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Economic Issues Related to
Retirement Funding 

• Funding  for retirement benefits, including health care, is among the largest fiscal 
challenges  facing many state governments, including Vermont.

• Financial commitments for these programs, especially retiree health insurance, are 
growing much faster than the rate of revenue growth.

• Revenue declines and pension investment losses tend to be concurrent.

• While investment smoothing will spread the loss,  significant additional funding 
will be needed.  

– Budget constraints may create pressures to reduce or limit full funding.

– Despite this, we need to fund pensions now to take advantage of any rebound 
in returns and to avoid exacerbating the situation.

• Mitigating steps must be taken.
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Some Actuarial Terms

• Actuarial Accrued Liability (AAL)

Present value of projected future benefits

• Actuarial Value of Assets (AVA)

Market‐related value, with smoothing, designed to minimize volatility

State utilized five‐year smoothing method

• Unfunded Actuarial Accrued Liability (UAAL)

UAAL= AAL‐ AVA

• Funding Ratio:

Current assets expressed as a percentage of the actuarial accrued liability

• Funding of the Annual Required Contribution (ARC) is the method by which the UAL is eventually paid off

• ARC = sum of :

• Normal Cost (the portion of the cost of projected benefits allocated to the current plan year)

• Amortization of unfunded accrued liability

– Not to exceed 30 years

– As a level $ or level % of pay

• If contribution differs from the ARC, you get a Net Pension Obligation (NPO) or a Net OPEB Obligation 
(NOO).
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Recent Funding History

ARC for 
FY

Based on 
June 30 
valuation 
of

Normal cost 
percentage

Active 
members 
at 
beginning 
of FY

Estimated 
payroll Normal cost

Amortization 
of UAAL

Total 
Recommended 
Contribution 
Excluding 
Expenses Expenses ARC

 Avg 
Compensation 

Total 
retirees

2003 2001 1.23% 7,725 339,611,796 4,177,225 5,867,477 10,044,702 14,670,607 24,715,309 40,611            3,728
2004 2002 2.53% 7,876 359,640,877 9,098,914 2,290,197 11,389,111 17,634,320 29,023,431 41,665            3,833
2005 2003 4.07% 8,079 365,056,890 14,857,815 2,393,256 17,251,071 18,767,995 36,019,066 43,289            4,002
2006 2004 4.49% 8,068 402,927,964 18,091,466 2,500,953 20,592,419 17,622,285 38,214,704 44,560            4,173
2007 2005 5.13% 8,288 364,974,000 18,723,166 2,613,496 21,336,662 18,853,316 40,189,978 46,001            4,399
2008 2006 6.26% 8,411 385,928,461 24,159,122 955,693 25,114,815 17,260,253 42,375,068 47,967            4,555
Change 
2003 to 
2008 409% 9% 14% 478% ‐84% 150% 18% 71% 18% 22%

State Employees

Teachers 

Note: The actuarial method used though the June 30, 2005, report utilized "frozen initial  liability," or FIL, which tended to increase Normal 
cost while holding the unfunded liability constant.  The methodology was changed to "entry age normal" without FIL in 2006.  Due to historical 
underfunding of the VSTRS system, this has resulted in an overstatement of  normal rate as a percentage of payroll.

In the case of VSERS, where historical funding approximated the ARC, the variance is less pronounced.
Note:  While actuarial data is not yet finalized, preliminary runs indicate state employee active account is at 8,128 as of 6/30/09 with 4,768 
retirees., the first significant reduction in the active member population.

ARC for 
FY

Based on 
June 30 
valuation 
of

Normal cost 
percentage

Active 
members 
at 
beginning 
of FY

Estimated 
payroll Normal cost

Amortization 
of UAAL

Total 
Recommended 
Contribution 
Excluding 
Expenses Expenses ARC

 Avg 
Compensation 

Total 
retirees

2003 2002 4.04% 10,257 418,904,021 16,923,722 11,356,088 28,279,810 Not Budgeted 28,279,810 42,225            4,169
2004 2003 6.83% 10,355 437,238,543 29,863,392 11,795,554 41,658,946 41,658,946 43,967            4,386
2005 2004 7.79% 10,315 453,517,153 35,328,986 12,385,332 47,714,318 47,714,318 45,311            4,592
2006 2005 8.96% 10,744 486,857,658 43,622,447 13,004,599 56,627,046 56,627,046 46,657            4,879
2007 2006 5.09% 10,696 499,044,327 25,423,886 13,505,843 38,929,729 38,929,729 48,297            5,192
2008 2007 5.16% 10,675 521,501,322 26,578,087 14,625,964 41,204,051 41,204,051 50,146            5,555

