1989 statutory change from 8.0% to 8.5% 
(Laws 1989, Chapter 319, Article 13, Section 90) was made without corresponding changes to salary assumptions.  
It appears as though the interest and salary variables can and have been adjusted independently of each other in 
the past. 
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period, ranging from $82.8 million in offset liabilities for DTRFA to $3.6 billion for 
TRA. 

Table 8: Annual Increases (Decreases) in Unfunded Liabilities Due to Difference Between Actual 
and Assumed Rates of Return: 1985-2001 

Year MSRS PERA TRA DTRFA MTRFA SPTRFA 
Assumed
Rate of 
Return 

1985 ($48,222,000) ($74,470,000) ($101,870,000) ($2,213,000) ($8,819,000) ($8,665,000) 8.00% 
1986 (77,044,000) (100,539,000) (163,488,000) (6,970,000) (27,108,000) (17,913,000) “ 
1987 (56,976,000) (85,600,000) (119,702,000) (5,818,000) (23,539,000) (17,660,000) “ 
1988 31,460,000 35,626,000 61,473,000 3,621,000 (6,216,000) 8,830,008 “ 
1989 (62,984,000) (82,424,000) (156,138,000) (4,317,000) (7,919,000) (5,816,000) “ 
1990 (49,372,000) (64,680,000) (108,501,000) (4,805,000) (13,280,000) (15,872,000) 8.50% 
1991 12,045,000 37,842,000 11,305,000 (1,012,000) (6,248,000) (9,289,000) “ 
1992 (95,187,000) (116,412,000) (213,709,000) (4,130,000) (17,542,000) (9,202,000) “ 
1993 (58,680,000) (70,650,000) (182,849,000) (6,693,000) (26,507,000) (12,097,000) “ 
1994 17,620,000 4,688,000 50,479,000 4,474,000 6,143,000 13,219,000 “ 
1995 (44,337,000) (50,279,000) (113,139,000) (1,355,000) (19,833,000) (9,417,000) “ 
1996 (202,100,000) (212,339,000) (437,398,000) (3,113,000) (9,411,000) (17,657,000) “ 
1997 (329,149,000) (343,935,000) (660,151,000) 64,000 (3,227,000) (7,848,000) “ 
1998 (290,683,000) (305,238,000) (638,249,000) (2,956,000) (53,220,000) (6,626,000) “ 
1999 (81,935,000) (90,800,000) (232,479,000) (12,986,000) (22,485,000) 4,194,000 “ 
2000 (267,091,000) (278,205,000) (554,336,000) (29,156,000) 37,030,000 30,406,000 “ 
2001 (29,406,000) (24,896,000) (63,301,000) (5,482,000) 13,655,000 (8,279,000) “ 
Total ($1,632,041,000) ($1,822,311,000) ($3,622,053,000) ($82,847,000) ($188,526,000) ($89,684,000) 

Source:  1985-2001 Actuarial Reports by Fund, Legislative Commission on Pensions and Retirement 
Note: May include overfunding of liabilities (i.e.: addition of assets against liabilities that do not exist).  
 
However, a very different story emerges after 2001.  Since 2002, each fund has failed to 
meet its five-year 8.5% return target.  The three statewide funds gave back a substantial 
share (55% to 73%) of the reductions in unfunded liabilities realized over the previous 16 
years from investment returns above the 8.5% target.   The investment shortfall in the 
Minneapolis and Saint Paul Teachers’ funds has been particularly severe because they 
erased all of the reductions made in unfunded liabilities between 1985 and 2001 from 
investment gains, and more.  Eliminating the smoothing mechanism would force most, if 
not all, of these losses into Fiscal Years 2002 and 2003.  Even though a market downturn 
may be short-lived, it shows how one or two years of terrible investment returns can 
offset a decade’s worth of gains. 

Table 9: Annual Increases (Decreases) in Unfunded Liabilities Due to Difference Between Actual 
and Assumed Rates of Return:  2002-2005 

Year MSRS PERA TRA DTRFA MTRFA SPTRFA 
Assumed
Rate of 
Return 

2002 $211,865,000 $235,075,000 $351,134,000 $6,139,000 $71,199,000 $21,216,000 8.50% 
2003 345,598,000 380,033,000 580,484,000 14,193,000 99,686,000 48,877,000 8.50% 
2004 274,168,000 449,749,000 594,197,000 12,640,000 94,369,000 43,647,000 8.50% 
2005 266,052,000 280,695,000 477,027,000 18,420,000 94,427,000 31,763,000 8.50% 
Total $1,097,682,000 $1,345,552,000 $2,002,842,000 $51,392,000 $359,681,000 $145,503,000 

Source:  2002-2005 Actuarial Reports by Fund, Legislative Commission on Pensions and Retirement 
Note: May include overfunding of liabilities (i.e.: addition of assets against liabilities that do not exist). 

 
Actuarial assumed rates of return may appear to be an innocuous feature of defined 
benefit programs—especially compared to “real” investment returns—but their 
importance cannot be overstated.  The reported health of pension funds is directly 
influenced by assumed rates of return.  The true cost of public pension plans can be 
hidden by overly optimistic return assumptions.  Optimistic return assumptions also 
“enable” potentially unsustainable benefit increases by masking the true financial risk to 
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taxpayers.  Although there is no necessarily “right” rate of return, prudent state 
management of public pension liabilities should always err on the side of conservatism 
on this important assumption.     
 
The fundamental question is whether the state’s 8.5% assumed rate of return qualifies as 
being appropriately prudent and conservative.  Despite its comparatively high level of 
aggressiveness with respect to other state managed funds across the nation, fund 
performance suggests this assumed rate of return was not overly optimistic, especially 
with respect to the three state managed funds.    
 
According to the Legislative Commission on Pensions and Retirement, through June, 
2005, the 20-year annualized return of the funds managed by the State Board of 
Investment was 10.5%.  The comparable number for SBI for the most recent 10-year 
period was 9.1% annualized return22  Even with the inclusion of the post 9/11 period, the 
SBI has consistently earned more than the assumed investment return of 8.5%.   
 
There is a difference between investment returns offered by the market through passively 
managed index funds, and those actually captured through active investment 
management.   The State Board of Investment has done an excellent job in its 
combination of both active and passive management of funds, and is clearly the “gold 
standard” for pension fund asset management in the state.   If all pension funds in the 
state had the professional management  to manage portfolios as efficiently as the SBI 
(along with its size and economic clout), the 8.5% actuarial assumed rate of return would 
be less risky. 
 
However two notes of caution deserve comment: 

 
• If post 9/11 conditions, which significantly harmed the health of funds, can be 

considered a temporary anomaly from which recovery is imminent, so too can the 
unprecedented investment environment of the late 80’s and 90s which fueled the 
recovery of the pension funds.   Even though the long term performance of the 
U.S. Stock market averaged 11% from 1926-1999, it has been punctuated by 
extended periods of stagnancy.  The 20-year average real total return (assuming 
all dividends are reinvested in the stock market) fell to nearly zero during three 
20-year periods in the past century—from 1901 to 1921, from 1928 to 1948, and 
from 1962 to 1982.23    

 
• More importantly, the theoretical and empirical foundation which supports the 

use of assumed higher rates of return is being viewed with increasing skepticism 
by some.   Modern pension management, marked by favoring equities over 
bonds, can be traced to the work of economist Roger Ibbotson, whom Fortune 
Magazine says “transformed the pension fund business in the late 1970s and 
early 1980’s.”  Ibbotson’s seminal—and accurate—forecasts of stock market 
returns, and his forecasts of average returns exceeding 9% over the next quarter 
century, have provided both the theoretical and empirical basis for justifying the 
use of more aggressive assumed rates of return.  However, an increasing number 
of economists are questioning the legitimacy of his assumptions and theories 

                                                 
22 Pension Commission staff communication of April 20, 2006. 
23 “If Economic Growth Falls to 1.4%, What Happens to the Stock Market?” Presentation by John Mueller to the 
National Press Club, October 14, 1997. 
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Additional Contribution Problems for Local Teacher Funds 
Before 1967, first-class cities paid the employer’s share of their 

teachers’ pension funds.  In 1967, the state assumed responsibility for 
part of the funding, and in 1975 it assumed full responsibility.  The 
1975 law1 prohibited these cities from levying property taxes to 
provide supplementary contributions. 

In particular, this law hurt the Minneapolis Teachers’ Retirement 
Fund Association.  Limited actuarial data is available for the pre-1975 
period for all three first-class city teacher funds.2  If one compares the 
pre-1975 period to the period from 1975 to the time that the local 
teacher funds began receiving additional state aids (1992 for Saint 
Paul, 1993 for Minneapolis and 1997 for Duluth), it appears that each 
fund fared much differently from the state financing takeover.   

DTRFA received more employer-share money annually (when 
measured as a percent of payroll) during the post-1975 period, 
SPTRFA received slightly less money, and MTRFA received 
significantly less employer-share money.  Until 1975, MTRFA 
received 15.11% of payroll in pension funding from the city.  Between 
1976 and 1993, the state provided 11.27% of payroll in pension 
funding, or some $64 million less than if the city had been allowed to 
continue to contribute after 1975 at the same rate.  Assuming that the 
$64 million would have been added to the fund’s assets in equal 
proportions between 1976 and 1993 and obtained the same rate of 
return as the rest of MTRFA’s portfolio; then the fund would have had 
some $443.5 million more in assets by the end of fiscal year 2005.  
With these excess assets, MTRFA’s funded ratio for June 30, 2005 
would rise 25 points, from the actual 44.61% to a potential 69.87%.   

Although some portion of these assets would certainly have been 
paid out through post-retirement benefit increases, it is clear that, 
assuming that the city of Minneapolis had continued to provide 
funding to the MTRFA at the same rate as it did prior to 1975, the 
state takeover of pension funding left MTRFA significantly worse off.

 
1 Laws 1975, Chapter 306, Section 30. 
2 Available pre-1975 data is as follows: 1957, 1964, 1969-1974 for 
MTRFA; 1958, 1969-1974 for SPTRFA; 1969, 1971-1974 for 
DTRFA. 

going forward.  According to Fortune, “the theories upon which (his) forecasts 
are based began to crumble in the face of contrary evidence”.  One critic projects 
that the investment returns are much more likely to average between 5%-6%.24  If 
these forecasts materialize, it will be a devastating blow to public pension funds 
in Minnesota and around the country. 

Employee and Employer Contribution Rates 

The state of Minnesota, 
through the Legislature and 
Governor, also approves the 
contribution rates for 
employees and employers in 
the various pension plans.  
Actuaries determine the 
amount of money that 
employees and taxpayers 
(through units of 
government) will need to 
contribute to pay for 
benefits and amortize any 
unfunded liabilities that may 
exist.  Whether or not 
employees and government 
employers make the 
necessary levels of 
contributions to these 
pension funds also drives 
changes in the funded ratios.  
Failing to meet the required 
contribution will add 
unfunded liabilities 
(lowering the funded ratio), 
while contributing more 
than required eliminates 
unfunded liabilities (raising 
the funded ratio).  

 
In this sense, it can be useful 
to think of contributions like 

mortgage payments on a home.  The portion of the contribution needed to pay for 
benefits corresponds to the payment one makes on the principal of the mortgage, while 
the portion of the contribution needed to pay for amortization of unfunded liabilities 
corresponds to the payment one makes on the interest generated on that principal.  All of 
the funds in this report have a date by which they are to be fully funded, which 
corresponds to the date of one’s last house payment.  Of course, this analogy breaks 
down because, unlike a home mortgage, employees and taxpayers will continue to make 
contributions for benefits long after unfunded liabilities have been eliminated. 
 

                                                 
24 9% Forever?  Fortune, December 26, 2005. 
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Table 10 presents the contribution rates for coordinated25 members in the six funds in this 
study, as of 200526.  While the contributions to the statewide funds are split equally or 
near equally between employees and employers, Minneapolis and St. Paul taxpayers 
shoulder a much larger contribution burden than their teachers do through the higher 
employer contributions.   The higher rates are reflective of the poorer financial health of 
these funds.  Poor investment performance has created a stronger “current” (returning to 
the canoeing analogy) forcing these funds to paddle harder. 

Table 10: Current Contribution Rates for Selected Pension Plans 

Pension plan 
 

Employee/Employer 
Contribution (% salary) 

MSRS 4.00% / 4.00% 
PERA – Coordinated 4.75% / 5.18% 
TRA – Coordinated 5.00% / 5.00% 
MTRFA –  Coordinated 5.50% / 8.14% 
DTRFA –  New Law Coordinated 5.50% / 5.79% 
SPTRFA –  Coordinated 5.50% / 8.34% 

Source:  2005 Actuarial Reports by Fund, Legislative Commission on Pensions and Retirement 
 

When contributions are not set high enough to pay the expected costs of providing 
benefits and amortize unfunded liabilities, unfunded liabilities will increase (unless there 
are favorable variations in other actuarial assumptions).  As Table 11 indicates, four plans 
have done just this, accounting for over 20% of the increase in unfunded liabilities since 
July 1, 2001, for PERA and MTRFA.  On the other hand, contributions to TRA have 
been well over what has been required, but any decrease in unfunded liabilities has been 
completely offset by the poor investment returns detailed in Table 9. 

Table 11: Increases (Decreases) in Unfunded Liability from Adequacy of Pension Fund 
Contributions*, Selected Pension Plans, 2001-2005 

Year MSRS PERA TRA DTRFA MTRFA SPTRFA Total 
2002 ($46,349,000) $104,183,000 ($93,515,000) ($3,191,000) $14,846,000 ($2,412,000) $-26,438,000
2003 (3,546,000) 84,449,000 (103,090,000) (1,087,000) 24,455,000 5,504,000 6,685,000
2004 48,253,000 154,776,000 (51,652,000) 717,000 32,467,000 9,516,000 194,077,000
2005 33,723,000 183,246,000 (39,601,000) 1,882,000 43,468,000 14,872,000 237,590,000
Total $32,081,000 $526,654,000 ($287,858,000) ($1,728,000) $115,236,000 $27,480,000 $411,865,000

Source:  2002-2005 Actuarial Reports by Fund, Legislative Commission on Pensions and Retirement 
* Includes costs or gains related to interest payments. 
 
Since 1975, the state has modified employee coordinated contribution rates (counting the 
Duluth new law coordinated plan only) a total of 16 times27 and employer coordinated 
contribution rates a total of 22 times28.  For each coordinated pension plan except MSRS 
(which is unchanged), employee contribution rates are higher than in 1975 or the first 

                                                 
25 For four of these six plans, there are actually two types of plans: basic and coordinated.  There are two separate 
coordinated plans for Duluth’s teachers.  Basic pension plan members do not pay into Social Security, and are not 
eligible for retirement benefits under that program.  Basic members make larger contributions and receive greater 
benefits from public pension plans than do coordinated members, who contribute less and receive smaller benefits 
but also receive Social Security payments.  There are no new enrollees in basic plans, and there are only a very 
few active public employees who are members of basic plans. 
26 As noted earlier in Section 1, contribution rate increases for the PERA General Plan were adopted by the state 
in 2005, and similar increases for the MSRS General Plan are under consideration in 2006. 
27 MSRS, 7 times; PERA and TRA, 3 times; DTRFA, MTRFA and SPTRFA, 1 time.  Additional documentation 
is available in the legislative history in Appendix F. 
28 MSRS, 7 times; TRA, 5 times; PERA and SPTRFA, 4 times;  MTRFA, 2 times; DTRFA, never.  Additional 
documentation is available in the legislative history in Appendix F. 
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year of the plan, as appropriate,29 although TRA and PERA are only slightly higher.30  
However, unlike changes in actuarial assumptions, higher contributions impact real cash 
flow in the present for both employees (lower take home pay) and government budgets 
(more spending on pension benefits).  Lower take home pay from employee contribution 
increases can also create wage pressures that have long term implications for “high five” 
salaries and pension benefits in the future.  

Pension Benefit Changes in Minnesota 
Elected officials also determine the size of public pension benefits.  Minnesota’s public 
pension history features two primary types of retirement plan benefit changes.  The first 
is plan benefit increases, the second is post retirement benefit increases.  

 

Plan Benefit Increases 

The basic equation for calculating benefits is:   
 
 (“High five” salary) x (Multiplier) x (Years of service) = Annual Pension Benefit 
 
The multiplier is the variable over which the Legislature has direct influence in 
determining retirement benefits.  The Legislature has approved two sets of formula 
multiplier increases in the last two decades.  The first in 1989 increased the multiplier by 
12.5% for coordinated plan members retiring with full benefits after 30 years of service; 
the second set (occurring in 1994, 1995 and 1997) brought the multiplier up to 1.7%, 
13.3% above the 1989 changes for this same group of people, where it stands today.  
These increases occurred even though the plans in this report had unfunded liabilities 
during that period.  As the 1994, 1995, and 1997 increases help to illustrate, if one plan 
receives a benefit increase, there appears to be a pattern of pressure for the other plans to 
match these increases.  Legislators have also sought greater uniformity across pension 
funds to provide greater portability between plans to provide comparable benefits among 
comparable plans (especially the various teacher plans)31.   

Table 12: Multiplier Increases for Selected Coordinated Public Pension Retirement Plans, by 
Year, (multiplier is multiplied by total years of service except where noted) 

Year Pension Plan(s) Old Multiplier  New 
Multiplier 

1989 MSRS; PERA, TRA, MTRFA 
and SPTRFA, DTRFA  

1% multiplied by first 10 years + 1.5% 
multiplied by subsequent years 

1.5%32 

1994 TRA  1.5% 1.63%33 
1995 DTRFA  1.5% 1.63%34 
1997 MSRS; PERA, MTRFA and 

SPTRFA  
1.5% 1.7%35 

1997 TRA, DTRFA  1.63% 1.7%36 
 

                                                 
29 See Appendix F for details. 
30 See Appendix F for details. 
31 Interview with Pension Commission staff. 
32 Laws 1989, chapter 319, article XIII, sections 9-10, 33-34, 58, 75 and 77-78. 
33 Laws 1994, chapter 524. 
34 Laws 1995, chapter 262, article II, section 7. 
35 Laws 1997, chapter 233, article I, sections 19, 40, 51 and 55; article III, sections 8, 9 and 11 
36 Laws 1997, chapter 233, article I, sections 19, 40, 51 and 55; article III, sections 8, 9 and 11 
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The Cost of Plan Benefit Increases 

Estimating the costs of these changes is difficult.  Information on benefits found in 
actuarial valuation reports does not provide the needed detailed information for retirees 
regarding number of years of service, age at retirement, or high five salary.  However, 
actuarial valuations do provide this information for active employees based on five-year 
cohorts grouped by age and years of service.  We then determined the total benefits 
payable to employees eligible for retirement (reduced and full benefits) as of June 30th of 
each year under the pre-1989 laws and all applicable subsequent scenarios.  By applying 
the percentage changes in benefits between the scenarios (net of wage increases), we 
generated estimated benefits increases paid annually for each plan beginning with the 
1989 changes.  For a detailed explanation of the methodology used to calculate the cost 
of these benefit changes, see Appendix D. 
 
