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EXECUTIVE SUMMARY

In our previous report, “Public Pension Performance: Comparing Pension Investments to Passive Index
Portfolios,” we introduced a method for comparing each state’s public pension fund to a passive index
portfolio.1 Clear and justified metrics of comparison allow retirees and taxpayers to easily understand their
pensions and their strengths and weaknesses. In our report, we determined the best- and worst-performing
funds against the 60/40 passive investment strategy.
Now, we return to these funds to further deconstruct their investment portfolios by analyzing their various
asset allocation configurations. This inquiry intends to illuminate possible correlations between asset
allocation and performance or, conversely, eliminate this factor as a determining driver of pension fund
performance.
IPFI analyzed the Comprehensive Annual Financial Report (CAFR) listed for each state’s retirement system to
better understand the role of asset allocation in pension performance. In general, the top-rated funds had a
higher funding ratio than the bottom rated funds. Our major conclusions are these:
• Asset Allocation - Overall, asset allocation did not drastically vary among the top- and bottom-performing
funds. Global and domestic equity was, on average, by far the largest part of a pension fund’s portfolio.
The top and bottom five funds’ distribution of these assets was nearly identical.
• High Performing States - South Dakota consistently outperformed other states’ pensions, in both its
ranking against the 60/40 strategy and its funding ratio. South Dakota’s commendable prioritization of
benchmarks and fiduciary responsibilities exemplify the values of a successful pension.
• Persistent Unfunded Liabilities - States across the nation continue to grapple with underfunded and
poorly performing public pension systems. Understanding public pension fund performance is the first step
toward creating a new plan of action to better fund each state’s retirement system. In the process, we must
empower plan fiduciaries to fulfill their obligation of increasing returns for contributing plan members and
resist the increasing pressure to wield public pension funds as weapons in current political debates.
• Rise in prevalence of ESG and alternative investment strategies - This analysis is especially prevalent
due to the trend in recent years to seek alternative investment strategies based on social, political, or
otherwise divergent methodologies rather than those based on pure pecuniary interests. One of the
most prevalent of these trends has been the emphasis of environmental, social, and governance (ESG)
factors in pension fund investments. ESG investment can be an important tool for diversifying portfolios
and impacting corporate governance, but ultimately has not been shown to garner the same return on
investment as passive investment strategies.
• Proxy Advisory Firms and Public Pension Funds – The outsized role played by the duopoly of proxy
advisory firms in the U.S. has drawn criticism in recent years as a means for fund managers to avoid
responsibility in the decisions impacting their fund’s performance. Unfortunately, there remains limited
transparency into the decision-making process of these proxy advisors, and public pension performance
seems to indicate that their recommendations do little to boost returns on investment. Among the five
states ranked lowest against the 60/40 investment strategy, four rely on services from these firms.
Meanwhile, the state with the highest performing public pension fund, South Dakota, receives no proxy
advisory assistance.
1

http://ipfiusa.org/wp-content/uploads/2019/08/Public-Pension-Performance_IPFI_August2019.pdf

Evaluating Pension Investment Strategies: A Comparison of Top- and Bottom-Performing State Public Pension Funds to a Passive Index Portfolio

1

• A need to return to fiduciary obligations - Public pension fiduciaries need to focus solely on the financial
returns of their investments. Considering the egregious unfunded liabilities facing public pensions across
the United States, the emphasis on ensuring strong returns is more important than ever. IPFI has long
pushed for the principle that while individual investors should be free to choose whatever strategy best
meets their needs, the fiduciary duty which is the cornerstone of pension fund management must always
prioritize maximized returns with reasonable risk above any other political or social considerations.
The following white paper further details these issues.