Change 
2003 to 
2008 28% 4% 24% 57% 29% 46% 46% 19% 33%
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Pay As‐You‐ Go Benefit Payments
Actual and Projected
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Impact of Recent Negative Investment Returns

UAAL (pension only):
State Employees Teachers 

As of 6/30/08 Valuation: $  87.1 Million $379.5 Million
December 2008  Estimate*: $319.6 Million $653.6 Million
Preliminary 6/30/09 Using May Investment Returns** $332.5 Million $718.8 Million

Funding Ratio:
State Employees Teachers 

As of 6/30/08 Valuation: 94.1% 80.9%
December 2008  Estimate: 78.2% 67.1%
Preliminary 6/30/09 Using May Investment Returns** 78.5% 65.7%

*Note: The December estimates are based on the change in asset levels and do not include a recalculation of liabilities which could be impacted by a number of factors, including actual experience vs. 
assumptions and personnel changes made as a result of budget rescissions.  The December numbers are estimates and do not constitute a complete valuation study.
**VSTRS 2008 valuation rolled forward with May 2009 investment results. In the case of VSERS, adjustment made for the drop in active population shown in preliminary census data. This is a 
preliminary estimate and does not reflect a full valuation.
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Impact of Recent Negative Investment Returns 
(cont.)

Annual Actuarial Required Contributions (ARC) in the FY08 Valuation:
State Employees Teachers 

FY10 $32.0 Million $41.5 Million
FY11 $33.5 Million $43.5 Million 

Estimated ARC Based on Investment Return as of December 2008:
State Employees Teachers 

FY10 $61.0 Million $57.2 Million
FY11 $64.0 Million $59.9 Million 

December 2008 with reamortization*:
State Employees Teachers 

FY10 $42.6 Million Not calculated
FY11 $44.6 Million Not calculated

Estimated ARC 6/30/09 Using May Investment Returns/Reamortized** :
State Employees Teachers 

FY11 $43.8 Million $60.9 Million
FY12 $45.9 Million $63.8 Million 

Additional Resources Needed to Fund FY11 Estimated ARC 
Over FY10 Levels: $11.8 Million $19.4 Million

TOTAL $31.2 Million
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* The Teachers had a more recent reset of the reamortization period. While new group F changes had a reamortization reset, balance of VSERS did not. Above 
reflects estimate based on reamortization at 30 years. Legislative change subsequently made at 29 years.
**VSTRS 2008 valuation rolled forward with May 2009 investment results. In the case of VSERS, adjustment made for the drop in active population shown in 
preliminary census data. This is a preliminary estimate and does not reflect a full valuation ;ARC incorporates new statutory amortization period.



Teachers’ System Funding Would be Far Worse 
Without Recent Efforts to Meet Full Funding of ARC
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63.7%

24.3%

12.0%

Investment Earnings

Employer Contributions

Employee Contributions

Source: NASRA, Key Facts Regarding State and Local Government Defined Benefit Plans, January 2007.

Investment Earnings Comprise the Greatest 
Source of Revenue for Pension Funds
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Prefunding Over Time Maximizes Investment 
Gains and Reduces Annual Costs

9

The challenge is continuing to 
fund the ARC in current 
economic climate…

Note: Future retirements are reflected in the benefit 
payments. The ARC effectively assumes a constant 
number of actives. The unfunded liability is a 
reflection only of current participants on the valuation 
date, while the projection of future normal costs 
reflects the assumption that active people are 
replaced as they leave by new entrants who do not 
alter the normal cost as a percentage of pay for the 
group.



Level Funding the ARC at Current Appropriation Levels is 
Not an Option

Degradation of Pension Assets Assuming Contributions Frozen at Existing Levels
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Year
Resulting Asset 

value
Resulting 

Funding ratio:

FY 2011 1,043,982,162 74.89%
FY 2012 1,073,050,334 71.17%
FY 2013 1,097,612,448 67.34%
FY 2014 1,117,102,071 63.40%
FY 2015 1,130,671,318 59.37%
FY 2016 1,137,500,449 57.57%
FY 2017 1,136,510,380 55.54%
FY 2018 1,126,314,007 53.25%
FY 2019 1,106,251,479 50.69%
FY 2020 1,075,205,702 47.85%
FY 2021 1,031,919,082 44.68%
FY 2022 975,352,975 41.16%
FY 2023 904,883,635 37.28%
FY 2024 818,920,579 32.99%
FY 2025 716,266,413 28.27%

Hypothetical model for VSERS 
Funding at FY10 Levels Instead of Full ARC

Note: This is a hypothetical model assuming that experience emerged exactly in accordance with actuarial assumptions.  Model assumes that the market 
value earns exactly 8.25% in every future year, and that the effect of the smoothing method thus wears off over the first five years of the projection. 