Table 13 estimates the total costs of these benefit increases since 1985.  As the table 
indicates, these changes have resulted in an additional $1.728 billion in benefits paid 
(7.64% above 1985 laws) over those 21 years. 

Table 13: Estimated Cost of Benefit Changes Between 1985 and 2005, for Selected Major and 
Statewide Minnesota Public Pension Plans (Basic and Coordinated) 

Pensions Paid – All Plans  
Fiscal Year Ending 

June 30 
 

1985 Laws 
 

Current Law 

Increase From 
Benefit 

Changes 

% Increase 
over 

1985 Laws 
1985 $252,413,586 $252,413,586 $0 0.0%
1986 301,032,000 301,032,000 0 0.0%
1987 348,898,000 348,898,000 0 0.0%
1988 407,619,000 407,619,000 0 0.0%
1989 442,617,000 442,617,000 0 0.0%
1990 494,268,825 497,053,000 2,784,175 0.6%
1991 539,768,953 546,816,000 7,047,047 1.3%
1992 596,833,396 608,054,000 11,220,604 1.8%
1993 649,427,937 668,292,000 18,864,063 2.8%
1994 742,992,495 770,321,000 27,328,505 3.6%
1995 806,007,543 840,911,000 34,903,457 4.2%
1996 876,230,085 920,228,000 43,997,915 4.8%
1997 959,762,825 1,014,830,000 55,067,175 5.4%
1998 1,161,149,812 1,243,536,000 82,386,188 6.6%
1999 1,309,678,570 1,424,966,000 115,287,430 8.1%
2000 1,513,975,249 1,665,948,000 151,972,751 9.1%
2001 1,704,329,794 1,891,124,000 186,794,206 9.9%
2002 1,852,798,269 2,068,603,000 215,804,731 10.4%
2003 1,913,323,963 2,148,172,000 234,848,037 10.9%
2004 1,975,119,033 2,234,037,673 258,918,640 11.6%
2005 2,044,242,056 2,325,203,620 280,961,564 12.1%

FY 1985 - 2005 Total $20,892,488,391 $22,620,674,879 $1,728,186,488 7.6%
Source:  Data from 1985-2005 Actuarial Reports by Fund, Legislative Commission on Pensions and Retirement; 
calculations by MCPFR/MTA staff 4/2006. 

 
Several points are worth noting: 
 

• Because increases to the benefit formulas do not affect persons already retired, 
the costs of formula changes are not felt immediately.  As a percentage increase 
over the previous benefit plan, the increased cost of benefits appears to form the 
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beginning and middle of an “S”-shaped curve37: immediately after a formula 
increase (e.g. 1989), relatively few individuals are retired under the new formula,  
thus costs increase slowly at first.  As larger and larger numbers of employees 
become eligible to retire with these higher levels of benefits, the percent increase 
becomes ever-greater.   In later years, when the vast majority of employees have 
retired under this level of benefits, the cost curve flattens.  Figure 7 provides a 
visual representation of this trend. 

 
• Formula increases actually benefit the fund from a simple cash flow standpoint 

since any increase in employer and employee contributions to pay for the 
increases are immediately available to the fund while the major cash outflow 
impacts from these decisions are felt years later.   

 
• Given that we are now 16 years removed from the 1989 changes, their effects on 

benefit payments are starting to be fully felt as an ever-greater share of the retiree 
pool can claim those benefits.  Since the 1994, 1995 and 1997 changes are more 
recent, their effects on benefit payments are not yet being fully realized.  Thus, 
the nearly $281 million (12.08%) increase in estimated benefit payments between 
2005 and the base year of 1985 will certainly increase over the coming years as 
employees continue to retire under the benefit changes described in Table 12.  

 
• The current $1.728 billion in added pension costs from formula changes are 

“paid for” in the actuarial sense through expected future investment returns and 
contributions.  Therefore, these added benefit costs do not adversely affect 
funded ratios.  But if the expected investment returns do not materialize, 
taxpayers will be responsible for greater liabilities than would otherwise have 
been the case, either directly through greater employer contributions or state aids, 
or indirectly through increased employee contributions (which are paid for with 
tax dollars), since pension benefits are guaranteed.  This increases the risk to 
taxpayers. 

                                                 
37 The term “S” curve is often used to refer to those curves that are fairly flat at the beginning, with steep growth 
in the middle, and flat growth again at the end.  The pattern for the benefit increase percentages has not yet 
“flattened” on the end.  
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Figure 7: Estimated Increase in Benefits Paid over 1985 Laws, for Selected Major and Statewide 
Minnesota Public Pension Plans 
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Source:  Data from 1985-2005 Actuarial Reports by Fund, Legislative Commission on Pensions and Retirement; 
calculations by MCPFR/MTA staff, 4/2006. 

 

Appropriateness of Plan Benefit Increases 

Though it is important and interesting to track benefit changes, a more fundamental 
question remains to be asked: what is the rationale for retirement benefit increases?  One 
way to evaluate appropriateness or adequacy is to determine the amount of pre-retirement 
income that pension benefits replace.  Financial planning experts consider pension 
benefits to be one leg of a three-legged retirement stool—savings and Social Security 
income providing the other two legs.  According to the Research Director of the National 
Association of State Retirement Administrators, “as a rule of thumb, financial planners 
recommend replacing approximately 70 to 80 percent of one’s working income in 
retirement.”38  Social Security is generally expected to provide around 30 percent of 
annual retirement income, which leaves 40 to 50 percent to be filled by pensions and 
other forms of retirement savings.   
 
There is a critical difference between public- and private-sector defined benefit plans: 
private-sector plans generally require contributions by the employer only.  Employees are 
encouraged to save for retirement through their own investment vehicles, and are often 
offered a partially employer-matched 401(k) plan, but the decision to save is, in the end, 
each individual employee’s.  Minnesota’s public pension plans require employees to 

                                                 
38 Profitable Prudence: The Case for Public Employer Defined Benefit Plans, Gary W. Anderson and Keith 
Brainard, published by the Pension Research Council of the Wharton School of the University of Pennsylvania, 
2004, p 7. 
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contribute to their respective plans – a sort of forced retirement savings.  Thus, public 
pension plans serve as two legs of the three-legged stool, although many employees also 
supplement pension income with other retirement savings. 
 
To evaluate the appropriateness of benefit increases documented in this report we 
generated estimates for each of the three legs for an “average” government employee.  
First, we calculated the amount of Social Security benefits earned by a member39 of each 
pension plan aged 66 in 2005 who: 
 

1) has worked for each of the last 30 years; and  
2) has earned the average salary for an employee in his or her cohort (based on age 
and years worked), as detailed in the annual actuarial valuation reports for each 
pension plan.   

 
For years prior to 1985, salaries were estimated based on salary increases between 1985 
and 2005.  These salaries were then entered into the estimated benefit calculator located 
on the Social Security website at: http://www.ssa.gov/OACT/quickcalc/index.html.  It is 
important to note that, as the website states, the calculations are only an estimate, and 
may not match exactly one’s actual Social Security payments.  
 
Given that this average employee is 66 years of age with 30 years of qualified public 
employment, we have assumed a pension benefit of 51 percent of his or her high-five 
salary (30 years times 1.7% equals 51%). 
 
Table 14 presents the results of our estimates under current pension law.  Social Security 
and public pension benefits are expressed as both a percentage of the employee’s 
estimated high-five salary at retirement and in terms of total dollars.  Persons with 
average incomes over the last 20 years for each plan retiring in 2006 at age 66 with 30 
years of service would receive Social Security and pension benefits ranging from 77.6% 
of high-five salary (MTRFA) to 89.9% of high-five salary (MSRS).  Translated into 
actual dollars, annual pension payments range from a low of $36,610 for PERA to 
$67,117 for MTRFA. 

Table 14:  Estimated Retirement Income Available to Persons Aged 66 with 30 Years of 
Service* 

 
% of High-Five Salary  

Provided by: 

For “high-
five” average 
wage earners: 

 
 
 

Pension Plan Social 
Security 

(SS) 

State 
Pension 

Total SS 
and  

Pension 

Total SS and  
Pension 
(dollars) 

MSRS 38.9% 51% 89.9% $47,448 
PERA - Coordinated 38.9% 51% 89.9% $36,610 
TRA - Coordinated 31.1% 51% 82.1% $56,682 
DTRFA – New Law Coordinated 35.4% 51% 86.4% $52,580 
MTRFA – Coordinated 26.6% 51% 77.6% $67,117 
SPTRFA - Coordinated 28.8% 51% 79.8% $63,990 

*Assumes persons earned average wages for age and service cohorts for 1975-2005, and retired in 2006.  
Source: MCPFR/MTA staff calculations 4/2006. 

 

                                                 
39 Coordinated members only. 
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For the “average” participant in each of the six plans based on 30 years of service, 
pension and social security benefits meet and exceed recommended retirement income 
targets without the need for any supplemental retirement income.  However, public 
employees have the option of utilizing retirement options outside of their defined benefit 
plan.   
 
The only information available for supplemental options is for the Minnesota State 
Deferred Compensation (“deferred comp” or “457”) plan, which works much like the 
401(k) plans available to private sector employees, and which is administered by MSRS.  
Public employees contribute a portion of their income (up to a limit) to the plan, and have 
a number of different investment options, usually mutual funds, to choose from40.  
Earnings are accumulated tax-deferred; that is, income taxes are imposed only when 
funds are withdrawn from the account.  According to MSRS staff, public employees aged 
55 and older who have deferred compensation account balances have, on average, an 
account balance of $60,000, giving these retirees supplemental retirement income.   
 
The estimated calculations for this “average employee” are not necessarily indicative of 
the real experiences of actual employees in these plans.  Total pension dollars will vary 
depending on salary.  Actual years of service will also vary among employees and will 
affect the percentage of income provided by public pensions.  
 
Replacement income is an imperfect mechanism to evaluate pension adequacy because 
the relationship between salary and retirement security is imperfect.  For the lowest wage 
public sector employees, to maintain any standard of living, a higher percentage of 
replacement income may be necessary, while for the highest paid public employees, a 
smaller replacement rate could be sufficient. 
 
Yet replacement income assessment should be included as a part of any effort to evaluate 
pension adequacy simply because it is the only quantifiable measure in a decision-making 
context that is otherwise highly subjective and prone to political pressure.  The Principles 
of Pension Policy developed by the Legislative Commission on Pensions and Retirement 
says only that “the retirement benefit should be adequate at the time of retirement.”41  
There are no recommendations on ways to evaluate “adequacy” based on any empirical 
or quantifiable method.  Instead, the Principles define adequacy on a more functional 
basis: coordinate with Social Security, be based on a minimum of thirty years of service, 
and be based on “high five salary.42  This mechanistic perspective can offer little 
guidance as to whether pension benefits are too little, too much, or just right. 
 
Some would argue that the issue of pension adequacy also must be evaluated in the 
context of other pension-related objectives; namely, the recruitment of new qualified 
employees, the retention of existing public employees, and the systematic transitioning 
out of existing public employees.  While these are all legitimate considerations in 
designing pension benefit levels, two points should be made: 
 

                                                 
40 Only 80,000 of Minnesota’s state employees (roughly 30% of the total eligible) participate in the state deferred 
comp plan.   However, many non-state employees covered by these six funds (county and city employees, etc.) 
have access to other private sector deferred compensation plans offered by local governments.   No data is 
available on their use. 
41 Principles of Pension Policy, Pension Commission, Section II, Part C, No. 7 
 http://www.commissions.leg.state.mn.us/lcpr/documents/generalinfo/principles.pdf  
42 Ibid 
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• These goals are also highly subjective in nature, and the need to consider these 
issues varies considerably across employee classes and types.  For employees 
with highly specialized knowledge or technical skills, employees in key 
administrative positions, and for employees in high demand within the private 
sector, the recruitment and retention considerations may be crucial.  Current 
benefit levels may actually be inadequate.  For other employees, recruitment and 
retention considerations may not be an issue.   

 
• Benefit increase decisions may be more a function of political necessity and 

expediency than adherence to stated principles.  The proposed bailout of the 
Minneapolis Teachers Fund provides an excellent example of how politics, rather 
than pension principles, can drive pension decision making.  Under the proposed 
bailout plan, TRA members would agree to assume the nearly $1 billion in 
MTRFA pension liabilities and agree to a 0.5% increase in employee 
contribution rates. (Taxpayers via school district employers will see a 0.5% 
increase in contribution rates as well.)  In return, TRA members would have their 
formula multiplier increased from 1.7% to 1.9% for all future years of service.   
The quid pro quo benefit increase to TRA members is completely understandable 
given the need to assume large unfunded pension liabilities.  However, this 
benefit increase has nothing to do with teacher recruitment, retention, or some 
empirical determination that current retirement plan benefit design will fail to 
provide for a secure retirement. 

 

Post-Retirement Benefit Increases 

Formula changes to pension plans are not the only benefit increases being granted to 
public employees.  Current retirees are also given permanent increases in their benefits 
annually, called “post-retirement benefit increases.”  There are two components to these 
increases.  One component is based on inflation.  An annual increase is granted matching 
the inflation rate up to 2.5% for MSRS, PERA and TRA43; The inflation benefit is a flat 
2.0% for the first-class city teacher funds44 regardless of inflation.  These automatic 
increases are paid out whether or not the fund’s investments have generated the cash 
necessary to pay for them.   
 
In addition, retirees also are given benefit increases based on superior investment 
performance.  Retiree benefits are automatically increased when investment gains exceed 
an average annual rate of return above 8.5% over a five-year period.  The mechanism 
used to provide the increase differs by fund.  For SBI-managed funds, the permanent 
benefit increase is calculated by summing one-fifth of the assets gained and lost over the 
previous five-year period (a “smoothing” approach) versus the 8.5% actuarially assumed 
rate of return.  Actuaries then determine what percentage benefit increase those assets can 
support over the lifetime of the retirees who will receive that increase.  Those assets are 
then dedicated to support the liabilities created by increasing benefits. 
 

                                                 
43 Minnesota Statutes 2004, section 11A.18, subdivision 9. 
44 Minnesota Statutes 2004, section 354A.27, subdivision 5; Minnesota Statutes 2004, section 354A.28, 
subdivision 8; Minnesota Statutes 2004, section 354A.29, subdivision 3. 
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For the first-class city teachers’ funds, benefits are increased by the percent of return on 
investment above the 8.5% actuarial assumed rate45.  SBI-administered funds, on the 
other hand, pay performance based increases out of actual return dollars earned in excess 
of the 8.5% actuarial rate of return.  The first-class city fund increase their benefits by the 
percentage by which their portfolios beat the 8.5% and assume that the portfolio has 
generated sufficient funds to pay for the increase. The five-year average return provision 
attempts to ensure that pension enhancements in years with spectacular returns are not 
overly generous by smoothing investment gains and losses over a rolling five-year 
period.   
 
Minnesota’s performance-based post-retirement benefit increases are unique.  The 
Wisconsin Legislative Council’s 2004 Comparative Study of Major Public Employee 
Retirement Systems indicates that, of the 85 plans in their survey, only 4 provide 
investment surplus-based adjustments—three of which are in Minnesota (MSRS, PERA 
and TRA46).  The other plan that provides a similar increase is the Wisconsin Retirement 
System (WRS), which provides coverage for state and local employees and teachers.  
Unlike Minnesota’s plans, however, WRS provides for benefit reductions when 
investment losses are severe. 
 
With respect to inflation adjustments, Minnesota’s pension system is typical of others 
around the nation. Of the remainder of the surveyed public pension plans, 38 provide 
adjustments indexed to CPI, which are sometimes capped or limited to a portion of CPI.  
23 plans provide an automatic annual increase, usually 2% or 3%.  These plans often 
provide “simple” adjustments, meaning that the increase is always based on the original 
benefit rather than being compounded each year.  Finally, 20 plans have “ad hoc” cost of 
living adjustments which require approval by a legislature or other decision-making 
body, or require partial money purchases for such increases. 
 
Two administrative issues provide additional important context for the discussion of post-
retirement benefits and their costs.  First, when employees retire from the three state 
plans (MSRS, PERA, and TRA), their assets are moved to the Minnesota Post Retirement 
Investment Fund (“Post Fund”)  It is a fund established specifically for retirees; no active 
employees are included.  If the Post Fund’s own funded ratio is less than 100%, 
investment-related benefit increases are prohibited.  In contrast, the three major 
independent teachers’ funds keep their retired and active employees in the same pool, and 
investment performance benefit increases still go to their retirees—even if the funded 
ratio is below 100%.    
 
Second, when retirees are moved into the Post Fund, enough assets are moved to ensure 
the new retiree is funded at 100%—even if the fund for the active employees has a 
funded ratio of less than 100% and has significant unfunded liabilities.  In essence, the 
Post Fund is guaranteed to start off “whole” with the addition of a new retiree at the 
potential expense of the fund investing the money of active employee (Basic Retirement 
Fund) from which the employee came.   
 

                                                 
45 Minnesota Statutes 2004, section 354A.27, subdivision 6; Minnesota Statutes 2004, section 354A.28, 
subdivision 9; Minnesota Statutes 2004, section 354A.29, subdivision 4. 
46 The Wisconsin Legislative Council does not consider the independent city teacher funds as part of this survey. 
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Cost of Post Retirement Benefit Increases 

From 1994 to 2006, the total assets dedicated to the post-retirement benefit increases 
granted to retirees in all SBI-managed plans (including those beyond the scope of this 
report) equaled $9.839 billion (Table 15).  Of this $9.839 billion, $4.111 billion was 
dedicated as the inflation component, while $5.728 billion in assets were dedicated as the 
investment gain portion.  Table 15 also estimates the amounts of assets dedicated to the 
three individual statewide pension plans in this report.  These estimates were determined 
by using each fund’s annual share of the Post Fund as a proxy for its portion of the yearly 
assets dedicated to these benefit increases.  No similar data is readily available for the 
post-retirement benefit increases awarded to teachers in the first-class cities.  Given that 
their investment portfolios are much smaller, these plans likely have dedicated much 
smaller amounts of assets. 

Table 15: Assets Dedicated to Post Retirement Benefit Increases Between 1994 and 2006, for 
Selected Statewide Minnesota Public Pension Plans 

 
Pension plan 

 
Total 

Inflation 
Component 

Investment 
Component* 

MSRS** $1,225,379,568 $547,990,116 $677,389,453 
PERA** 2,843,322,111 1,168,798,179 1,674,523,932 
TRA** 4,329,627,940 1,806,796,425 2,522,831,516 
Three-Plan Total 8,398,329,619 3,523,584,720 4,874,744,901 
SBI Total $9,838,868,951 $4,111,078,621 $5,727,790,330 

* Investment based increases were paid out from 1994 through 2002 only. 
** Individual plan totals are estimates, as detailed above.  
Source:  actuarial reports from the Pension Commission. 

