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Why GAO Did This Study

Recent market declines have
significantly diminished the asset
value of state and local pension
plans. Reported unfunded
liabilities for these plans are
estimated in the hundreds of
billions of dollars. As a result, in
the long term, these governments
may need to make significant fiscal
adjustments such as modifying
employee benefits, or increasing
contributions to plans. They may
also alter investment strategies to
attempt to maximize returns by
assuming increased risk.
Consequently, GAO was asked to
examine: (1) who makes
investment decisions for state and
local defined benefit pension plans
and what guides their decision
making; (2) how plans allocate
their assets and manage their
investments; and (3) practices that
plans are using to meet a range of
challenges in governance,
investment, or funding.

To address these objectives, GAO
reviewed relevant literature,
interviewed experts in pension and
retirement systems, conducted a
survey of state and local plans, and
performed more detailed reviews
of plans in seven states.

What GAO Recommends

GAO is not making
recommendations in this report.

We incorporated technical
comments from the Departments of
Labor and Treasury and the
Securities and Exchange
Commission as appropriate and
received clarifications from select
outside experts and plan officials.

View GAO-10-754 or key components.
For more information, contact Barbara
Bovbjerg at (202)512-7215 or
bovbjergb @ gao.gov.
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STATE AND LOCAL GOVERNMENT PENSION
PLANS

Governance Practices and Long-Term Investment
Strategies Have Evolved Gradually as Plans Take On
Increased Investment Risk

What GAO Found

A variety of stakeholders, such as boards of trustees and external consultants
and managers, are involved in guiding plan investments. Plan officials
generally expressed a commitment to policies or principles cited by many
experts as key to sound governance, such as enhancing the knowledge and
skills of plan fiduciaries and increasing organizational transparency.

State and local plans reported gradually changing their asset portfolios over
many years by increasing their allocations in higher risk investments partly in
pursuit of higher returns but also for diversification following well-accepted
techniques of portfolio management given their long investment horizon.
Indeed, currently about two thirds of public pension funds are invested in
such higher risk assets. Plan officials stated they are focused on the long term
and generally reported they had not made any major changes to their
investment strategies in response to the market downturn, in which they lost
nearly a quarter of their asset value from June to December 2008. Despite
these losses, plans have reported having sufficient assets to cover years of
benefit payments. Still, according to our survey, an estimated 60 percent of
large and medium plans anticipate changes to their investment strategies in
response to the current economic environment.

Plans have devised various approaches to attempt to address governance,
investment, and funding challenges. These include pooling assets to pursue
lower fees and higher quality managers, consolidating the governance
structures of multiple plans to improve accountability and transparency, and
issuing pension obligation bonds to overcome funding shortfalls. While some
of these approaches predate the market downturn, their impact on plan health
remains to be seen. Still, efforts at increasing disclosure may be helping plan
stakeholders understand the considerable challenges they face.

Estimated Change in Market Value of Plan Assets by Amount of the Change, June -
December, 2008, Reported by Officials for Medium and Large Plans
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Source: GAO survey of state and local plans.
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