As noted in the 2005 study, the critical tipping point is not when assets run out or even decline, but when governments no longer believe the required 
contributions are realistic and give up trying to fund the actuarially required contributions or are faced with devastating changes to benefits or personnel 
levels.

* Chart corrected  from original presentation.

Year
Resulting Asset 

value
Resulting 

Funding ratio:
FY 2011 1,176,483,941 74.89%
FY 2012 1,196,653,452 59.15%
FY 2013 1,207,160,749 55.58%
FY 2014 1,207,011,050 51.83%
FY 2015 1,195,430,769 47.93%
FY 2016 1,171,763,236 45.73%
FY 2017 1,134,991,990 43.21%
FY 2018 1,084,428,005 40.37%
FY 2019 1,019,472,809 37.18%
FY 2020 939,603,083 33.62%
FY 2021 844,015,450 29.68%
FY 2022 732,192,039 25.34%
FY 2023 603,391,789 20.57%
FY 2024 456,869,381 15.35%
FY 2025 291,908,399 9.67%

Hypothetical model for VSTRS
Funding at FY10 Levels Instead of Full ARC *



Conventional Wisdom is that public 
pension plans have historically 
rebounded and, with prudent 
management, will do so again

Does this still hold?
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Other Post Employment Benefits (OPEB)

• Beginning in FY 2008 the Government Accounting Standards Board 
required the disclosure of other post employment benefits in the State’s 
financial reports.

• OPEB refers to any post employment benefit other than pensions 
(medical, life insurance, long‐term care, etc.), although medical is the 
most significant component.

• Currently the State does not prefund, with the exception of a small 
portion of Medicare D reimbursements from the State Employees’ system.

• Budget a year’s premiums in the State Employees’ system; expenses not 
explicitly budgeted and funded in the Teachers' system 

• To maintain funding in the future, we need to budget and fund the 
actuarially required contribution.
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Health Care Expenses Are Creating Additional 
Strains on the Teachers’ System

• State Employees: 
– Administrative expenses, including health care, are appropriated through a “charge” to 

each department budget as a percentage of payroll and are collected with each payroll.

– An OPEB Prefunding account has been established by State Statute; to date only 
Medicare D funds have been designated to prefunding.  Only $4.8 million through 
6/30/09 (preliminary unaudited).

– State OPEB is just 0.6% funded. 

– Separate OPEB Fund establsihed.

• Teachers
– No explicit funding of administrative (including health care) expenses.

– Funding would require $16.4 million, increasing with inflation on an annual basis.
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Teacher Pension Heath Care Issue
• Pension plans are expected to provide primarily pension benefits. Where health care benefits are provided 

through the same plan (not the predominant model) they must, according to IRS code, be subordinate to 
the pension benefits and must also be managed through a separate “sub trust.”

• IRS code establishes a 25% limitation on contributions to 401(h) sub trust.  One of the many conditions that 
a pension program must meet is that the “aggregate actual contributions” for medical benefits do not 
exceed 25% of the “total actual contributions” to the plan after the date it first offers medical benefits.

• In the case of the State system, “pay‐as‐you go” health care premiums are explicitly budgeted, along with 
other administrative expenditures, and are budgeted as an “add‐on” to the actuarial required contribution 
for pension benefits. That provides an ongoing funding mechanism.  A “true‐up” is conducted each year, 
impacting future appropriations, accounting for any surpluses or deficits ion the planned expenditures. 

• In the Teachers’ system, health care is treated as a loss to the system and therefore impacts the 
contribution level calculated by the actuary.  It is in essence “retrospective financing,” always incorporating 
a lag. 

• As such, there are no explicit current appropriations to pay for the health care expenses; an explicit 
appropriation cannot be transferred to an OPEB or similar fund to pay for these.  In order to create a 
separate fund to pay these costs, we would need to appropriate similar amounts of funds, in the order of 
$16.4 million plus and going up each year. 