 
Most of the non-inflationary post-retirement benefit increases have actually been paid 
due to  market volatility rather than to long-term superior investment performance.  From 
the beginning of FY 1990 (when the target rate of return was raised to 8.5%) to the end of 
FY 2004, the Post Fund has returned 9.34% on investments annually, exceeding the 8.5% 
target.  For calendar years 1994 through 2006, the Post Fund allocated $5.52 billion in 
assets to all retirees from statewide pension plans (not just those in the three statewide 
funds included in this report) for post-retirement benefit increases.  If, however, the Post 
Fund had realized a consistent 9.34% each year over that same period (a straight-line 
increase), then only $1.52 billion would have been paid out.  In essence, market volatility 
between 1993 and 2005 resulted in $4 billion in permanent post-retirement increases that 
would not have been paid had the market increased steadily.   
 
The impact on the health of the teachers funds is also notable.  Between January 1, 1990 
and December 31, 2004, DTRFA returned 9.95% annually, MTRFA returned 8.32% 
annually, and SPTRFA returned 10.01% annually.47   However, the annual actuarial 
reports show that even though SPTRFA out-gained the 8.5% required rate of return over 
this period, the plan still added $97,035,000 in unfunded liabilities because $112.4 
million in gains against unfunded liabilities were dedicated to post-retirement benefit 
increases between January 1, 1998, and January 1, 2002.48   
 

                                                 
47 See Appendix E for data. 
48 FY 1990-2005 actuarial valuation reports, Saint Paul Teachers Retirement Fund, provided by Legislative 
Commission on Pensions and Retirement. 
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Appropriateness of Post-Retirement Benefit Increases 

As with formula based benefit increases, the rationale for providing post retirement 
benefit increases must be examined.   Benefit adjustments in order to protect retirees from 
inflation may be a reasonable plan feature.  However, the strategy of turning investment 
gains into permanent benefit increases has several major flaws: 
 

• It can have devastating and debilitating effects on pension fund health.  In 
1999 the Post Fund had a $4.3 billion surplus and a funded ratio of 129%.   In 
2005—only six years later—it had a $4.1 billion deficit and a funded ratio of 
82%.   According to SBI, if Post Fund investments yield 9% per year, it will still 
take 27 years, until the year 2033, for the Post Fund to be fully funded.49   An 
even worse situation exists for the first-class city teachers’ fund, which pay out 
these performance-based increases regardless of their funded ratios.  For 
MTRFA, the problem is compounded by its low funded ratio.  While the fund 
can afford to pay a one-time benefit increase based on superior investment 
performance, it has such few assets relative to its liabilities that it cannot “cover” 
these increases: each dollar in investment gains above the 8.5% threshold creates 
$1.25 in new unfunded liabilities.50   In effect, since increases are based on 
benefits already being paid out rather than the total dollar amount of the excess 
investment gain, MTRFA’s low funded ratio means that a 2% increase in current 
liabilities creates greater unfunded liabilities than the 2% excess increase in the 
fund’s portfolio can pay for.  Thus, it actually harms the health of the fund to 
make more than 8.5%, and as the fund’s executive director has stated: “there is 
no way [we] can invest our way out of it”.51 

 
• It is fundamentally unfair to many public employee retirees. Retirees in the 

1990’s saw extraordinary investment-related benefit increases due to the stock 
market boom.   Those who were fortunate to have benefited fully from the tech 
boom have retirement benefits today well in excess of their “high five” salary.  
The story is completely different for public employees retiring recently under 
drastically different market conditions.  Those in the three state plans have little 
hope of seeing anything other than inflationary adjustments, especially since the 
Post Fund will have unfunded liabilities indefinitely.  The “winners” under this 
system have been persons who retired between roughly 1981 and 2001, and the 
“losers” have been those retiring since 2001. 

 
• Market performance does not correlate with inflation.  As Figure 8 below 

demonstrates, there is little if any correlation between market returns and 
inflation.  If the performance-based post-retirement benefit increases are 
designed to provide a hedge against inflation, policymakers need to rethink the 
justification for these increases. 

                                                 
49 Materials provided by MSRS, PERA and TRA fund administrators before the Pension Commission, January 19, 
2006. 
50 Discussion with Pension Commission staff. 
51 State weighs a costly pension fix, Pat Doyle, Minneapolis Star Tribune, October 10, 2005. 
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Figure 8: Inflation Increases and Post Fund Annual Investment Gains, 1981-2004 
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   Source: State Board of Investment and Bureau of Labor Statistics.  Calculations by MCPFR/MTA staff, 4/2006. 

 
If the strategy of using investment gains to provide permanent benefit increases is so 
fundamentally flawed, how did it come to exist in the first place?    It is difficult to 
discern the thought processes and motivations of legislators many years after the fact, but 
one possible explanation that has been provided to us makes particular sense.  In previous 
decades, when inflation rates were much higher, the cost of a pension inflation 
adjustment would have placed extraordinary pressure on government budgets and 
contribution rates.   As a result, legislators designed an arrangement in which full 
inflationary adjustments (creating budget pain and political pressure in the present) would 
be sacrificed by retirees in return for the promise of sharing in future investment gains 
(creating budget pain and political pressure in the future).   A legislative response like 
this illustrates one of the fundamental problems of all defined benefit plans—the ability 
and ease of postponing the costs of pension decisions well into the future. 

Growth in State and Local Employee Retirement Payments  
Figures 8-10 put the effect of Minnesota’s pension benefit decisions in a national 
perspective.  As Figure 9 indicates, per $1,000 of income state and local employee 
retirement payments (as reported to the Census Bureau) increased 78.8% between 1992 
and 2002 (latest data available that include local governments by state), while the U.S. 
average increased only 36.5% over the same period.  Figure 10 shows a similar trend 
when the same retirement payments are reported on a per-capita basis.  Per-capita 
payments by Minnesota’s public pension plans to its retirees grew 309.8% between 1992 
and 2002, while the U.S. average grew at a relatively smaller 223.0% during the same 
period.  While some of the absolute increase can be attributed to an ever-growing pool of 
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retirees, Minnesota’s generous post-retirement benefit increases fueled the large 
departure from national averages beginning around 1998. 

Figure 9: Total State and Local Employee Retirement Payments* per $1,000 of Income, 1992-
2002 
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*Includes cash out payments to employees leaving the system before retirement.   
Source:  Census of State and Local Governments, respective years.  Calculations by MCPFR/MTA, 4/2006. 

Figure 10: Total State and Local Employee Retirement Payments* per Capita, 1992-2002 
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*Includes cash out payments to employees leaving the system before retirement.   
Source:  Census of State and Local Governments, respective years.  Calculations by MCPFR/MTA, 4/2006. 
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  Figure 11 provides a slightly different perspective on the same data.  The line graph 
represents Minnesota’s per-capita pension payments to state and local employees relative 
to the national average for 1992 through 2002.  The bars represent the number of states 
with per capita payments below Minnesota, effectively showing Minnesota’s rank 
compared to other states.  Per capita payments have increased in each year, and 
Minnesota’s overall rank has moved from 25th highest in 1992 to 5th highest in both 2000 
and 2002.   
 
It is likely Minnesota will revert closer to the national average over the next few decades 
for two reasons.  First, retirees from the statewide plans will not receive any more 
investment-based post-retirement increase until the Post Fund is fully funded, which 
would be 13 years if 10% is earned annually and 27 years if 9% is earned annually52.  
Second, states that provide larger inflation-based post-retirement benefit increases will 
gain on Minnesota during this period when the Post Fund has unfunded liabilities, since 
retirees in those states will be awarded proportionately larger benefit increases than their 
Minnesota counterparts. 

  Figure 11: Minnesota’s State and Local Employee Retirement Payments* per Capita Relative 
to the U.S. Average, and Number of States with Lower per Capita Payments, 1992-2002 
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*Includes cash out payments to employees leaving the system before retirement.   
Source:  Census of State and Local Governments, respective years.  Calculations by MCPFR/MTA, 4/2006. 

 

                                                 
52 Materials provided by MSRS, PERA and TRA fund administrators before the Pension Commission, January 19, 
2006. 
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Minnesota’s Basic and Post Fund System: Special Concerns Regarding Transparency 
and Taxpayer Risk 

 
One final issue merits attention: the influence of the state’s pension fund structure on 
reported and actual pension fund health and the degree of taxpayer exposure. 
 
As described earlier, an important feature of the state managed pension funds is its two-
part structure. “Basic” funds contain the assets and liabilities of active employees in each 
pension plan, and one Post Retirement Investment Fund or “Post Fund” contains the 
assets and liabilities of already retired employees.  The creation of a separate Post Fund 
was to provide retirees with a sense of security with respect to their pension payments by 
essentially giving them first claim on available pension assets.  Basic Funds and the Post 
Fund are, for legal purposes, separate amounts of assets and liabilities.  However, their 
relationships are intertwined, which raises several important issues. 
 
The first issue concerns the reported health of the pension funds.  With this two-part 
structure, actuarial reports understate the amount of liabilities these plans have.53 
 
Table 1 in Section 1 presented the unfunded liabilities and funded ratios of the three 
largest statewide pension plans—PERA, MSRS, and TRA—as determined by the 2005 
actuarial report.  When the actuary performs these valuations, they combine the Basic and 
Post Funds into one reported funded ratio.  For example, PERA's 2005 reported funded 
ratio of 74.53% applies to both the PERA Basic Fund and its share of the Post Fund, even 
though they are treated as separate funds. 
   
In addition, in calculating funded ratio the actuaries assume that the Post Fund’s assets 
are exactly equal to its liabilities, regardless of the actual amount of assets in the Post 
Fund.54  However, as discussed earlier, this assumption does not reflect current reality.  
As of June, 2005 the Post Fund had unfunded liabilities totaling $4.1 billion for the entire 
fund (MSRS, PERA, and TRA shares of these Post Fund unfunded liabilities totaled $3.7 
billion) and a funded ratio of only 82%.  Though the Basic and Post funds are legally 
separated, the practical implication of this methodology is that the actuarial funded ratios 
for PERA, MSRS, and TRA assume $3.7 billion of assets that do not really exist, because 
for reporting a fund’s ratio, the Post Fund is assumed to be 100% funded.   
 
A more accurate presentation of real fund health is conveyed by developing separate 
funded ratios for both the Basic and Post Funds.  Table 16 presents the results and 
illustrates two advantages of separate fund reporting.  First, it alerts taxpayers that these 
three statewide funds’ shares of the Post Fund have approximately $3.7 billion in 
unfunded liabilities.  Second it presents a more accurate understanding of the funding 
status of the Basic Funds.  While the MSRS and TRA Basic Funds’ funded ratios drop 
only slightly, the removal of PERA’s assumed (non-existent) assets has a dramatic impact 
on PERA’s funded ratio; dropping it from 74.53% when the funds are combined (and the 
Post Fund is assumed fully funded) to 56.84% when the PERA Basic Fund is considered 
separately. 

                                                 
53 In times of surplus, the opposite is true: actuarial reports overstate unfunded liabilities. 
54 This assumption is an actuarially appropriate and correct thing to do.  The assumption is based on the fact that 
no contributions are statutorily permitted to pay off any unfunded Post Fund obligations.  It is expected that the 
fund will be made whole solely through investment returns above 8.5%. 
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Table 16: 2005 Unfunded Liability and Funded Ratio for Selected Statewide Minnesota Public 
Pension Plans, as of June 30, 2005 

 As Presented in Actuarial Reports: Basic and Post Funds 
Pension 
plan 

 
Assets 

 
Liabilities 

Unfunded  
Liabilities 

Funded  
Ratio 

MSRS $8,081,736,374 $8,455,335,998 $373,599,624 95.58% 
PERA 11,843,935,692 15,892,554,615 4,048,618,923 74.53% 
TRA 17,752,917,313 18,021,410,061 268,492,748 98.51% 
 Basic Funds, Reported Separately 
Pension 
plan 

 
Assets 

 
Liabilities 

Unfunded 
Liabilities 

Funded 
Ratio 

MSRS $4,593,806,066 $4,967,405,690 $373,599,624 92.48% 
PERA 5,330,878,891 9,379,497,814 4,048,618,923 56.84% 
TRA 7,314,865,955 7,583,358,703 268,492,748 96.46% 
 Post Fund, Reported Separately  
Pension 
plan 

 
Assets* 

 
Liabilities 

Unfunded  
Liabilities* 

Funded  
Ratio** 

MSRS 2,860,000,000 3,487,930,308 628,000,000 82.00% 
PERA 5,341,000,000 6,513,056,801 1,172,000,000 82.00% 
TRA 8,559,000,000 10,438,051,358 1,879,000,000 82.00% 

* Estimated using the 82% funded ratio figure provided by MSRS, PERA and TRA.  
Rounded to the nearest million. 
** Figure provided by MSRS, PERA and TRA. 

 
Segregating active employees from current retirees in pension fund structure also 
introduces equity problems and elevated levels of taxpayer exposure.   This is caused by 
the requirement that any individual be “fully funded” when their assets are moved from 
the Basic Fund to the Post Fund when they retire.  For example, assume that John Smith, 
an active PERA employee, plans to retire at the end of 2006.  John has accumulated 
$100,000 in pension benefits (liabilities) in the Basic Fund.  Upon retirement, PERA 
transfers this liability, along with the amount of assets needed to offset that liability 
($100,000 discounted by a prorated 6%55) to the Post Fund.  The amount of assets 
required to be transferred is approximately $97,000.  However, since the Basic Fund is 
only funded at 56.84%, then John Smith has only $56,840 of assets assigned to him in 
that fund.  Where will the additional $40,160 come from?  As it stands now, it will come 
from other active employees in the Basic Fund, backed by the ability to extract more 
from taxpayers if needed. 
 
When unfunded liabilities exist in the Basic Funds, the “robbing Peter to pay Paul” nature 
of Basic to Post fund transfers places stress on Basic Fund health.   Accommodating this 
stress to ensure payments can be made to current retirees is one thing. Sacrificing fund 
health at the same time large post retirement benefit increases are being handed out of the 
Post Fund is a completely different matter.  Such was the situation for several years when 
the PERA Basic fund was working to achieve fully funded status at the same time it was 
transferring assets it couldn’t afford to give up to a Post Fund with surpluses.  Retirees 
benefited while active PERA members and taxpayers have already begun a scheduled 
string of contribution increases to pay for this generosity.   The preservation of any post-
retirement benefit increase based on investment returns introduces the possibility of this 
happening again.  
 
“Repaying” Basic Funds is not allowed under the statutory language governing the Post 
Fund (MS 11A.18).  Transferring only the fractional reserves necessary to keep the Post 

                                                 
55 The other 2.5% is the inflationary component, and is “fronted” by the Post Fund.  
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Fund “whole” upon an employee’s retirement, however, would accomplish the same 
purpose of protecting the health of the Basic Funds when the Post Fund is in a surplus 
situation.  Since the Post Fund is not whole at this time and likely won’t be in the 
immediate future, full reserve transfers will probably be necessary to help ensure that 
obligations to current retirees can be met.  Nevertheless, the fact remains that in the 
1990’s excess transfers helped fuel post retirement benefit increases beyond inflation at 
the direct expense of enabling the PERA basic fund to return to fully funded status. 
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Section 3: Improving Accountability in Public Pension Asset Management 

 
The management of pension assets plays an equally important role in the overall health of 
the public pension system.  Both public employees and taxpayers share a strong interest 
in the investment performance of these plans.  Present and future beneficiaries want to be 
confident that the promised benefits will be paid.  At the same time all Minnesota 
taxpayers bear the cost of investment underperformance. 

How are public pension assets managed? 
Table 17 provides a breakdown of the major responsibilities of the two levels of pension 
fund management: 

Table 17: Pension Fund Decision Making Responsibilities 

Board Decisions Fund Management Decisions 
 

• Provide for contributions to the fund 
• Assess long term risk/return trade 

                  offs in the securities markets 
• Establish an appropriate long-term 

policy mix of asset classes for the 
fund 

• Monitor the investment process 
 

 
 

 
• Tactical deviations from policy 

targets 
• Active or passive management 
• “Style” emphasis within asset classes 
• Selection of portfolio managers 
• Compensation agreements 
• Control of allocation drift – 

rebalancing 
• Performance measurement and 

reporting 
 
 
 
 

 
Boards of trustees have ultimate fiduciary responsibilities for public pension funds.  In 
the case of the large statewide pension funds—MSRS, PERA, and TRA—a body separate 
from each plan’s board of trustees, the Minnesota State Board of Investment, serves in 
this capacity.  Membership on the board is specified in the State Constitution and is 
composed of the Governor, the State Auditor, the Secretary of State, and the State 
Attorney General.   
 
The State Board of Investment and the boards of the first class city teachers’ funds 
approve the investment policies for the pension funds.  Investment policies are tailored to 
the particular needs of each fund.  They specify investment objectives, risk tolerance, and 
provide guidelines for allocating pension fund assets across different types of asset 
classes (domestic equities, international equities, bonds, etc).  Importantly, any asset class 
in a pension fund (except for alternative investments discussed later in this section) is 
represented by a benchmark index which tracks the performance of that asset class.  For 
example, investments in large companies can be benchmarked against the Standard & 
Poor’s 500 Composite Index, an index of large company stocks.   
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Those bodies overseeing the investment of public pension funds (“investment 
authorities”) delegate the implementation of the investment policy to internal pension 
fund administration and staff and the professional money managers hired by fund 
administrators.  The fund may also establish an investment advisory council to assist in 
policy implementation and decision-making.  Fund administration is responsible for 
implementing the investment policies, monitoring investment performance and making 
necessary changes to the investment portfolio as deemed necessary.   
 

Evaluating Investment Performance 
Annual percent rates of return are the standard measure for evaluating investment 
performance, but require some benchmarks for comparison purposes.  Comparing 
investment returns to the assumed actuarial rate of return for the fund might seem to 
provide the necessary information.  If the assumed actuarial rate of return is 8.5%, and 
the investment returns exceed this amount, then the pension fund might seem to be “well 
managed.”     
 
Simply comparing fund performance to actuarial rates of return, however, fails to reflect 
the returns the fund could or should have achieved.  For example, if a pension fund 
returned an average of 8.5% over a five year period but the stock and bond markets 
averaged 10% over the same five year period, the pension managers may have 
underperformed.  Conversely, if the fund return over a period of time fell short of the 
actuarial rate of return but outperformed the markets, fund manager decisions may have 
benefited the pension fund, even though the overall condition of the fund is worse when 
measured against the actuarially assumed rate of return.   
 
To understand whether returns from taxpayer contributions are being maximized in 
accordance with a fund’s investment policy, pension fund rates of return should be 
benchmarked against indices of the board’s investment policy rather than against a static 
actuarially-determined rate of return.  By “indices of the investment policy” we mean the 
indices of the asset classes comprising the fund’s investment policy (Standard & Poor’s 
500, Lehman Government Bond Index, etc.).  Fund performance may consistently beat 
the actuarial rate of return but under-perform against the index benchmarks.  This under-
performance reduces the relative health of the pension fund, but is also very significant to 
both taxpayers and employees who want their contributions to the pension system to 
benefit fully from the asset class returns offered by the investment policy. 
 
Pension funds could ensure that their investment performance matches the market simply 
by passively investing in the benchmark indices of the asset classes making up their 
investment policy.  Instead, all pension funds actively manage their funds to some extent 
in an attempt to “beat the market.”  The best and most rigorous way to evaluate fund 
management is to compare the returns from “actively” managed funds with the returns 
available from passively investing in index funds that represent the fund’s investment 
policy.  In essence, evaluating pension fund performance in this manner means measuring 
the “value added” resulting from the decisions of fund administrators and the portfolio 
managers they hire. 
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Current reporting on public pension fund performance falls short of this goal.  As 
required by law56, summary profiles prepared by the Office of the State Auditor for each 
fund do provide basic information on time-weighted rates of returns, rates of return of 
fund benchmarks, and asset allocation.  Accompanying narrative provides some color on 
the fund decision-making which has influenced fund performance.  However, current 
State Auditor pension reports fall short in several ways: 

 
• They do not provide any means of translating annual rates of return into actual 

dollar values gained or lost through investment policy implementation.  
• There is no quantification of value added or lost as a result of straying from 

investment policy, investment manager selections, or active portfolio 
management.  

• Annual rates of return fail to capture the evolution of a funds condition over time.  
Focusing on annual rates of return essentially gives each fund a “fresh start” 
every new time period.  The compounding effect of fund management decision-
making over time is lost, as is the resulting value gained or lost through policy 
implementation in earlier years. (See accompanying sidebar: “Losing Money 
with Positive Reported Investment Returns”.)   

 
In addition, the State Auditor uses SBI average returns over several years as the 
benchmark to define “under-performance” in evaluating non-SBI funds rather than the 
non-SBI funds’ own investment policies.  Despite its reputation for excellent 
performance and management, the SBI is subject to the same accountability issues as any 
other state pension fund.  For example, the 2005 State Auditor’s report noted that with 
respect to the SBI equity portfolio, “over the past few years, the results of active 
management have been mixed.”57  Given that taxpayers are ultimately responsible for 
value lost, it is important to clarify and quantify statements such as this.  Taxpayers 
deserve reports on fund results they can understand. 

Value Added Performance Auditing 
Value added performance auditing58 offers an additional and complementary approach.  It 
answers the question of how much additional pension fund value has been created or lost 
by the tactical investment decisions of pension fund administrators and their investment 
managers.    It is easy to understand and it increases accountability in public pension 
management by documenting the value added (or subtracted) by pension fund decision-
making.  The data requirements are simple and straightforward: 
 

• The pension fund’s official investment policy including the percent of funds to 
be allocated to each asset class  

• Monthly asset values for the fund as a whole 
• Monthly net cash flows for the fund as a whole (contributions less benefit 

payments) 
• Monthly rates of return for the fund as a whole 
• Monthly rates of return for each benchmark index 

                                                 
56 Minnesota Statutes 2004, Section 356.219 
57 Large Public Plan Pension Report for the Year Ended December 31, 2004, State of Minnesota, Office of State 
Auditor, page 22. 
58 For more information on Value Added Performance Auditing, also known as an Asset Allocation Audit, visit  
http://www.asset-allocation.com 
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Importantly, value added audits also reveal the evolution of the period performance, not 
just the overall result.  In period-based performance measures (e.g. one year returns) a 
one month shift can lead to an entirely different conclusion about the period performance.  
Value added performance auditing creates trails of monthly data that show how and when 
the results developed over time.  

Example of Value Added Performance Auditing in Practice 
The beleaguered Minneapolis Teachers’ Retirement Fund, the problems of which have 
been a source of significant public and legislative debate, provides an example of value 
added performance auditing in practice.  Using data supplied by the MTRFA, we 
reconstructed the fund’s investment performance for the period from June 1982 to 
December 2005.59   

Figure 12: Minneapolis Teachers Retirement Fund, Total Fund Value Added Summary:                 
June 1982 - December 2005 
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 Source: Data provided by MTRFA, analysis by Asset Allocation Incorporated. 
 See sidebar “Additional Background and Commentary on the MTRFA Value Added Analysis” 
 
 

The first column in Figure 12 represents net cash flow out of the retirement fund—the 
amount of money paid to beneficiaries net of employee and employer contributions and 
state aids.  The second column is the primary policy return—the value added that the 
fund would have realized had it invested efficiently in its own policy.  In other words, the 
second column is the return the fund would have realized if it had invested “passively” 
only in the benchmark indices of the asset classes in its investment policy.  The third 
column represents the increase or loss of value from the tactical decisions made by 

                                                 
59 See sidebar “Additional Background and Commentary on the MTRFA Value Added Analysis” for a description 
of this reconstruction and the assumptions used in the calculations. 
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MTRFA internal administrators and their investment managers.  Elements comprising 
this bar in the graph include:  

 
• Tactical deviations from fund’s stated investment policy mix of major asset 

classes 
• Timing and nature of portfolio rebalancing to its policy 
• Selection of professional portfolio managers 
• Size and timing of the allocations of fund assets to these managers 
• Actual security selection by these managers 
• Management fees 

 
Losing Money with Positive Reported Investment Returns 

 
Is it possible for a pension fund to report that it beat its performance benchmark but still lose money?  
Yes, when money is moved to chase the “hot hand” but performance subsequently takes a turn for 
the worse.  Such a situation also illustrates why focusing exclusively on time-weighted rates of 
return can be so misleading in evaluating pension fund health. 
 
The following example and excerpt from the book, The Prudent Investor Act: A Guide to 
Understanding, by W. Scott Simon (Namborn Publishing Co.: Camarillo, CA, 2002) illustrates the 
point:   
 
The following hypothetical, though realistic, example shows how misleading it can be sometimes when 
investment performance is reported in percentages terms.  Consider the fund administrator that retains an 
aggressive stock manager and allocates $10 million to the manager at the beginning of the year. By the middle 
of the year the investment manager has realized a 20% gain, increasing the value by $2 million. 
 
This 20% return at mid-year leads the fund administrator to add another $10 million so the trust portfolio now 
totals $22 million.  But in the second half of the year, the portfolio suffers a 10% decline in value, lowering the 
manager’s “time-weighted” performance to 8% for the year  
 
(1 x 1.2 x .9 = 1.08). 
 
If the benchmark index suitable to the trust portfolio were up 7% for the year, most trustees would probably 
consider the manager’s performance quite acceptable.  But the trust portfolio actually suffered a $200,000 
loss for the year:  
 
Gain in first half of year plus loss in second half of the year: 
 

($10 million x 20%) + ($22 million x -10%) =  ($2 million) + (-$2.2 million) =  - $200,000 
 
Thus, the portfolio lost dollars even though its manager beat the benchmark in percentage terms.  Such 
conventional reporting methods—in spite of scrupulous calculation of percentage returns in compliance with the 
rigorous procedures of the mutual fund industry and the Association for Investment Management and 
Research—don’t expose the contradictions typified in this example or assign accountability for them. 
 
This is why a complementary focus on dollar values is so important.  Time-weighted rates of return 
are essential in evaluating fund performance.  Focusing on such return rates effectively protects the 
portfolio managers from being penalized for the size and timing of cash flow decisions over which 
they have no control (as in the example above).  However, the dollars often lost from these actions 
are very real and should not be ignored in the overall monitoring process. These shortfalls occur 
frequently when money is moved from an under-performing manager to an apparently superior 
replacement. Such decisions impact actual results, usually negatively, but are made by administrators 
and consultants who rarely reveal the consequences.   
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Figure 12 shows the effects of MTRFA’s active fund management efforts over the past 
23 years.  Over this period the fund had $543 million in net cash flow withdrawals 
(which includes contributions, benefits paid out to retirees, etc.)  This reduction in fund 
value was more than offset by the increase in value added available to the fund through 
its investment policy.  If the MTRFA had invested only in the performance benchmark 
indices of its stated investment policy, $1.78 billion in assets would have been added into 
the fund’s value.  However the story does not end there.  Of the $1.78 billion available 
through efficient investment in its own policy, $667 million was not realized due to poor 
policy implementation and investment decision-making.  In other words, 68% of the 
current $972.5 million deficit plaguing the Minneapolis Teachers Retirement Fund 
(according to the 2005 actuarial report) could have been avoided with better investment 
management of the fund’s assets. 
 
Had this $667 million been available to MTRFA as part of its assets, it would have had a 
dramatic effect on both the funded ratio and the contribution deficiency.  Additional 
assets of $667 million would decrease the 2005 unfunded liabilities from $972.6 million 
to about $305.6 million, in turn increasing the funded ratio from 44.61% to 82.60%.  
Reducing the fund’s amortization costs by 68% would have reduced the total 
contributions required to meet normal and amortization costs from $107.0 million to 
roughly $49.7 million.  Instead of having a $53.9 million deficiency, MTRFA could have 
had contributions in excess of requirements of some $3.4 million, assuming that all 
contributions and state aids remained unchanged.  With these extra assets, MTRFA 
would be well on its way to full funding by 2020. 
     
It is crucial to note that this value lost from delegated decisions is independent of: 
 

1) the ups and downs of the investment markets.  These effects are reflected in the 
primary policy return. 

 
2) the employee, employer, or state contributions to the fund.  In the case of 

MTRFA, if  more money had been made available to the fund, the negative value 
added bar would have been larger, assuming that additional resources would not 
have changed the tactical investment decisions made by fund managers. 

 
3) the level of retirement benefits accruing to current and future retirees from the 

public schools of Minneapolis.   These effects are reflected in the net cash flow. 
 
Figure 13 presents the cumulative value lost to the MTRFA from its attempts to exceed 
its own policy returns.  It also vividly demonstrates the compounding effects of fund 
underperformance.   
 
A short period of underperformance resulting from failed attempts to beat the market may 
not seem significant.  But lost value creates a permanent drag on fund recovery since the 
lost value is not available for positive investment returns in future years.  This 
compounds the negative impact on the fund’s value.  In the case of MTRFA, which 
features years of chronic underperformance, the drag on fund recovery is very strong.  
Even in good quarters when MTRFA outperformed its benchmarks, proportionately less 
value is added.  The power of compounding illustrates why a focus on simple periodic 
rates of return is nearsighted and paints an incomplete picture when evaluating the 
productivity of a fund’s investment management process. 
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Figure 13: Minneapolis Teachers Retirement Fund Investment Management Process 
Cumulative Value Lost Due to Delegated Investment Decisions (1982 - 2005) 
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 Source: Data provided by MTRFA, analysis by Asset Allocation Incorporated.   
  See text box “Additional Background and Commentary on the MTRFA Value Added Analysis” 

 
Contrast this reporting format with Exhibit 1—the summary of the MTRFA as described 
in the 2005 State Auditor’s Report.  Although the basic data elements of the value added 
analysis are presented, they are primarily “numbers on paper.” Comparisons of actual 
returns versus the policy benchmark returns are limited to only a single year.  It fails to 
capture the evolution of the fund’s condition and reveal the full magnitude of taxpayer’s 
expanding exposure to risk created by steadily accumulating unfunded liabilities.   
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Exhibit 1:  MTRFA Performance Data for 2004, Reported by the Office of the State Auditor 

 
Source:  Large Public Plan Pension Report for the Year Ended December 31, 2004, State of Minnesota, Office of State Auditor, 
page 32. 

 
Value added performance auditing can be done for all of the public pension funds in the 
state.  It provides both taxpayers and pension beneficiaries new insights into how well 
their contributions to the system are being managed.   
 
Value added performance auditing is equally applicable to private sector pension funds, 
foundations, and endowments.  The findings and conclusions may be very similar.  A 
recent value added performance study conducted for the Institute of Internal Auditors 
examined the funds of 20 public and private pension organizations and charitable 
foundations over a ten-year period.  Only three demonstrated net positive value added 
from the delegated investment decisions.   
 
Additional Background and Commentary on the MTRFA Value Added 

Analysis 
The amounts presented in the MTRFA analysis must be treated as approximations for several 
reasons.  Several data access problems made it necessary to revert to slightly less precise 
quarterly calculations.  The absence of cash flow data for multi-year periods required these 
critical details to be derived from asset value changes and the fund’s published rates of return.  
Unable to validate reported performance, we had to work with the rates provided, accepting 
them as accurate. Rather than re-analyze the period covered by the study completed in 1994 for 
the Office of the State Auditor, we extended those well-documented files to December 2005 in 
preparing this report. 
 
Given these limitations, we designed the study to use conservative, yet reasonable assumptions. 
To accomplish this we: 
 
• Applied policy changes in the quarter following the official change date, allowing time for 

administrators to implement the changes, 
• Assumed that all net outflows occurred on the first day of each quarter, lowering the asset 

values upon which the fund’s performance was based, 
• Used higher-quality bond benchmarks for “junk” bonds to lower the performance standard, 
(continued on next page) 
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(continued from previous page) 
• Measured high-risk investments (venture capital and other “alternative investments” 

against risk-free Treasury bills to lower the performance hurdle.   
 
Importantly, all of these assumptions were applied in order to “err” on the side of the fund’s 
administrators.  Lowering the benchmark standards made it easier for the actual investment 
results to compare favorably. 
 
The analysis was run several times using more aggressive (and appropriate) benchmarks 
recognized in the fund’s policy statements (Merrill Lynch High Yield Index for junk bonds and 
Russell 2000 Growth for venture capital, for example). The purpose was to establish a range of 
outcomes for the Policy and Delegated results. Policy effects ranged from a gain of $1.78 
billion to a gain of $1.84 billion. Results from Delegated Decisions ranged from a loss of $667 
million (the amount we accepted) to a loss of $725 million. 
 
Figure 13 shows how the -$667 million result from delegated decisions unfolded over the 
1982-2005 period. It must be understood that the fund actually had positive returns during most 
of these years, assured by the investment policy’s exposure to the rising tide of securities 
values. The fund’s management decisions simply did not keep pace. The chart depicts the 
persistently negative experience of the fund in implementing its own policy. As a consequence, 
the December 2005 value of the fund is about $667 million below that made available by the 
risk and asset mix represented in the investment policy. 
 
One might wonder why the shortfall increased even when performance was positive. Consider 
the following, in round numbers. A shortfall of about $160 million developed during the 
decade that ended in 1992. Those “lost” assets were not available to experience the surge in 
values over the next eight years. If they had been, the fund would have earned another $230 
million from its investment policy. By the end of the 2000-2002 bear market the shortfall stood 
at about $440 million. These missing assets could not benefit from the 23% rebound in 2003, 
thus deepening the shortfall by another $100 million. 
 
This “negative compounding” effect partially explains why the fund cannot invest its way out 
of the problem.  In other words, the hole is now so deep that impossibly superior investment 
results many years into the future could not fill it in. 
 
If the results of this analysis just seem too unbelievable, one additional perspective 
illustrates how this is all possible.  As an alternative, we assumed that the MTRFA 
investment policy for the past 23 ½ years was instead a very unsophisticated 50/50 mix of 
stocks and bonds.  As a result, only two investments—an S&P 500 Stock Index Fund and 
a Lehman Aggregate Bond Index Fund—were used to “implement” this hypothetical 
investment policy.  If all the fund’s investable assets, adjusted for the same net cash flows 
as above, had been invested in these two index funds for the entire 23 ½ years, the Policy 
would have earned $1,873 million, $761 million more than was actually realized. The 
MTRFA fund’s December 2005 value would have been about $1.5 billion, double its 
actual value of $750 million.  MTRFA’s unfunded liability would have been manageable 
without the need for a bailout, and all this would have been accomplished for a fraction of 
the management fees and administrative expenses actually expended.  
 

Minnesota’s Aborted History with Value Added Performance Auditing 
Over a decade ago, an effort was made to establish value added performance auditing as 
standard practice for public pension reporting.  The experience of this aborted effort 
provides valuable insights into the politics of greater pension transparency.   
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In 1992 then State Auditor Mark Dayton, concerned about the lack of transparency and 
oversight in pension fund management and performance, launched an effort to have 
Minnesota adopt value added performance auditing.  A consultant60 was hired to conduct 
a value added analysis for the three first class city teachers funds for the 1982-1992 time 
period. 
 
According to a report by the St. Paul Pioneer Press, the study concluded “the investments 
of the Minneapolis, St. Paul, and Duluth teacher’s pension funds didn’t perform as well 
as the securities markets in which they were invested from 1982-1992 costing those funds 
millions of dollars in potential income.”61     
 
Based on the initial 1994 report, State Auditor Dayton argued for a bill to broaden 
disclosure requirements for all pension funds based on value added performance 
reporting.  The controversial bill was enacted in 1994 that strengthened the oversight 
rules to hold pension boards accountable for both their investment policies and their 
selection of fund managers to carry out these policies. 
 
In July, 1995 the State Auditor issued its initial report on pension fund management 
under the 1994 law. For this report, funds with assets exceeding $300,000 were required 
to submit investment data.  In all, 135 pension funds were required to report, and the 
results were disappointing.  Of the 135 associations reporting, only 12 had investment 
policies in place prior to 1989. Four had policies in place but lacked specific asset 
allocations making comparisons to indices impossible. Forty-eight relief associations had 
policies in place but did not know when they were in effect—again making comparisons 
to indices impossible.  Other relief associations submitted data, but an alleged problem 
with computer software made assessment of their investment performance impossible.  At 
least one relief association did not submit any data at all, while remaining funds were 
granted a waiver from submitting data.62 
 
Midway through 1994, substantial progress had been made to institutionalize value added 
reporting requirements through the Office of the State Auditor.  State Auditor Dayton 
declined to run for reelection in 1994, and he was replaced in January of 1995 by Judith 
Dutcher.  A contract dispute later arose between the consultant and the Office of the State 
Auditor and with approximately 75% of the work completed on the value added reporting 
system, State Auditor Dutcher cancelled the project.   

Resistance to Value Added Performance Auditing 
There is considerable resistance to value added auditing among fund administrators.  The 
aborted implementation of value added performance auditing in 1995 offers insights into 
reasons behind the resistance to implementing such a system:   
 
Loss of local control—The nearly 700 hundred local firefighter pension funds and the 
handful of locally-administered police and fire pension funds in the state have been 
resistant to consolidating into larger centrally-managed plans.  Such consolidation would 

                                                 
60 By way of disclosure, the consultant referenced above was Asset Allocation, Incorporated, the same consultant 
hired by MCPFR to provide technical assistance with this report.   
61 Pension Funds Are Criticized; Public Plans Miss Chances to Achieve Higher Returns, by Dave Beal, St. Paul 
Pioneer Press, March 13, 1994. 
62 Public Pensions in Minnesota: Issues of Taxpayer Accountability, Minnesota Taxpayers Association, February, 
1997, p. 24. 
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likely appear prudent as more complete return-on-investment information is made 
available.  When a 1994 proposal related to greater investment of firefighter relief 
association assets in the SBI-operated Minnesota Supplemental Investment Fund was 
being debated, Representative Phyllis Kahn, a supporter of the bill, noted that she 
received hundreds of letters from volunteer firefighters from across the state. 
Commenting on local reaction she stated, “you would think the dome went off the 
Capitol.”63 
 
Much of this reaction is understandable since local pension management decisions have 
never been fully exposed to taxpayer and beneficiary scrutiny.  Ironically, local 
firefighters and police officers have a vested interest in seeing this type of analysis 
implemented to ensure that their retirement funds are well-managed. 
   