• Over time, this will reduce the pension ARC, which incorporates a heath care portion, but not at a 1:1 ratio 
and not with the original “jump‐start” needed to fund the health care fund.  14



Post Employment Benefits a Significant Obligation 
Recognized for the first time on the State’s Books in 

FY 2008
State Employees

8.25% (Prefunding Assumed) 4% (Pay‐As‐You‐Go)
Unfunded Liability $423.5 Million $751.0 Million
ARC for FY09   $36.7 Million   $58.7 Million
Pay‐As‐You‐Go applied to ARC   $23.0 Million   $23.0 Million

Teachers
8.25% (Prefunding Assumed) 4% (Pay‐As‐You‐Go)

Unfunded Liability $424.1 Million $863.6 Million
ARC for FY09   $32.3 Million   $59.1 Million

The budgeted health care expenses in the State Employees’ system can be used to 
offset the ARC.  In the Teachers’ system, the lack of an explicit budget for health care 
results in a higher liability.
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Current Estimated VSTRS OPEB Liability as of  FY 2009

16
Note:  Pay-as-you-go is not explicitly funded and is paid through the Retirement System.  See FY08 Audit presentation, previous page.



Current Estimated VSERS OPEB Liability as of  FY 2009
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Steps Already Taken to Mitigate  Pension and Health Care 
Fiscal Impacts

1. Teacher Funding Study (2005)
a) Created a commitment to funding discipline

b) Change in actuarial method to Entry Age Normal

c) Recommended change in rate of return to 8.25%

d) Did not address benefit levels

2. Group F Changes
a) 2008 Legislature passed Act 116, a comprehensive approach to funding a full (up to 5 percent) 

group F cost‐of‐ living adjustment (COLA) for State employees retiring on or after July 1, 2008.

b) Previously, Group F members were the only State employee group that did not have this benefit. 

c) It will be paid for by a combination of an increase in the group F member contribution rate coupled 
with changes in retirement benefits and medical insurance subsidies for future newly hired group F 
members including a tiered health care funding model.

d) This legislation saves the State money. 

1. Over the next 30 years, the projected savings total approximately $265 million if we 
continue to fund our retiree medical benefits on a pay‐as‐you‐go basis, and an 
estimated $308 million if we move to pre‐funding our retiree medical insurance. 

2. The present value of these projected savings is $46 million and $70 million respectively.
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Steps Taken to Mitigate  Pension and Health Care 
Fiscal Impacts (cont.)

3. State System:  Re‐amortize the unfunded actuarial liability (UAL)

• Teacher system re‐amortization reset by statute effective 7/1/06 to 30 years

• State system was not reset

• Group F changes went into effect on 7/1/08. These changes were amortized over 30 
years while all other liabilities remained unchanged

• Even without recent investment experience, resetting the amortization period makes 
sense

• Unusually short periods create greater volatility in the ARC

• If no amortization at all, gains and losses would all be absorbed in one year

• With the resetting of the amortization period for the entire unfunded liability to 30 
years beginning 7/1/2008, there is a significant impact on the ARC :

Without Re-amortization With Re-amortization 

FY10 $61.0 Million $42.6 Million
FY11 $64.0 Million $44.6 Million
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Potential Steps to Mitigate  Pension Impacts

1. Review of Actuarial Assumptions
• While assumption uses in the actuarial reports are generally long‐term, there is an 

opportunity to factor in short‐term changes that may have significant impacts:

– Health Care Changes

– Payroll Changes from Revision Actions

– Any Planned Personnel Actions

• Staff Reductions

• Temporary COLA Adjustments

2. Teacher Health Care Funding
• In the Teachers’ system, health care is treated as a loss to the system and therefore 

impacts the contribution level calculated by the actuary.

• Need to begin process of identifying long‐term sustainable system of funding health care 
costs. 

• The 25% IRS subordinate requirement will impact this plan in the near future. Need to 
be pro‐active.
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Potential Steps to Mitigate  Pension Impacts
(continued)

3. Review Benefit Levels and Provisions
a) The cost of the benefit plan should be sustainable and predictable over the long term.

b) The plan should also be compatible with changing workforce and demographic 
trends.

4. Review  Employer and Employee Contribution Levels
a) Employee contribution rates set by statute

b) Historically, rates have remained constant as employer costs increased

c) Health care‐ tiered system established for new group F members in state; should we 
consider in VSTRS?

d) Health care prescription benefit vs. Medicare D subsidy

5. Review of Alternative Benefit Delivery Models
a) Defined contribution, hybrid, cash value plans

b) What are funding implications for legacy systems?
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In conclusion . . .

22

• To keep pension and OPEB  benefits fair and affordable we 
must:
– Acknowledge  the problem

– Assess the ability to pay and identify existing and potential funding sources

– As needed, restructure the payments with a realistic, dedicated source of 
funding  matched to realistic and attainable benefits

• Failure to address the issue now will lead to  potentially larger 
problems later and more draconian steps, failing both the 
employees and the taxpayers.
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