Cost of data management and administration—In 1994, the executive director of the 
State Board of Investment projected that value added performance auditing could cost 
from $200,000 to $300,000 in administrative expenses.  State Auditor Dayton considered 
that figure “wildly exaggerated” and said “I don’t see this as expensive at all.” 64 
 
In the course of preparing this report, both the MTRFA and the SBI (also approached for 
data) emphasized significant administrative time and cost challenges of gathering the data 
needed to perform this analysis.  However, the statutory reporting requirements already 
require the reporting of most of the necessary data to the State Auditor already, including 
the most challenging element, each fund’s benchmark rates of return.  Necessary data 
requirements for value added performance auditing should already be in place:   
 

• An investment policy (currently required) 
• Fund values (already reported monthly) 
• Net cash flow data— required but usually missing from reports now.  It consists 

of deposits into and disbursement from the fund.  This is uncomplicated and 
straightforward information for any fund to maintain.   

 
Cost concerns should be honestly addressed, but the overall benefits of the additional 
disclosures from value added performance auditing should easily outweigh cost 
considerations. This type of performance auditing provides more complete pension fund 
financial information by tracking and evaluating the decision-making process as well as 
the overall returns on investment.   
 
Passive versus active investment management—Some fund managers are concerned that 
value added analysis would force pension fund administrators into passive, index-based 
investments instead of active management that is believed to generate better returns.  The 
value added auditing system is “investment neutral”, however, in that it is simply 
designed to report the results of investment decisions, positive or negative, active or 
passive.  
 
A highly visible and accountable pension reporting system may indirectly drive managers 
into more passive investment practices simply because citizens will become more aware 
of failed attempts to beat the market and the costs associated with those attempts.  

                                                 
63 Pension Funds Are Criticized; Public Plans Miss Chances to Achieve Higher Returns, by Dave Beal, St. Paul 
Pioneer Press, March 13, 1994. 
64 ibid. 
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Estimates are that only about a third of professional money managers typically beat the 
market in any given year, and that ratio declines as managers are compared to indices 
over longer periods of time.  According to Morningstar, over the ten years ending in 
December 2005, only 7.6 percent of all actively managed domestic stock funds were able 
to outperform the S&P 500.65 
 
These tough odds are implicitly acknowledged and reflected in the compensation system 
for pension fund money managers.  Investment managers hired by pension funds are paid 
on a percentage of assets managed, not on performance.  A properly designed system of 
compensation based upon value added by money managers would increase the potential 
earnings of those managers if they are able to add value to the investment portfolios. 
 
When active attempts to beat the market chronically fail, taxpayers and pension 
beneficiaries still pay for under-performance.  Value added performance auditing brings 
this to light.  As Mark Dayton commented in 1994, “any good money manager is willing 
to be evaluated.”66    
 
It is essential that investment authorities’ policies and strategies be more 
comprehensively evaluated before any efforts are made to improve fund health via larger 
employee or taxpayer contributions.  Value added performance auditing provides the 
mechanism to do this.  If the changes in the reporting requirements discussed in this 
section are made, taxpayers will have an excellent means to assess how effective 
investment authorities are in managing funds under their control.   
 
History suggests it may be necessary to transfer this auditing responsibility to a state 
agency less subject to political pressures that come to those who are elected officials.  As 
quarterly information is processed by an appropriate and independent state agency, 
pension boards’ investment policies and strategies will then become more visible to their 
plans’ retirees and active employees, as well as to legislators and taxpayers.  At the same 
time, investment authorities will maintain the freedom to invest as they see fit.   

Beating the Market in the Future—The Growth of Alternative Investments 
The previous discussion focused on performance evaluation relative to fund benchmarks.  
An underlying issue involves determining what specific investments are appropriate for 
the investment policy.  Investments are tailored to the particular needs of each fund based 
on investment objectives and risk tolerance.   
 
State law prescribes what types of investments Minnesota’s public pension funds may 
invest in.  There is some variation in allowable investments between SBI-managed funds 
and other funds, but the general universe of pension investments consists of the 
following67: 
 

• Government obligations—which includes bonds, notes, and other debt 
instruments.  Obligations must be ranked in the top four quality rating categories 
of rating agencies and include the obligations of other states and municipalities as 
well as that of Canada and other United States sponsored international 
organizations such as the Asian development bank. 

                                                 
65 “Value investing: a thing of the past -- or future?” Barbara Whelehan, Bankrate.com 
66 March 13, 1994 St. Paul Pioneer Press article previously cited. 
67 M.S. 346A.06 
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• Corporate obligations—which includes bonds, notes, and debentures of a 
corporation organized in the U.S. or Canada 

• Other obligations such as commercial paper, certificates of deposit, asset backed 
securities, subject to various rating and insurance requirements 

• Corporate stocks—which include U.S. foreign and emerging market equities 
subject to size of ownership restriction 

• Mutual and index funds 
• Real estate investment trusts  
• Exchange traded funds 

 
In order to meet growing obligations, pension funds have tolerated greater risk over time.  
Asset allocation strategies in public pension funds have changed dramatically over the 
past 25 years.  In 1980, state and local pension funds placed just 22% of their assets in 
equities, while 70% of the fund portfolio was dedicated to bonds.  Today more weight is 
placed on stocks.68  Minnesota’s large public pension plans invest around 60% of their 
assets in the equity markets.  Although the transition is motivated by the record of 
historically higher returns that stocks provide, it is also somewhat “forced” due to growth 
in public pension benefit commitments and a population that is living longer. 
 
The trend toward higher risk investments continues today across the country, and is 
illustrated by the growth of a pension asset category called “alternative investments.”  
Alternative investments are investments that do not trade publicly on an organized 
exchange.  Examples include, but are not limited to, partnership funds that focus on 
private equity, venture capital, buyout, mezzanine financing (see description below), 
natural resources, and hedge funds.   
      
In Minnesota the universe of allowable “alternative investments” includes private equity 
funds and investments in natural resource and real estate limited partnerships.  Minnesota 
has a history with alternative investments that dates back to the mid-1970s.  Unlike many 
other states, Minnesota’s pension funds cannot invest in hedge funds.  State law prohibits 
alternative investments from exceeding 35% of the fund’s total market value69.  For the 
fiscal year ending June 30, 2005, the State Board of Investment had $3.4 billion of assets 
in alternative investments, or about 9% of assets. 
 
Alternative investments typically comprise a small but growing percent of public pension 
fund assets because they offer potential for superior returns.  For example, one type of 
alternative investment—a mezzanine investment—consists of a debt or debt-like 
instrument, paired with an equity “kicker.” The equity component of the investment gives 
the mezzanine lender upside potential, while the debt component—which generates 
steady interest payments to the pension fund—provides a measure of downside risk 
protection.  The prospect of good returns exist even in bearish markets. 
 
The promise of these investment instruments does not come without potential pitfalls. 
 

                                                 
68 “Holders of the Purse Strings: Governance and Performance of Public Retirement Systems,” Michael Useem 
and Olivia Mitchell, Pension Research Council, Wharton School, University of Pennsylvania, p.4.   While bond 
yields in these inflationary times were one important reason for this different investment mix, it is also important 
to note that actuarial rates of return at that time were also lower than today making reliance on higher risk equity 
markets less necessary in order to achieve full funding. 
69 M.S. 356A.06, Subdivision 7, paragraph (g); and M.S. 11A.2, Subdivision 6. 
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• Performance comes at the expense of transparency—A crucial reason why 
private equity instruments beat the market is that their success is largely 
influenced by proprietary information unknown to the market.  Private equity 
firms strongly resist public disclosure of how individual investments are valued 
for competitive reasons.  Private equity firms worry that proprietary information 
about a company’s strategy, technology, profit or losses will reach competitors.  
Yet transparency is critical to stakeholders in the public pension system and 
especially to taxpayers who are at risk if the underlying business ventures fail. 

 
• Risk in Asset Valuation—Politicians and taxpayers should know the value of the 

entire pension fund at all times with reasonable accuracy, to determine if the fund 
can cover future payments to retirees.  It's easy to know what one million shares 
of a particular company’s stock are worth on any given day.  But "alternative" 
investment managers don't price their assets as often—and most importantly only 
they know if that pricing is accurate.  Quite often, the valuations are merely 
estimates.  This valuation problem also makes direct performance benchmarking 
more difficult.  Performance can only be benchmarked by using standard, less 
representative indices. 

 
• Diversification into alternatives can be expensive—Investments into these 

alternatives may carry a minimum annual flat fee, plus an additional fee 
consisting of a percentage of each year’s investment gains.   

 
• Multi-year commitment—With alternative investments, the pension fund must 

commit or dedicate a sum of money, which may be tens of millions of dollars, to 
the investment fund over a period of many years.  In many private equity funds, 
there may also be a callable feature requiring the pension fund to provide 
additional money for the investment should the underlying business ventures be 
struggling and in need of an injection of capital.  

 
Alternative investments have been successful for many public pension funds around the 
country including the State Board of Investment.  Growing pension obligations are likely 
to continue to make this investment option appealing in the future.  But even if pension 
fund administrators can successfully navigate the shoals of higher risk associated with 
these investments, managers’ growing reliance on them points to the frequent challenges 
of meeting actuarial assumed returns in today’s investment markets.  As the Director of 
the Arizona State Retirement System noted, “If you don’t think you can make your 8 
percent a year, you look anywhere you can to add value.”70 
 

                                                 
70 “Pension Plans Turn to Hedge Funds”, Arizona Republic, February 12, 2006 
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Recommendations 

 
There are sound policy reasons for providing government employees with defined benefit 
plans, such as their usefulness as a recruiting and retention tool and to protect against 
indigence in old age with its corresponding public costs.  There are also risks to these 
plans.  Defined benefit systems are complex, confusing, and Byzantine in their technical 
intricacy and complexity.   They are built upon actuarial science with its indecipherable 
mathematical models, accounting formulas, and layers of assumptions about what life and 
the economy will look like in the future.  The full cost to taxpayers and degree of 
taxpayer exposure is not realized immediately but evolves over time as the difference 
between anticipated reality and actual experience unfolds.     For these reasons, a 
premium needs to be placed on introducing the highest levels of accountability and 
transparency possible with respect to decision making regarding these plans. 
 
The following recommendations have been developed based primarily on this study of 
the three largest retirement plans included in State Board of Investment oversight, and the 
three independent teachers’ plans of Minneapolis, St. Paul, and Duluth.  In the course of 
conducting this study, we became aware of additional issues regarding other public 
pension plans and funds not covered here.  We believe many of the recommendations 
should apply to all public pension plans in the state, but some are specific to the plans 
included in this study.  
  
Our objectives in these recommendations are to preserve the integrity of a defined benefit 
pension system for public employees, improve and ensure the continued health of these 
funds, concurrently reduce taxpayer risk and exposure, and encourage a greater 
transparency regarding the costs and risks for an open debate of their priority vis-à-vis 
other public spending. 

 

Recommendations Regarding the Monitoring and Reporting of Pension Health and 
Spending  

 
Monitoring funds’ health is an important part of administering public pension plans.  
Reporting that health to the public is just as important a part of keeping the ongoing costs 
and risks of public pension plans in front of taxpayers who are helping to pay for 
significant portions of the benefits and who ultimately bear the risks of lower investment 
returns. 
 
• Require Governors’ proposed budgets to list pension contribution costs 

separately. Current pension oversight rests primarily with the Joint Legislative 
Commission on Pensions and Retirement, consisting of five legislators from each 
legislative body.  While this allows a smaller number of legislators to become experts 
on the intricacies of public pensions, it does not provide leadership for pension reform 
and monitoring.  Such leadership should appropriately reside in the Governor’s office, 
regardless of who is Governor, since the Governor represents the whole state and is 
responsible for proposing state budgets. 
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The current practice of combining pension costs with compensation for employees 
does not facilitate their inclusion in specific public policy discussion on the priority of 
providing the current level of pension benefits for public employees. 

 
The Governor’s membership on the State Board of Investment (SBI), reinforces the 
logic of making public pension costs a visible part of the Governor’s proposed 
budgets.  As an SBI member, the Governor is in a better position to know the health of 
the funds under state management. 
 

• Develop and report funded ratios and unfunded liability totals for both the basic 
and post funds independently. 
The current practice of reporting a combined funded ratio for both the basic and post 
funds yet treating them as separate funds results in a misleading indicator of fund 
health and understates Minnesota’s pension liabilities.   As an example, PERA was 
reported as having a funded ratio of 74.53% for the fiscal year ending June 30, 2005, 
a number that covers the basic and post-retirement funds combined.  This number 
assumes the post fund is fully funded when the post fund funded ratio is actually only 
82%.  PERA’s basic funded ratio is not reported anywhere.  Our calculation is that 
the funded ratio for PERA’s basic fund is 56.84% rather than 74.53% as currently 
reported.  We believe all three ratios should be reported:  the 56.84% for the basic 
fund, the 82% for the post-retirement fund, and the 74.53% for the two funds 
combined. 
 
Reporting of the post fund funded ratio is especially important because it is the source 
of funds for current retiree benefits.  Retirees, future retirees, legislators, and 
taxpayers need to know that because investment gains were used to fund permanent 
post retirement benefit increases, only 82 cents in assets currently exist for every 
pension dollar current retirees have been promised.   Even though under current law 
the government is not required or permitted to pay off any unfunded post fund 
obligations, both practically and politically we can be certain these unfunded 
liabilities would be paid off at taxpayers expense if expected investment returns fail 
to materialize. 
 
Likewise, actual dollar amounts of unfunded liabilities should also continue to be 
reported for both basic and post funds.   The resulting reporting will communicate a 
much more complete and understandable picture of pension fund health to pension 
beneficiaries and other state taxpayers. 
 

• Initiate value-added performance auditing to monitor public pension fund 
performance in Minnesota. 
Value added performance auditing is an important and needed complement to current 
pension fund performance auditing based on time weighted rates of return. 
SBI already monitors the investment performance of retirement fund money under its 
oversight using the method described and recommended in this study.  However the 
results are not published in a value added format which would be more understandable 
to the public.   
 
Value added performance auditing uses data that Minnesota statutes already require all 
state and local pension funds to submit to the State Auditor’s office.   Turning this raw 
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data into useful information on the actual dollars of pension value gained or lost as a 
result of investment decisions is the step currently missing.   
 
The benefits of this type of monitoring include the ability to evaluate the performance 
of both the policy set by the investment boards of the funds and the performance over 
time of those hired to try to “beat the market returns” of that policy.  Such visibility of 
performance would result in greater accountability in investment decision-making and 
help flag problem situations before they turn into crisis situations. 
 

• Consider removing the responsibility for monitoring public pension funds in 
Minnesota from the State Auditor’s Office to an agency with personnel not 
directly elected by the voters. 
This recommendation stems directly from the results of the 1994 campaign for State 
Auditor.  Because public pensions are so complex and politically charged, the large 
numbers of voters who either do or will receive public pension payments are a 
potentially powerful voting block subject to candidates’ misrepresentations. 
 
Most agency employees are not appointed by the Governor and are thus several steps 
removed from direct election by voters, which could help ensure its on-going 
availability and usefulness for monitoring investment performance. 
 

Recommendations Regarding Managing Public Pension Liabilities 

 
The Legislature’s role in deciding how to pay for future pension costs (the mix of 
employee/employer contributions and the adoption of actuarial assumptions including the 
assumed investment rate of return) cannot be easily separated from its role in determining 
the level of benefits.  That is because any increase in benefits has to be weighed against 
resistance to increased employee/employer contributions and risks of failing to meet 
needed rates of return on investments.  Increased pension benefits are inextricably linked 
to how to pay for them.  Because of that link, our recommendations regarding the 
management of public pension liabilities are made together, not split between benefit 
levels and paying for future costs. 
 
We are not completely convinced of the value of separate accounts within pension funds 
for active employees and current retirees. (i.e. a basic fund and a post fund), such as that 
which exists for the three state managed funds.  Although we can appreciate the logic and 
rationale for creating such a system, we believe the benefits may be outweighed by the 
reduced transparency of pension fund health while creating significant potential for 
generational inequities in which the interests of current retirees conflicts with the interest 
of future retirees.   In an attempt to accommodate two “sets” of retirees, we believe the 
taxpayer is subject to greater risk and exposure. 
 
Nevertheless, this bifurcated system is in law and unlikely to be changed.  The two design 
changes listed below apply to all pension funds, including those that do not separate active 
and retired employees.   The recommendations that apply to specific fund conditions are 
based on the continued existence of the basic and post fund system.   
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Recommended Changes to the Design of Minnesota’s Defined Benefit System 

 
• Permanently end benefit increases based on superior investment returns and 

provide only capped inflationary adjustments 
Paying these benefit increases over the majority of the last 12 years has had harmful 
affects on Minnesota public pension plans: 

o They have increased liabilities for the plans as a whole with a 
corresponding increase in taxpayer risk.  The amount paid to current 
retirees in benefit increases due to investment returns above 8.5% in 
the last 12 years for the three statewide pension plans in this study 
almost exactly matches the amount of unfunded liabilities for those 
plans.  Every “investment performance bonus” is permanently built 
into a retiree’s benefit base and creates obligations for the life of the 
recipient or the recipient’s spouse, and can only be paid for by 
significant investment returns on the retiree’s assets that are 
transferred into the fund.  Moreover, when basic funds have unfunded 
liabilities as they do today, the transfer of assets into the post 
retirement fund comes at the direct expense of the health of the basic 
fund.  This increases the likelihood of needing additional contribution 
increases from taxpayers and employees. 

 
o They have contributed to generational inequity among retirees.   

Those retiring in the 1980s and 1990s have enjoyed significant 
increases in their pensions benefits.  No performance bonuses have 
been paid out since 2002, so that anyone retiring in 2001 or later has 
not received the increases of retirees in the previous two decades.  
The fact that the post-retirement fund is only 82% funded means they 
will not likely receive any such increases for at least 10 years. 

 
The current legislative proposal to continue permitting investment-based benefit 
increases while subjecting them to a cap may reduce the severity of the problem in the 
future, but the use of investment gains to provide permanent benefit increases is still 
bad public policy. 
 

• Develop quantifiable standards of replacement income to be achieved through 
pension benefits. 
Currently there is no empirical or quantifiable standard used to evaluate the adequacy 
of pension benefits or planned benefit increases.  Policy makers should develop target 
replacement income standards from public pensions which factor in the availability of 
other income sources such as social security and supplemental retirement savings. 
  Future benefit increases should be evaluated against these measurable standards as 
opposed to the political opportunism created by fund surpluses or from examining 
what public employees in other states have convinced their legislatures to support.   
 
 
 

Recommendations That Apply to Specific Pension Fund Conditions: 

 
When Both the Basic and Post Funds Have Unfunded Liabilities:  
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Such is the condition today and all indications are that these conditions will continue 
for some time to come.   Our recommendations do not functionally deviate from the 
effects of current law since post retirement benefits are currently based only on 
inflationary adjustments with Post fund deficits. 
 
When Basic Funds are Under-funded and Post Fund is Fully Funded:     

• Upon an employee’s retirement, transfer only the fractional reserves necessary to 
keep the Post Fund “whole.” 
 
If retirees are being kept whole (or more than whole) in the Post Fund, there is no 
need to transfer all of a new retirees actuarial reserves to a place where they are not 
needed.  By transferring only the amount necessary to keep the Post Fund whole, 
assets can remain in the basic funds restoring them to health sooner.    

 
When Basic Funds have a surplus and the Post Fund is Underfunded  

• Upon an employee’s retirement, transfer full actuarial reserves to the Post Fund 
and focus attention on reducing contribution rates in the Basic Fund  

 
When Basic Funds and the Post Fund Have Fund Surpluses  
Although a return of these conditions cannot be expected anytime soon, the discipline 
created by the previous recommendations would speed the restoration of pension fund 
health.  If these conditions return:  
   

• Focus attention on the reduction of employee and employer contribution rates 
By focusing on contribution rate reductions in times of fund surpluses, the benefits of 
sound pension fund management can be shared by taxpayers as well as employees.   
 

• Provide for self managed accounts or “13th checks” when an established 
“maximum funded ratio” in the Post Fund is exceeded  
Since the post fund has no contributions other than investment income, large accruing 
surpluses should be distributed to retirees.  We recommend developing a maximum 
funding ratio for the post fund which, if exceeded, would trigger benefit increases to 
retirees.  However, we recommend these benefit increases be provided in the form of 
one time lump sums (otherwise known as “13th checks”) or in the creation of self 
managed investment accounts to avoid creating any new permanent obligations on 
state taxpayers. 

 
As stated above, our objectives in these recommendations are to preserve the integrity of 
a defined benefit pension system for public employees and help ensure that there is 
enough information readily available to taxpayers to participate in discussions of how 
high these plans are to be on the list of public spending priorities. 
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Appendix A:  Glossary of Terms 

 
Accrue: An actuarial term with the same meaning as “accumulate”. 
Accrued Liability: Also known as “actuarial accrued liability”.  It generally consists of 
the total retirement benefits that current and retired public employees have earned, as 
measured by the actuarial method used. 
Actuarial Funding: Actuarial reporting is intended to assess the adequacy of the total 
non-investment revenue financial support of the pension plan compared with calculated 
annual actuarial funding requirements of the pension plan, to assess the extent of 
conformance with the selected budgetary actuarial method for accumulating financial 
reserves for pension liabilities, and to provide required actuarial disclosure for 
governmental accounting purposes.  
Annual Salary: Also known as “covered salary”. Compensation paid before any 
employee-paid deductions are made, including fringe benefits, tax-sheltered annuities, 
deferred compensation, or any combinations of these items. 
Assumed Rate of Return: The annual rate of return assumed by actuaries when 
evaluating the health of a pension fund and the contributions that will be required in the 
coming year to meet all costs.  Currently set in statute at 8.5%. 
Basic Fund: That portion of TRA, PERA or MSRS assets that are assigned to “active” 
plan participants (i.e. those participants not yet drawing a pension). 
Contribution Deficiency (Sufficiency): Compares the contributions needed to cover the 
expenses, the normal cost and payments needed to amortize unfunded liabilities against 
the contributions employees, employers and other entities, where applicable, are required 
to make to a plan by law.  A deficiency indicates that contributions required by law 
insufficient to cover these costs; a sufficiency indicates that the legally-required 
contributions do cover these costs. 
Current Assets: Also known as “actuarial value of assets”.  Generally defined as the 
value of assets at cost plus one-third of the difference between the cost value and market 
value. 
Defined Benefit Plan: Under this type of retirement benefit plan, the eventual pension 
benefit is defined, or determinable, by formulas.  Most Minnesota public pension plans 
are defined benefit plans. 
Employer Contribution: Contributions that units of government make to pension funds, 
set in law. 
Funded Ratio: A percentage that expresses current assets in relation to accrued 
liabilities. 
High Five Average: a public employee’s average salary in the highest five consecutive 
salary years 
Investment Gains and Losses: Net gain or loss produced by an investment portfolio.  
Usually corrected to disregard cash flow (time-weighted rate of return). 
Member Contribution: Contributions that members make to pension funds, set in law. 
Multiplier: also known as the benefit accrual rate, it is the percentage of the high-five 
salary a public employee will receive per year of service provided to the employer times 
years of service 
Normal Cost: The cost, or additional liability, incurred by covering employees for the 
current year’s operations. 
Post Fund: Also known as the Minnesota Post Retirement Investment Fund; receives the 
fully funded actuarial reserves for a new retiree’s pension at benefit from the Basic Fund 
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at the date of retirement, and generates funding for and pays all retirement benefits for 
MSRS, PERA and TRA. 
Rule of 90: An early retirement incentive available to public employees hired before July 
1, 1989.  Allows them to retire with full benefits when their age plus years of service 
equals 90. 
Unfunded Liability: Also known as “unfunded actuarial accrued liability”.  Any amount 
of pension plan accrued liability in excess of the current assets (actuarial value) of the 
pension plan. 
Year of Service: Also known as “years of allowable service”.  Any service during which 
member contributions were made.  It may include certain leave of absence, military 
service and periods where temporary Worker’s Compensation is paid.  For teacher 
pension plans, one year of service is earned after one teaches for at least 5 hours per day 
for 170 or more days during a fiscal year. 
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Appendix B: Current Members and Former Chairs of the Pension Commission  

2005-2006 Members of the Legislative Commission on Pensions and Retirement 
 
Member    Phone         Years E-mail address 
      (651)        Served## 
          
Minnesota House of Representatives 
 
Rep. Mary Murphy (DFL) #  296-2676 8
 rep.mary.murphy@house.mn 
Rep. Dennis Ozment (R)  296-4306 0
 rep.dennis.ozment@house.mn 
Rep. Steve Smith (R) **  296-9188 8 rep.steve.smith@house.mn 
Rep. Paul Thissen (DFL)  296-5375 0 rep.paul.thissen@house.mn 
Rep. Lynn Wardlow (R)  296-4128 0
 rep.lynn.wardlow@house.mn 
 
Minnesota Senate 
 
Sen. Don Betzold (DFL)  296-2556 7 sen.don.betzold@senate.mn 
Sen. Keith Langseth (DFL)  296-3205 5
 sen.keith.langseth@senate.mn 
Sen. Cal Larson (R)   296-5655         10 sen.cal.larson@senate.mn 
Sen. Geoff Michel (R)  296-6238 2
 sen.geoff.michel@senate.mn 
Sen. Lawrence Pogemiller (DFL) * 296-7809         20
 sen.larry.pogemiller@senate.mn 
 
* Chair     ## Prior to January 1, 2005, may not be 
consecutive 
** Vice-Chair 
# Secretary 
 

Past Chairs of the Legislative Commission on Pensions and Retirement 
 
Years    Chairperson 
 
2003-2004    Rep. Steve Smith (R, Mound) 
2001-2002    Sen. Dean Johnson (DFL, Willmar) 
1999-2000    Rep. Harry Mares (R, White Bear Lake) 
1997-1998    Sen. Steve Morse (DFL, Dakota) 
1995-1996    Rep. Richard Jefferson (DFL, Minneapolis)  
1993-1994    Sen. Phil Riveness (DFL, Bloomington) 
1991-1992    Rep. Leo Reding (DFL, Austin) 
1989-1990    Sen. Don Moe (DFL, St. Paul) 
1987-1988    Rep. Wayne Simoneau (DFL, Fridley) 
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Appendix C:  Minnesota Public Pension Plan Financial Statistics 
 

 Total Membership Funded Ratio Accrued Liability 
Contribution 

Deficiency (Surplus) 
Administered by Minnesota State Retirement System (MSRS) 
General 91,786 95.58% $8,455,335,998 2.55% 
Correctional 
Employees 5,975 92.21% 546,117,680 4.04% 
State Patrol 1,693 106.08% 566,763,689 (1.16%) 
Elective State 
Officers 16 5.03% 4,065,308 NA 
Legislators 517 55.63% 81,836,478 103.64% 
Judges 569 75.47% 191,413,999 0.97% 
Military Affairs No Data*    
Transportation 
Department Pilots No Data*    
Unclassified State 
Employees No Data*    
     
Administered by Public Employees Retirement Association (PERA) 
General 335,090 74.53% 15,892,554,615 1.67% 
Police and Fire 18,506 97.15% 4,956,339,899 7.74% 
Correctional 
Employees 5,353 90.11% 108,923,147 (1.53%) 
Consolidating Local 
Relief No Data**    
Self-Administered 
Teachers Retirement 
Association 142,540 98.51% 18,021,410,061 (0.95%) 
Duluth Teachers 
Retirement Fund 
Association 3,268 86.35% 310,923,821 2.87% 
Minneapolis Teachers 
Retirement Fund 
Association 13,576 44.61% 1,755,912,975 23.30% 
Saint Paul Teachers 
Retirement Fund 
Association 9,766 69.65% 1,299,831,584 7.29% 
Minneapolis 
Employees 
Retirement Fund 5,714 92.10% 1,643,139,996 0.01% 
Minneapolis Police 
Relief Association 690 64.51% 465,275,886 0.00% 

Source: Legislative Commission on Pensions and Retirement. 
* These MSRS plans do not have data covered as part of the regular actuarial valuation reports.  Information 
is usually available in MSRS’ financial report or by request from that pension plan. 
** The PERA consolidating relief plan has no data covered because these relief associations were completely 
merged into PERA Police and Fire in 1999.  There have been no relief associations wishing to consolidate 
since that time, although the fund is kept open as an ongoing concern in case one or more relief associations 
do choose such a merger in the future.
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Appendix D:  Multiplier Increase Cost Methodology 

 
Benefits are calculated as (multiplier times years of service times high-five salary), with 
reductions for early retirement.  If we knew these details for the universe of retired 
employees, it would be fairly simple to calculate the cost of multiplier changes, since one 
would only need to substitute different multipliers for each retiree.  However, that data is 
not publicly provided by the different pension funds.    Therefore, we must make certain 
assumptions. 
 
Information about average salaries, years of service and age are provided for the universe 
of active employees in the yearly actuarial valuation reports.  Employees are divided into 
five-year cohorts based on age and the number of years worked.  For example, there are 
X number of employees in MSRS who are between the age of 55 and 59 years and who 
have worked for 20 to 25 years.  Average salaries are provided for each cohort.  This 
information is presented in cross-tabular form. 
 
We know that most public employees who are pensioners retired with at least 10 years of 
active service and aged at least 55 years.  Now, assume a cross-tabular graph is 
constructed, similar to that for active employees, but instead contains information on total 
number of years worked and age at retirement for the universe of retired public 
employees in each pension plan.  If we assume that the proportional distribution for this 
group resembles the proportional distribution for the set of active employees, then we can 
use active employee data as a proxy for the universe of retired employees. 
 
There are a few difficulties with using this data.  The most challenging problem has to do 
with the two “open-ended” categories: employees who are 65 years of age and older, and 
those who have worked for 30 or more years.  One can reasonably assume a fairly even 
distribution by individual year of age and service year within the other cohort groups, but 
not for these.  Given that few people will choose to work past the date at which they may 
retire with full benefits and that there are undoubtedly some small number of people who 
are retired with less than 10 years of service or 55 years of age; we have chosen to 
assume that all persons in the 65+ age category are 65 years of age, and that all persons in 
the 30+ years of service category have 30 years of service. 
 
The methodology assumes that employees would make the same decisions regarding 
employment and retirement regardless of whether these benefit increases had been 
implemented.  Without surveying persons retiring during the period from 1985 to 2005 to 
determine how changes to pension benefit provisions would have affected their 
retirement plans, there is no data to support how continuing the pension provisions in 
place in 1985 would have affected retirement decisions. 
 
The methodology does not address liability released from turnovers (i.e. plan members 
who discontinue public employments, take a refund of their member contributions and 
forfeit pension benefits).  It is assumed that this would remain unchanged. 
 
Proceeding on this assumption, we set 1985 as our base year since it was the first year 
actuarial valuations were available that were standard for the six plans in this report, and 
it predates the 1989 multiplier increases.  Using the demographic data available in each 
annual valuation report, we calculated estimates of the total pensions that would be paid 
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to this group of people, if they were to all retire, under the benefit package in effect in 
1985 and the benefit package(s) available in the current year.  Wage increases were 
compensated for since benefits were calculated under each scenario using annually 
updated wage data.   
 
Since multiplier increases do not apply to persons already retired, we phased in the 
increases based on retirement dates.  The annual actuarial valuation reports do provide 
information on how long pensioners have been retired (again, in 5-year cohorts), so it is 
relatively easy to estimate how many people are currently retired under any particular 
benefit formula.  Since benefits were increased two times for each of these plans (and 
three times in two cases), different benefit increase percentages must be calculated for 
each benefit plan relative to the 1985 base, and then be applied to the appropriate portion 
of retirees. 
 
It is assumed that total retiree benefits are divided roughly evenly based on the number of 
years retired.  This likely under-estimates the actual dollar increase in annual benefits 
caused by these multiplier increases, since more recent retirees are likely to retire with 
greater benefits than those being awarded to current retirees, primarily because of wage 
growth since a long-time retiree’s last day of employment. 
 
Finally, this methodology is unique to this report, and was derived in an attempt to 
quantify the additional cash-flow costs of the benefit increases provided for between 
1989 and 2005, using the data available to MCPFR staff.   
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Appendix E:  Historical Benefit Increase Comparisons 

Annual Post Retirement Benefit Increases (%) 

Year 
(Effectiv
e Jan 1.) 

MPRIF* DTRFA** MTRFA** SPTRFA** 

1978 4.0000 -- -- -- 
1979 0.0000 -- -- -- 
1980 0.0000 -- -- -- 
1981 3.2090 -- -- -- 
1982 7.4360 -- -- -- 
1983 6.8530 -- -- -- 
1984 7.4990 -- -- -- 
1985 6.9050 -- -- -- 
1986 7.9000 -- -- -- 
1987 9.7920 -- -- -- 
1988 8.0540 -- -- -- 
1989 6.9180 -- -- -- 
1990 4.0400 -- -- -- 
1991 5.1000 -- -- -- 
1992 4.2950 -- -- -- 
1993 4.5530 -- -- -- 
1994 6.0170 4.50 -- -- 
1995 3.9850 2.13 -- -- 
1996 6.3954 3.85 4.6424 -- 
1997 8.0395 6.23 5.6315 -- 
1998 10.0876 7.28 6.3407 7.0000 
1999 9.8254 7.33 7.0125 7.2145 
2000 11.1436 9.67 9.0275 9.2619 
2001 9.5342 8.81 10.2391 7.6723 
2002 4.4935 2.31 5.2500 3.7000 
2003 0.7450 2.00 2.0000 2.0000 
2004 2.1030 2.00 2.0000 2.0000 
2005 2.5000 2.00 2.0000 2.0000 
2006 2.5000 2.00 2.0000 2.0000 

Source:  Legislative Commission on Pensions and Retirement 
* Includes MSRS, PERA and TRA 
** Increases were paid out in years with no data, but in the form of “13th checks”, which were one-time 
payments only and not built into the benefit base. 
 

Comparison of Average Pension Increases to Inflation and Wage Increases, by Selected Major 
and Statewide Minnesota Public Pension Plans, Selected Years (1975 = 1.0) 

Pension plan 1975  1984 1994 2004 % Change  
1975-2004 

MSRS 1.000 1.491 3.830 8.085 708.49% 
PERA - General 1.000 1.865 3.698 6.791 579.12% 
TRA 1.000 1.997 5.497 10.676 967.56% 
DTRFA 1.000 1.365 3.285 5.349 434.90% 
MTRFA 1.000 2.000 4.496 8.056 705.64% 
SPTRFA 1.000 1.873 3.723 6.122 512.24% 
All Wages 1.000 1.748 2.295 3.104 210.41% 
Inflation (CPI for Mpls./St. Paul) 1.000 2.014 2.805 3.670 266.99% 

Sources:  Actuarial Valuation Data provided by Legislative Commission on Pensions and Retirement, Bureau of 
Labor Statistics.  Calculations by MCPFR staff. 
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Appendix F:  History of Major Statutory Changes to Selected Statewide and Major 
Minnesota Public Pension Plans 

 
Prior to the 1975 session of the Minnesota Legislature, contribution rates, full retirement 
benefit eligibility and multipliers for each pension plan were as follows: 

Table 18: Selected Statewide and Major Minnesota Public Pension Plan Retirement Provisions 
in 1975 

Pension plan Employee/Employer 
Contribution (% salary) 

Eligibility Requirements 
(for full retirement 

benefits) 

Multiplier 

MSRS* 4% / 6%** Age 62 with 10 years service; 
age 58 with 30 years service. 

1% X first 10 service years + 
1.5% X subsequent service years. 

PERA: Basic 8% / 10.5%** Age 65 with 10 years service; 
age 62 with 30 years service. 

2% X first 10 service years +  
2.5% X subsequent service years. 

PERA: Coordinated 4% / 5.5%** Age 65 with 10 years service; 
age 62 with 30 years service. 

1% X first 10 service years + 
1.5% X subsequent service years. 

TRA: Basic 8% / 10.5%** Age 65 with 10 years service; 
age 62 with 30 years service. 

2% X first 10 service years +  
2.5% X subsequent service years. 

TRA: Coordinated 4% / 6.5%** Age 65 with 10 years service; 
age 62 with 30 years service. 

1% X first 10 service years + 
1.5% X subsequent service years. 

DTRFA* 4% / 5.0% Age 60 1.15% X number of service years. 
MTRFA*** 6.5% / 6.5% Age 60; 

any age with 30 years service 
1.67% X number of service years. 

SPTRFA*** 8% / 13.5% Age 60 AND 25 years of 
service. 

1.8% X number of service years. 

* Coordinated plans only 
** Additional contributions (1.5% for PERA Coordinated, 2.0% for MSRS and 2.5% for all 
others) were required by law and dedicated to amortize unfunded liabilities. 
*** Basic plans only 
 
Note that eligibility changes are only documented as they apply to eligibility for 
retirement benefits; changes to eligibility for survivor or disability benefits are not 
summarized because those benefits are relatively minor compared to retirement. 
 
Legislative changes occurred during the following years, and years where no changes 
were made are not listed.  Time series data on changes to the contribution rates for 
employees and employers are located in Appendix . 
 

1975 

 
The Legislature abolished local tax levies for teachers’ funds in the first-class cities, and 
took over responsibility for providing the employer contribution to those funds.71  This 
legislation especially affected MTRFA, to which the city of Minneapolis was 
contributing proceeds from a property tax levy to help amortize the plan’s unfunded 
liabilities. 
 
 
 

                                                 
71 Laws 1975, Chapter 306, Section 30. 
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1976 

 
Major changes were enacted to the MTRFA’s pension plan.  The employee contribution 
rate was increased from 6.5% to 8.0%.72  The multiplier was increased from 1.67% to 
2.25%, and a cap of 30 years service was placed on the formula.73  Plan members who 
had retired before May 1, 1974 were given an across-the-board 10% annuity increase.74  
Eligibility for automatic post-retirement benefit increases of 1.5% yearly was dropped 
from age 72 to age 65.75 
 

1977 

 
Further changes were made to the first-class city teacher plans.  The Minneapolis and 
Saint Paul plans were required to coordinate new members with Social Security, effective 
for new hires made after July 1, 1978; to be modeled on the statewide TRA plan.76  The 
additional employer (taxpayer) contribution to TRA to amortize unfunded liabilities was 
raised from 2.5% to 3.0%.77  SPTRFA’s multiplier was raised from 1.8% to 2.0%.78  
Finally, an early retirement incentive was provided for all teachers, with a maximum of 
$7,500 provided to teachers with 15 years of teaching experience between the ages of 55 
and 65, with a reduction of $375 for each year of age over 55 and a reduction of $1,125 
for each year over 60.  The state provided 10% of the funding for the incentive.79   

 

1978 

 
The employee contribution for TRA members was increased by 0.5%, to 8.5% for basic 
members and 4.5% for coordinated members.80  For all plans, a 40 year cap was 
retroactively set on the benefits formula.81  Finally, the state’s reimbursement to school 
districts for the early retirement incentive program rose from 10% to 25%.82 
 
 
 
 
 

                                                 
72 Laws 1976, Chapter 238, Section 1 (originally enacted in Laws 1975, Chapter 306, Section 30 but was 
contingent at that point on the benefit changes made later in 1976. 
73 Laws 1976, Chapter 238, Section 13, Subdivision 3. 
74 Laws 1976, Chapter 238, Section 13, Subdivision 8. 
75 Laws 1976, Chapter 238, Section 13, Subdivision 4. 
76 Laws 1977, Chapter 429, Sections 38-48, 54 and 59-61.  Note that the Minneapolis Social Security referendum 
was first passed during the 1976 legislative session, but was delayed one year to coincide with the Saint Paul 
referendum. 
77 Laws 1977, Chapter 313, Section 1. 
78 Laws 1977, Chapter 429, Section 61. 
79 Laws 1977, Chapter 447, Article IX, Section 2. 
80 Laws 1978, Chapter 781, Section 3. 
81 Laws 1978, Chapter 781, Section 9. 
82 Laws 1978, Chapter 764, Section 87. 
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1979 

 
Coordinated plans were established for teachers in Minneapolis and Saint Paul with 
contribution rates, full retirement benefit eligibility and multipliers as follows83: 

Table 19: Minneapolis and Saint Paul Teachers Coordinated Pension Plan Provisions, as of 1979 

Employee/Employer 
Contribution (% salary) 

Eligibility Requirements Multiplier 

4.5%/4.5% Age 65 with 10 years service; 
age 62 with 30 years service. 

1% X first 10 service years + 
1.5% X subsequent service years. 

 
The employer matching contribution rates for TRA was raised by 0.5% for all members 
to 4.5% for basic members and 8.5% for coordinated members84.  Additional contribution 
rates for the teachers’ funds were raised as follows85: 

Table 20: Additional Employer Contribution Rates for Minnesota Teacher Pension Plans, as of 
1979 

Pension plan Additional Employer 
Contribution Increase 

Total Additional 
Employer Contribution 

Total Employer 
Contribution 

(Basic/Coordinated) 
TRA 0.05% 3.05% 11.55% / 7.55% 
DTRFA 0.09% 1.29% -- / 5.79% 
MTRFA 1.85% 4.85% 13.35% / 4.5% 
SPTRFA 1.13% 4.13% 12.63% / 4.5% 
 
The maximum early retirement incentive for teachers was increased from $7,500 to 
$10,000, with the age penalties with the reductions raised to $500 for each year of age 
over 55 and a reduction of $1,500 for each year over 60.  The program was expanded to 
include teachers at local vocational-technical schools who were employed by a school 
district.  For teachers retiring from the Minneapolis or Saint Paul districts after the 1978-
79 or 1979-80 school years, the maximum incentive was raised to $15,000, with a 
reduction of $750 for each year of age between 56 and 60 and a reduction of $2,250 for 
each year over 60.  The state’s reimbursement to districts for the incentive rose to 50% of 
cost.86 
 
SPTRFA was authorized to establish a post retirement adjustment program, payable from 
investment income if the fund’s investment rate of return exceeded 5.5% (0.5% above the 
assumed annual rate of return) as a one-time lump sum to those persons who have been 
receiving benefits from the fund for at least five years.  The fund was authorized to pay 
up to 0.5% of its assets out as a post-retirement lump sum payment.87   
 
Finally, the statutory amortization target date in the general actuarial reporting law was 
changed from 1997 to 2009, pushing back the date by which all major and statewide 
public pension funds were to be fully funded (on an actuarial basis) by 12 years.  The 
change applied only to liabilities assumed after May 25, 1979, so the pre- and post-law 
accrued liabilities are weight-averaged to determine a new amortization target date.88 

                                                 
83 Laws 1979, Chapter 217, Sections 11 and 15. 
84 Laws 1979, Chapter 293, Section 1. 
85 Laws 1979, Chapter 293, Section 2 and Section 3, Subdivision 2. 
86 Laws 1979, Chapter 334, Article VIII, Sections 9 and 10. 
87 Laws 1979, Chapter 109. 
88 Laws 1979, Chapter 184. 
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1981 

 
Changes were made to the DTRFA pension plan; with the creation of a new coordinated 
plan, designed to conform to the plans covering all other teachers in the state.  The 
employee contribution for both old law and new law members was raised from 4.0% to 
4.5%.89  Moreover, the multiplier was raised from 1.15 to 1.25 times all service years 
(unlike the other teacher plans, which had a tiered multiplier), and retirement benefits and 
annuities were increased 8.7%.90  MTRFA was authorized to establish a post retirement 
adjustment program, identical to the one created for SPTRFA in 1979 (for details, see 
1979 above).91   
 
Legislation also modified MSRS, PERA and TRA to increase from 75% to 95% the 
portion of investment income in excess of the assumed statutory rate of return (5.0%) that 
the fund was required to pay to retirees as a benefit increase.  The smaller remaining 
portion of the excess investment income was still retained to amortize each plan’s 
unfunded liabilities.92 
 

1982 

 
Legislation during this session eliminated the 40 year cap on service credit, and instead 
prohibited a public employee’s pension from exceeding his or her final salary 
immediately prior to receiving the benefit.93  Employee and employer contributions to 
MSRS were modified, dropping from 4.0% to 3.46% of salary, with the employer 
additional contribution dropping from 2.0% to 1.58% of salary.94   
 
The Legislature in 1982 also approved an early retirement option for PERA plan 
members only called the “Rule of 90”.95 Previously, PERA members could only retire 
early with full benefits once they had reached age 62 and had 30 years of service.  Under 
this new program, employees could retire with full benefits when their age and years of 
credited service added up to 90.  Thus, an employee could retire with full pension 
benefits long before the normal retirement age of 65, since a local government employee 
who began service with PERA at age 27 could retire under these circumstances with full 
benefits at age 59 (as 32 years of service plus 59 years of age equals 91). 
 
The Legislature also adopted a 2% increase in the employee contribution for all public 
pension plans96, but eliminated the increase during the 1983 session97 and refunded the 
extra contributions during the 1984 session.98 
 

                                                 
89 Laws 1981, Chapter 269, Section 4. 
90 Laws 1981, Chapter 269, Section 10. 
91 Laws 1981, Chapter 159. 
92 Laws 1981, Chapter 158. 
93 Laws 1982, Chapter 578, Article I, Sections 10, 18 and 19 
94 Laws 1982, Chapter 641, Article I, Sections 9-10 (superceded Third Special Session Laws 1981, Chapter 2, 
Article I, Sections 64-65). 
95 Laws 1982, Chapter 519. 
96 Third Special Session Laws 1982, Chapter 1, Article II, Section 1, Subdivision 1, Clause v. 
97 Laws 1983, Chapter 301, Sections 224-226. 
98 Laws 1984, Chapter 564, Section 45. 
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1983 

 
Lump sum post-retirement payments were provided to MSRS, PERA and TRA members.  
Retirees received $16 for each full year of allowable service credit in 1983 and $17 for 
each full year of allowable service credit in 1984.99  The Pension Commission indicated 
that this provision affected roughly 16,000 employees.100 
 

1984 

 
The 1984 Legislature created the “Rule of 85” early retirement incentive and applied it to 
all the plans detailed in this report; effective for persons retiring between July 1, 1984 
and December 31, 1986.101  Under this new retirement option, employees could retire 
with full benefits when the sum of one’s age and years of credited service equaled 85, 
although employees could not qualify unless 55 years of age.  Someone who began 
service at age 27, therefore, could retire with full benefits after 29 years of service at age 
56. 
 
Various changes were also made to the employer contribution rates.  The additional 
1.87% employer contribution to MSRS was eliminated, while the regular employer rate 
was increased from 3.46% to 3.90%.102  The employee contribution to MSRS was 
increase from 3.46% to 3.73%.103  The additional employer contribution to TRA for all 
members was increased from 3.05% to 4.48%104, and the additional employer 
contribution to the PERA coordinated plan was decreased from 1.5% to 0.25%.105  
 
Changes were made to MTRFA, allowing the fund to increase from 0.5% to 1.0% the 
amount of total assets it paid out annually as a post-retirement benefit when returns 
exceeded the rate of return of 5.0% assumed in statute.  The fund was also allowed to 
distribute the payment to persons receiving benefits for three, rather than for five years, 
thus increasing the number of benficiaries granted such post-retirement bonuses.106 
 
Finally, the changes to the actuarial assumptions were enacted, which raised the pre-
retirement (but not post-retirement) annual interest assumption from 5.0% to 8.0%; and 
the assumption for annual salary increases was adjusted upward from 3.5% to 6.5%.107  
Given the investment performance of these funds over that period, this seems to have 
been good policy. 
 

1985 

 
Legislation in 1985 focused mainly on post-retirement benefits.  MSRS, PERA and TRA 
members were provided with lump sum payments in addition to regular benefits equal to 

                                                 
99 Laws 1983, Chapter 246. 
100 Summaries of Legislation Enacted in 1983, Legislative Commission on Pensions and Retirement. June 3, 1983. 
101 Laws 1984, Chapter 564, Section 44. 
102 Laws 1984, chapter 564, section 5. 
103 Laws 1984, Chapter 565, Section 4. 
104 Laws 1984, chapter 564, section 29. 
105 Laws 1984, chapter 564, section 21. 
106 Laws 1984, chapter 574, section 34. 
107 Laws 1984, chapter 564, section 43. 
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$18 for each full year of allowable service in 1985 and $19 for each full year in 1986.108  
Similar to the changes made to the MTRFA in 1984, the SPTRFA was allowed to 
increase from 0.5% to 1.0% the maximum amount of total assets it paid out annually in 
post-retirement benefit increases, based on the investment return above the 5.0% 
threshold.109  A similar post-retirement benefit mechanism was enacted for the DTRFA, 
with the only difference being that distribution was based on both years of service and 
years in retirement.110  By including years of retirement in the calculation of bonus 
distributions, greater bonuses wre given to person retired longer, who had faced more 
inflation since retirement.  The SPTRFA was also allowed to calculate retirement bonuses 
in this fashion.  Finally, the 30-year cap on retirement serivce credit was lifted for 
MTRFA members.111     
 
One further change was made to the first-class teachers’ funds.  Legislation was passed 
shifting the burden for providing the employer matching contribution from the state to the 
local school districts, although the prohibition against levying for these monies was not 
removed.112 
 

1986 

 
Legislation allowed persons eligible to retire under the “Rule of 85” provision through 
December 31, 1986 to work through June 30, 1987.113  The state also authorized payment 
to certain MSRS and PERA employees taking early retirement before July 1, 1973 or 
certain TRA employees taking early retirement before July 1, 1972 of a 25% annuity 
increase114 which was originally enacted, but not authorized, in 1973.115 
 

1987 

 
Major changes were made to the post-retirement benefits provided to Minneapolis 
teachers.  The MTRFA was authorized to replace the ad hoc “13th check” post retirement 
increase mechanism.  The new post retirement bonus system: 

• provided that benefits be recalculated based on the current formula, 
• authorized a one-time permanent increase equal to 4% for each year in retirement 

up to a maximum of 5 years, 
• provided a minimum retirement benefit of $9,000 per year for a 30 year career, 

prorated by the number of years of service; and 
• raised the annual automatic annuity increase from 1.5% to 2.0%. 

The legislation also changed the actuarial assumptions for post-retirement investment 
earnings, from 5.0% to 8.0% annually.116  Therefore, after enactment of this legislation, 

                                                 
108 Laws 1985, chapter 259, sections 7-8. 
109 Laws 1985, chapter 259, section 3. 
110 Laws 1985, chapter 259, section 2. 
111 Laws 1985, chapter 259, section 4. 
112 First Special Session Laws 1985, chapter 12. article XI, section 13. 
113 Laws 1986, chapter 458, section 21. 
114 Laws 1986, chapter 458, section 38. 
115 Laws 1973, chapter 653, sections 32 and 34; chapter 728, section 25, subdivisions 13 and 14; chapter 753, 
sections 2 and 36; and chapter 755, section 5. 
116 Laws 1987, chapter 372, article III, sections 1-3. 
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investment-return related post-retirement bonuses could only be paid if the fund’s return 
on investment over the most recent three-year fiscal period surpassed 8%. 
 
The mandatory retirement age of 70 was abolished for public employees, in conjunction 
with the federal Age Discrimination in Employment Act that prohibited most mandatory 
retirement age provisions.117 
 
Finally, pre-1973 retirees from MSRS, PERA and TRA were again granted lump-sum 
post retirement bonuses, of $20 per year of service in 1987 and again in 1988.118 

 

1989 

 
The Legislature made significant changes and improvements to benefits during the 1989 
session.  For employees hired after June 30, 1989 in all plans documented in this report, 
the multiplier was increased by 0.5% for the first ten years of service (providing a level 
benefit formula); to 1.5% for each year of service for new coordinated plan members and 
to 2.5% for each year of service for new basic plan members.  For these employees, the 
age at which retirement benefits may be collected was changed to automatically 
correspond to the Social Security retirement age.119  MSRS, TRA, DTRFA, MTRFA and 
SPTRFA employees hired before July 1, 1989 were also given the “Rule of 90” early 
retirement provision.  The provision was eliminated for all public employees (including 
those in PERA, which had previously been the only plan to offer the provision) for 
persons hired on or after July 1, 1989. 
 
The following changes applied to members of MSRS, and the coordinated plans of 
PERA, TRA, MTRFA, SPTRFA and DTRFA (new law coordinated only) as of June 30, 
1989.  Annuities were calculated based on whichever of the following three formulas 
produced the highest benefit:  

• Current benefit formula: 1.0% times first ten years of service, plus 1.5% times 
subsequent years, all times average “high five” salary, with a reduction of 0.25% 
in the annuity for each month (3% for each year) that the employee retired before 
the normal retirement age. 

• Level benefit formula: 1.5% times all years of service, times average “high five” 
salary, with an actuarial reduction120 in benefits for early retirement. 

• “Rule of 90” with current benefit formula rates: 1.0% times first ten years of 
service, plus 1.5% times subsequent years, all times average “high five” salary, 
with no reduction for early retirement if age plus years of service equal at least 
90. 121 

 
The following changes applied to current (as of June 30, 1989) members of the basic 
plans of PERA and TRA.  Annuities were calculated based on whichever of the following 
three formulas produced the highest benefit:  

                                                 
117 Laws 1987, chapter 284 
118 Laws 1987, chapter 404, section 52. 
119 Laws 1989, chapter 319, article XIII, sections 2, 9, 29, 33, 53, 57-58, 71, 75 and 78. 
120 Meaning that the reduced annuity is actuarially equivalent to the annuity that would have been received if its 
receipt were deferred to the age of full retirement, and the annuity amount were compounded at an annual rate of 
3%. 
121 Laws 1989, chapter 319, article XIII, sections 9-10, 33-34, 58, 75 and 77-78. 
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• Current benefit formula: 2.0% times first ten years of service, plus 2.5% times 
subsequent years, all times average “high five” salary, with a reduction of 0.25% 
in the annuity for each month (3% for each year) that the employee retires before 
the age at which full benefits are granted. 

• Level benefit formula: 2.5% times all years of service, times average “high five” 
salary, with an actuarial reduction in benefits for early retirement. 

• “Rule of 90” with current benefit formula rates: 2.0% times first ten years of 
service, plus 2.5% times subsequent years, all times average “high five” salary, 
with no reduction for early retirement if age plus years of service equal at least 
90. 122 

 
The following changes applied to current (as of June 30, 1989) members of the basic 
plans of MTRFA and SPTRFA, along with old-law coordinated (pre-1981) members of 
the DTRFA plan.  Annuities were calculated based on whichever of the following three 
formulas produced the highest benefit:  

• Current benefit formula: 2.5% (MTRFA), 2.0% (SPTRFA) or 1.25% (DTRFA) 
times all years of service, all times average “high five” salary, with a reduction of 
0.25% in the annuity for each month (3% for each year) that the employee retires 
before the age at which full benefits are granted. 

•  “Rule of 90” with the above benefit formulas, with no reduction for early 
retirement if age plus years of service equal at least 90. 

• Level benefit formula: 2.5% (MTRFA and SPTRFA) or 1.25% (DTRFA) times 
all years of service, times average “high five” salary, with an actuarial reduction 
in benefits for early retirement.123 

 
Contribution rate increases were also enacted for various funds.  The employee 
contribution rate for MSRS was increased from 3.73% to 4.34%124, and the employer 
contribution rate from 3.90% to 4.51%.125  The employee contribution rate for PERA was 
increased by 0.23%; from 8.0% to 8.23% for basic members and from 4.0% to 4.23% for 
coordinated members.126 
 
Statutory actuarial assumptions were also changed during this session.  The pre-
retirement assumption regarding investment return was increased from 8.0% to 8.5% for 
the statewide funds under consideration in this report, and the same change was made to 
the pre- and post-retirement assumptions for all three first class teachers’ funds.127  The 
amortization deadlines for full funding (on an actuarial basis) for these plans were 
extended from 2009 until 2020.128 
 
The increased benefits promised by the Legislature during 1989 were paid for by 
changing these statutory assumptions.  By simply changing state law to assuming higher 
investment gains, lengthening the amortization period for unfunded liabilities, and 
adjusting the contribution rates upward, pension funds suddenly had more money 
available to pay for the increased benefit.  Since the retained actuaries must apply these 

                                                 
122 Laws 1989, chapter 319, article XIII, sections 33-34 and 58. 
123 Laws 1989, chapter 319, article XIII, section 94. 
124 Laws 1989, chapter 319, article XIII, section 3. 
125 Laws 1989, chapter 319, article XIII, section 4. 
126 Laws 1989, chapter 319, article XIII, section 30. 
127 Laws 1989, chapter 319, article XIII, section 90. 
128 Laws 1989, chapter 319, article XIII, section 91. 
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assumptions when assessing the funding adequacy of each pension fund, these pension 
benefit increases were “paid for” without any direct appropriation from the state's budget.   
 
Finally, legislation during the 1989 session voided the “Rule of 90” early retirement 
provision if usage exceeded 45% of members eligible to retire under its provisions.129 
 

1990 

 
Legislation enacted in this year reduced the employee contribution rate to MSRS from 
4.34% to 4.15% of salary and the employer contribution rate from 4.51% to 4.29%.130  
The employer additional contribution to the TRA fund was reduced from 4.48% to 3.64% 
of salary.131  These reductions were enacted as part of a budget-balancing program. 
 

1992 

 
Legislation reduced the employee contribution rate to MSRS from 4.15% to 3.99% of 
salary, and reduced the employer contribution rate to the same fund from 4.29% to 4.12% 
of salary.132  Separate regular and additional employer contribution rates were established 
for the first-class city teachers’ fund plans as follows:133 

Table 21: Regular and Additional Employer Contribution Rates for Minnesota Teacher Pension 
Plans, after the 1992 Session 

Pension plan Regular Employer 
Contribution  

Additional Employer  
Contribution 

Total Employer 
Contribution 

DTRFA – both plans 4.50% 1.29% 5.79% 
MTRFA – Basic 8.50% 4.85% 13.35% 
MTRFA – Coordinated 4.50% 1.00%* 5.50% 
SPTRFA – Basic 8.50% 4.63% 13.13% 
SPTRFA – Coordinated 4.50% 1.00%* 5.50% 

* Newly-imposed rates scheduled to begin July 1, 1993, other additional rates formerly included in the regular 
contribution. 

 
The DTRFA post-retirement bonus provisions were amended to eliminate the 
requirement that the fund earn 6% on investment return before paying out up to 1% of the 
fund’s assets as a post-retirement benefit to retired fund members.134 
 

1993 

 
Changes were made in 1993 to the MTRFA and SPTRFA plans to address funding 
problems.  Contribution rates were realigned to match those of TRA as follows:135 
 

                                                 
129 Laws 1989, chapter 319, article XIII, section 96. 
130 Laws 1990, chapter 591, article II, sections 1, 2 and 7. 
131 Laws 1990, chapter 591, article II, sections 5 and 7. 
132 Laws 1992, chapter 513, article IV, section 22, subdivision 8 and sections 38-39. 
133 Laws 1992, chapter 598, article V, section 1. 
134 Laws 1992, chapter 403. 
135 Laws 1993, chapter 357, section 2. 
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Table 22: Total Employer Contribution Rates for Minnesota Teacher Pension Plans, after the 
1994 Legislative Session, by effective date 

Pension plan July 1, 1993  July 1, 1994  July 1, 1995  
MTRFA – Basic 4.85% 3.64% 3.64% 
MTRFA – Coordinated 0.50% 3.64% 3.64% 
SPTRFA – Basic 4.63% 4.63% 3.64% 
SPTRFA – Coordinated 0.50% 1.50% 3.64% 

 
The state also guaranteed additional contributions to each of these two funds ($500,000 
for Saint Paul, indexed to increases in the general education formula allowance; and aid 
of up to $2.5 million for Minneapolis to match school district and city contributions) to 
terminate when each fund’s funding ratio matched that of TRA.136  SPTRFA received $2 
million in aid under this provision between fiscal years 1993 and 1996, and MTRFA has 
received $27,911,000 in state aid (to match the $27,911,000 total provided by the city of 
Minneapolis and the Minneapolis school district) between fiscal years 1993 and 2004, 
with ongoing contributions for MTRFA expected in the coming years.137 
 
A supplemental administrative expense was also assessed against both retirees and active 
members of these two funds.  The total charge was computed by determining the 
administrative expenses for MTRFA, SPTRFA and TRA, as a percentage of total covered 
payrolls.  The charge equaled the dollar value above which either MTRFA or SPTRFA’s 
administrative expenses exceeded the percentage set by TRA.   Each fund’s board was 
given the authority to determine how to allocate this cost between active and retired 
members.138 
 
The post-retirement automatic benefit increase mechanism for MTRFA was adjusted.  
The basic 2% annual increases were unchanged, but the state obligated the fund to pay 
out any investment returns in excess of a five-year annualized rate of 8.5% (minus the 
rate of contribution deficiency) were awarded to retirees.139   
 
The provision voiding the “Rule of 90” if 45% or more eligible employees should utilize 
it was repealed.140 
 
New early retirement incentives were also enacted for all members of MSRS, PERA and 
TRA.  Qualifying employees could choose either to have their accrual rate increased by 
0.25% for MSRS and PERA service and by 0.10% for TRA or first class city teacher 
service, up to a maximum of 30 years; or, could have employer-paid hospital, medical 
and dental insurance until age 65.  Eligibility requirements were as follows. 
For the service accrual rate increase, the member must: 

• Have 25 years of service in one or more Minnesota public pension plans or be 
age 65 with one year of service; 

• Be immediately eligible for an annuity and be at least age 55; and 
• Retire after May 16, 1993 and before January 31, 1994. 

For the employer-paid healthcare, the member must: 
• Currently be eligible for employer-paid insurance; 

                                                 
136 Laws 1993, chapter 357, sections 3-5. 
137 Actuarial valuation reports, Minneapolis and Saint Paul Teachers’ Retirement Funds, various years. 
138 Laws 1993, chapter 357, section 6. 
139 Laws 1993, chapter 357, section 7. 
140 Laws 1993, chapter 280. 
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• Be less than age 65; and, 
• Have at least as many months of service with the current employer as the number 

of months the individual is younger than 65 at the time of retirement.141 
 

1994 

 
The employee and employer contribution rates for MSRS were increased, from 3.99% of 
salary to 4.07%142 and from 4.12% to 4.20%, respectively.143  The Pension Commission 
indicates that these statutes were modified to reflect changes already in effect.144  The 
employee contribution rates for TRA were increased by 2.0%; to 6.5% for coordinated 
members and to 10.5% for basic members.  The multiplier for all TRA members was also 
increased by 0.13%.145  Multipliers for members of this fund were now as follows: 
 
 

Table 23: TRA Multipliers by Plan Type, after 1994 Legislative Session 

Plan Type Multiplier 
Basic – Tiered Benefit 2.13% X first 10 service years + 

2.63% X subsequent service 
years. 

Basic – Level Benefit 2.63% X all years of service. 
Coordinated – Tiered Benefit 1.13% X first 10 service years + 

1.63% X subsequent service 
years. 

Coordinated – Level Benefit 1.63% X all years of service. 
 

1995 

 
Changes were made to the DTRFA plans as follows: 

• The employee contribution rate for all plans was increased from 4.5% to 5.5%.146 
• The multiplier was increased for new law coordinated plans by 0.13% (from 

1.0% and 1.5% to 1.13% and 1.63% under the tiered system; and from 1.5% to 
1.63% under the level benefit system), matching the previous year’s increase for 
TRA.147   

• The accrual rate for the old law coordinated plan was increased by 0.13% from 
1.25% to 1.38% to year of service.148 

• The “13th check” post-retirement benefit adjustment was abolished in favor of the 
same system used by the MTRFA plan (see the 1993 summary for details).149 

 

                                                 
141 Laws 1993, chapter 192, section 108. 
142 Laws 1994, chapter 528, article I, section 4. 
143 Laws 1994, chapter 528, article I, section 5. 
144 Summary of 1994 Pension Legislation, Legislative Commission on Pensions and Retirement, June 10, 1994. 
145 Laws 1994, chapter 524. 
146 Laws 1995, chapter 262, article II, section 2. 
147 Laws 1995, chapter 262, article II, section 7. 
148 Laws 1995, chapter 262, article II, section 12. 
149 Laws 1995, chapter 262, article II, sections 3-5, 11 and 13-14. 
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1996 

 
State and local funding for MTRFA and SPTRFA was increased, by diverting 70% of 
unallocated amortization or supplemental amortization state aid for local police and fire 
plans to these funds (70% to Minneapolis, 30% to Saint Paul).  The legislation required 
certain contributions by the Saint Paul school district and both the city of Minneapolis 
and the Minneapolis school district in order for the funds to receive these monies, and 
permitted property tax levies for this purpose.  The legislation further stipulated that the 
aid cease when the associations are fully funded, and prohibited the revenue from being 
used for benefit increases so long as this particular aid to these funds continued.150  Under 
this provision, MTRFA has received $19,601,000 in state aid between fiscal years 1996 
and 2004, while SPTRFA has received $12,346,000 in state aid during that same 
period.151  This aid is expected to continue into the foreseeable future. 
 

1997 

 
Minnesota’s pension plans underwent major changes during the 1997 legislative session, 
as the legislature altered contribution rates, multiplier and post-retirement adjustments.  
Effectively, MSRS, PERA, TRA, DTRFA (except for “Old Law” coordinated members), 
MTRFA and SPTRFA multipliers were increased from their current levels by either 0.2% 
or 0.07% to be standardized as: 

• Tiered benefit program, coordinated members: 1.2% for first ten years of service, 
1.7% thereafter 

• Tiered benefit program, basic members: 2.2% for first ten years of service, 2.7% 
thereafter 

• Level benefit program, coordinated members: 1.7% for all years of service 
• Level benefit program, basic members: 2.7% for all years of service152 

The “Old Law” DTRFA plan members had their multiplier increased from 1.38% to 
1.45% for all years of service.153 
 
The “normal” retirement age (the age at which plan members may receive full retirement 
benefits) for all plans under consideration in this report was restricted so as to not exceed 
66 years of age.154 
 
The following table indicates the changes to the employee and employer contribution 
rates. 
 
 
 
 
 
 

                                                 
150 Laws 1996, article IV, sections 3, 5-6 and 9. 
151 Actuarial valuation reports, Minneapolis and Saint Paul Teachers’ Retirement Funds, various years. 
152 Laws 1997, chapter 233, article I, sections 19, 40, 51 and 55; article III, sections 8, 9 and 11 
153 Laws 1997, chapter 233, article III, section 11; amended Laws 1995, chapter 262, article II, section 12. 
154 Laws 1997, chapter 233, article I, section 37. 



Minnesota Center for Public Finance Research 
 

 81

Table 24: Changes to Selected Major and Statewide Minnesota Public Pension Plans during the 
1997 Legislative Session 

Pension plan Employee Employer – 
Regular 

Employer - 
Additional 

Employer - Total 

MSRS155  4.07%  4.0% 4.2%  4.0%  4.2%  4.0% 
PERA: Basic156 8.23%  8.75% 8.23%  8.75% 2.50%  2.68%* 10.73%  11.43% 
PERA: Coordinated157 4.23%  4.75% 4.23%  4.75% 0.25%  0.43%* 4.48%  5.18% 
TRA: Basic158 10.5%  9.0% 8.5%  9.0% 3.64%  1.64%* 12.14%  10.64% 
TRA: Coordinated159 6.5%  5.0% 4.5%  5.0% 3.64%  1.64%* 8.14%  6.64% 
MTRFA: Coordinated160 4.5%  5.5%    
SPTRFA: Coordinated161 4.5%  5.5%  3.64%  3.84% 8.14%  8.34% 

* By law, additional rates will be terminated when the unfunded accrued liabilities are eliminated. 
 
Legislation during this session also affected the first-class city teacher plans in other 
ways.  The Saint Paul 13th check post-retirement automatic increase was abolished, and a 
system identical to that used in Minneapolis and Duluth was instituted in its place (see 
1994 summary for details).162  New direct state aid was provided to the Duluth and 
Minneapolis funds; and direct aid was increased to the Saint Paul fund.  As with prior 
aids, the legislation stipulated that these aids would stop once each respective 
association’s funding level matched that of TRA.163  As a result of this legislation, 
DTRFA received $2,430,000 in state aid between fiscal years 1998 and 2002, when its 
funding ratio reached that of TRA; MTRFA received $98,882,000 in state aid between 
fiscal years 1998 and 2004; and SPTRFA received $24,994,000 between fiscal years 
1998 and 2004.164  The aid for MTRFA and SPTRFA is ongoing, through at least fiscal 
year 2005. 
 
TRA benefits were increased for persons whose benefit began to accrue between July 1, 
1997 and July 1, 2002 in order to provide compensation for the impact of expected lower 
post-retirement increases during their lifetimes.  Additional benefits, given as a 
percentage of the permanent increases given to existing, comparable TRA members, are 
as follows165: 

Table 25: Permanent Benefit Increases for TRA Members Retiring Between Fiscal Years 1997 
and 2002 

Retirement Date Additional Benefit 
July 2, 1997 to July 1, 1998 50% 
July 2, 1998 to July 1, 1999 40% 
July 2, 1999 to July 1, 2000 30% 
July 2, 2000 to July 1, 2001 20% 
July 2, 2001 to July 1, 2002 10% 

 
                                                 
155 Laws 1997, chapter 233, article I, section 18 
156 Laws 1997, chapter 233, article I, sections 38 and 39 (although the legislation refers specifically to employee 
contribution rates; from 1974 through 2000, MS 353.27 subd. 3. tied PERA’s regular employer contribution rates 
to the employee contribution rates. 
157 Ibid 
158 Laws 1997, chapter 233, article I, sections 49 and 50. 
159 Ibid 
160 Laws 1997, chapter 233, article III, section 2. 
161 Laws 1997, chapter 233, article III, sections 2 and 3. 
162 Laws 1997, chapter 233, article III, sections 7 and 10. 
163 Laws 1997, chapter 233, article III, section 6. 
164 Actuarial valuation reports, Duluth, Minneapolis and Saint Paul Teachers’ Retirement Funds, various years. 
165 Laws 1997, chapter 233, article I, section 52. 
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Finally, three changes were made to the MSRS, PERA and TRA plans generally, which: 
• reduced the required maximum post-retirement inflation adjustment from 

3.5% to 2.5%,166  
• increased the post-retirement interest assumption from 5% to 6%167, and 
• specified that future increases in accrual rates would apply only to 

prospective service, and not to service years already worked.168 
 

2000 

 
Legislation during this session extended a provision to all funds in this report that 
originally applied only to a few pension plans.169  If a pension plan’s fund moves to a 
100% funded ratio or above, this provision requires that the plan’s excess actuarial value 
be amortized in reverse, meaning that the excess monies are in effect “paid back” to 
employers and employees by reducing the contribution rates for the plan.  Applying this 
provision to a public pension plan also entails that the plan’s amortization date, the date 
by which all unfunded liabilities must be eliminated, is rolled back to be re-set at 30 years 
from that date.170  Therefore, rather than paying out the excess contributions as an on-
going new benefit, the excess is treated as a credit against future contributions.  This also 
is an excellent policy idea, since it prevents legislators from using a one-time surplus to 
award costly long-term benefit increases. 
 

2001 

 
Employee and employer contribution rates for PERA were raised from 8.75% of salary to 
9.10% for basic members and from 4.75% to 5.10% for coordinated members.171 
 

2005 

 
Changes were made to the PERA plan during this legislative session.  The contribution 
rates for employees in the coordinated plan were increased as follows172: 

Table 26: PERA Contribution Rate Changes for 2006 through 2008 

Contribution type Current Law 1/1/2006 1/1/2007 1/1/2008 
Member 5.10% 5.50% 5.75% 6.00% 
Employer - Matching 5.10% 5.50% 5.75% 6.00% 
Employer – Additional* 0.43% 0.50% 0.50% 0.50% 
* Note: additional contribution will increase to 0.75% in 2009 and to 1.0% in 2010 if the 
previous year actuarial valuation indicates that it will be needed to cover the plan’s actuarially 
determined required contributions. 

 
A provision was also inserted into law requiring the PERA Executive Director to 
determine an appropriate increase or decrease in contribution rates of up to 0.25% after 

                                                 
166 Laws 1997, chapter 233, article I, section 5. 
167 Laws 1997, chapter 233, article I, section 58. 
168 Laws 1997, chapter 233, article I, section 55. 
169 PERA’s Police and Fire plan and the plan covering the state’s correctional workers. 
170 Laws 2000, chapter 461, article I, section 6. 
171 First Special Session Laws 2001, chapter 10, article XI, section 13. 
172 First Special Session Laws 2005, chapter 8, article V, sections 2-3. 
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July 1, 2010, if there are two consecutive years with a contribution sufficiency or 
deficiency of at least 0.5%.  The provision further stipulates that the recommendation be 
forwarded to the Pension Commission and become effective the next fiscal year 
(beginning July 1) unless the Commission recommends modification or elimination of 
the change.173 
 
The following table provides a snapshot of the relevant public pension plan provisions as 
of the end of the 2005 legislative session: 

Table 27: 2004 Selected Statewide and Major Minnesota Public Pension Plan Retirement 
Provisions  

Pension plan 
(Hired before 
7/1/89) 

Employee/Employer 
Contribution (% 

salary) 

Eligibility Requirements  
for Full Pension 

Multiplier 

PERA – Basic 8.75% / 11.43% 
TRA – Basic 9.00% / 9.00% 

Age 65 with 3 years 
service; or 
Age 62 with 30 years 
service; or 
Rule of 90 

2.2% X first 10 years 
of service and  
2.7% X subsequent 
years; or, 
2.7% X all years of 
service with actuarial 
reduction*. 

DTRFA –  
Old law coordinated 

5.50% / 5.79% Age 60 with 10 years of 
service; or 
Rule of 90 

1.45% X number of 
years of service 

MTRFA –  Basic 8.50% / 12.14% Age 60; or 
Any age with 30 years of 
service 

2.50% X number of 
years of service 

SPTRFA – Basic 8.00% / 11.64% Age 65 with 5 years 
service; or 
Age 60 with 25 years 
service; or 
Rule of 90 

2.0% X all years of 
service; or, 
2.5% X all years of 
service with actuarial 
reduction*. 

MSRS 4.00% / 4.00% 
PERA – Coordinated 4.75% / 5.18% 
TRA – Coordinated 5.00% / 5.00% 
MTRFA –  
Coordinated 

5.50% / 8.14% 

Age 65 with 3 years 
service; or 
Age 62 with 30 years 
service; or 
Rule of 90 

1.2% X first 10 years 
of service and  
1.7% X subsequent 
years; or, 
1.7% X all years of 
service with actuarial 
reduction*. 

DTRFA –  
New law coordinated 

5.50% / 5.79% Age 65 with 3 years 
service; or 
Any age with 30 years 
service; or 
Rule of 90 

1.2% X first 10 years 
of service and  
1.7% X subsequent 
years. 

SPTRFA –  
Coordinated 

5.50% / 8.34% Age 65 with 3 years 
service; or 
Any age with 30 years 
service; or 
Rule of 90 

1.2% X first 10 years 
of service and  
1.7% X subsequent 
years; or, 
1.7% X all years of 
service with actuarial 
reduction*. 

Pension plan 
(Hired after 7/1/89) 

   

MSRS – General 4.00% / 4.00% 
PERA – Coordinated 4.75% / 5.18% 
TRA: Coordinated 5.00% / 5.00% 

Social Security retirement 
age (up to age 66) with 3 
years service. 

1.7% X all years of 
service. 

                                                 
173 First Special Session Laws 2005, chapter 8, article V, section 4. 
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Pension plan 
(Hired before 
7/1/89) 

Employee/Employer 
Contribution (% 

salary) 

Eligibility Requirements  
for Full Pension 

Multiplier 

MTRFA –  
Coordinated 

5.50% / 8.14% 

SPTRFA –  
Coordinated 

5.50% / 8.34% 

  

DTRFA –  
New law coordinated 

5.50% / 5.79% Social Security retirement 
age (up to age 66). 

1.7% X all years of 
service. 

* Actuarial reduction of 0.25% for each month the member is under age 65. 
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