OVERVIEW

The United States’ public pension crisis has festered for decades. Total unfunded liabilities across all 50
states sits at $1.35 trillion, reaching the lowest funded ratio in modern history.2 Many state governments have
failed to prioritize their public pension systems and have made unwise investments, ultimately leading to
this current dismal state of affairs. Unsound investment, restricted portfolios, and shareholder activism have
crippled pension managers’ fiduciary responsibilities. According to Pew Charitable Trusts, only seven states
met the 90% funded mark. The average funded ratio of our states’ public pension plans is 70.7%.3
Some pensions are in an even more dire state. In Kentucky, the most underfunded state, the state’s public
retirement system is only 32.8% funded and expected to go further down without reform.4 In an attempt to
remedy this shortfall, Kentucky’s Budget Director John Chilton said that the state’s pension funding would
increase to $1.5 billion in 2017 from $624 million in 2008.5 With such low funded status across many individual
states, the crisis poses a looming threat to more than twenty million retirees who are left to wonder if the
retirement they’ve been promised will still exist. As this issue worsens the threat of whole retirement systems
becoming insolvent increases.
Even though this is a national crisis, states are the only ones capable of resolving it. Most states’ constitutions
ensure that government employees receive the guaranteed retirement they signed up for. Thus, to bring
down this $1.6 trillion shortfall, maximizing financial returns through a wise investment strategy will do the
most to benefit retirees as well as taxpayers. However, when the rate of return is lower than expected, states
must make up the investment’s shortfall from other locations, with taxpayers oftentimes required to cover any
shortcomings. Due to the mounting pension crisis, taxpayers across the country have become increasingly
burdened by mounting costs to support faltering public pension funds. In Illinois, for example, approximately
32 cents of every dollar of revenue goes to pay interest on state debt and contributions to fund pensions as
well as other retirement benefits.6
The situation deteriorated in 2015 when public pensions’ investment returns hit a large slump. Pensions’
return on investments nationally fell to $168.7 billion in 2015 from $534.4 billion in 2014.7 At the same
time, employees and governments’ total contributions increased from $167 billion to $180.2 billion.8 Then,
investment returns plummeted once more to $49.9 billion in 2016.9 In the wake of these massive losses, it’s
more important than ever to focus on maximizing returns.
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https://equable.org/state-of-pensions-2020/
https://www.pewtrusts.org/en/research-and-analysis/issue-briefs/2020/06/the-state-pension-funding-gap-2018
https://www.pionline.com/defined-benefit/underfunded-public-plans-facing-new-round-woes
https://www.courier-journal.com/story/news/politics/2017/08/24/kentucky-pension-crisis-question-answers/549085001/
https://www.cnbc.com/2017/10/18/state-pension-funds-continue-to-fall-behind-heres-how-much-you-owe.html
https://www.census.gov/content/dam/Census/library/publications/2016/econ/g15-aspp-sl.pdf
https://www.census.gov/content/dam/Census/library/publications/2016/econ/g15-aspp-sl.pdf
https://www.census.gov/content/dam/Census/library/publications/2017/econ/g16-aspp-sl.pdf
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Compounding this slump are activists’ calls to politicize public pensions and persuade asset managers
to divest and implement environment, social, and governance (ESG) investments in their investment
strategy. In our previous report, we observed that some pension funds are investing more in ESG
principled investments despite proof that they will stymie strong returns. These calls for divestment are
counterproductive to all involved and only serve as a political message that threatens to pull the U.S. further
into the public pension crisis.
In our previous report, Public Pension Performance: Comparing Investments to Passive Index Portfolios,
we unveiled a new method of comparing public pensions by creating two passive index investment
portfolios: one composed of 50% stocks and 50% bonds, and the other 60% stocks and 40% bonds.10 We
then compared each state’s pension fund investment performance on an annualized ten-year basis to the
performance of the index portfolio. This allows individuals to compare each state’s pension fund performance
to common benchmarks. This assessment serves to provide a thorough understanding of what states can
improve upon their investment strategy to better address this crisis. By highlighting these differences,
we hope that we can assist states in resolving deficiencies in their public pension plans to improve their
investment strategy and avoid increasing the burden on taxpayers in order to pay for investment shortfalls.
In our dissection of the most and least successful pensions compared to the 60/40 benchmark, we began
with the makeup of the investment portfolios. By diving into the top and bottom 5 states’ Comprehensive
Annual Financial Reports (CAFR), we were able to construct records of asset allocation in each fund.
Analyzing the differences between these two ranks of portfolios will help determine if asset allocation plays
a large part in fund underperformance. Asking questions such as “Are there significant differences between
over performing and underperforming pensions’ asset allocation?” and “What is the distribution of funding
ratios among pensions against the 60/40 benchmark?” will go a long way toward clarifying pension success
and failure, and eventually lead to more helpful and more specific questions.

METHODOLOGY

Pension fund managers each describe their own fund with their own individual vocabulary. While some
categories such as “Private Equity” and “Real Estate” are self-explanatory, categories such as “opportunistic”11
can make our data too noisy. In order to provide clean, sensible, and readable data and analysis, we simplified
the twenty unique categories into just six: “Global / Domestic Equity,” “Private Equity,” “Real Return,” “Fixed
Income,” “Alternative Investments,” and “Cash or Equivalent.” With these categories in mind, we are able to do
some statistical analysis in order to provide justifiable insights into our data.
In order to determine what factors of asset allocation are significantly different between the top and bottom
5 performers against the 60/40 benchmark, we went from one category to the next, calculating average and
specific distributions of the asset types’ percentage of the portfolio. Significant differences in asset allocation
between the top and bottom groups of states would indicate correlation between investment portfolio
makeup and pension performance. Such a correlation would warrant more research into asset allocation.
If a relationship fails to form, then other variables should be incorporated into our investigation of pension
fund performance.
While conducting our analysis, we address other forms of pension ranking: specifically, pension funding ratios.
By looking for patterns within the distributions of funding ratios among our top and bottom 5 states, we can
disambiguate between coincidence and correlation. Does a highly funded pension perform well — and vice
versa — or are the two metrics independent?

10 http://ipfiusa.org/wp-content/uploads/2019/08/Public-Pension-Performance_IPFI_August2019.pdf
11 South Carolina and Pennsylvania
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In order to make observations about the distribution of asset allocation among the top and bottom five states,
we used Z-scores, a reliable metric for measuring deviation from the mean of a dataset. Statisticians generally
accept a z-score, — which is also known as a standard score — between -2 and 2 to be a typical deviation
from the mean, as 95% of data will fall between these two scores. Standard scores were calculated using the
average and standard deviation calculated from all ten states. Any data points outside of this deviation should
be considered extraordinary and worth investigating, as some part of that observation is not explained by
variation that naturally exists within a distribution.
With these questions, topics, and tools in mind, we reviewed asset allocation within the contexts of the 60/40
benchmark and pension funding ratios.

RANKING/ASSESSMENT

Global and domestic equity was, on average, by far the largest part of a pension fund’s portfolio. The top and
bottom five funds’ distribution of these assets was nearly identical. The top five funds boasted an average
of 42% of their assets being classified as global and domestic equity. Meanwhile, the bottom five matched
the top with an average of 41%. Among all ten, -2.06 was the most dramatic z-score, demonstrating that the
pensions generally kept with a similar set range.
Private equity, meanwhile, saw a much lower percentage of allocation than global and domestic equity. Once
again, the private equity assets of the top and bottom five — 8.4% and 10%, respectively — made up nearly the
same percentage of the total portfolio as each other. Here, Minnesota was the farthest away from the pack,
with a z-score of 1.7. With private equity, we determined that there was no significant difference in the asset
allocation between the top and bottom performing pensions.
State / Year of
Data

Global /
Private
Domestic Equity Equity

Real
Return

Fixed
Income

Alt.
Investments

Cash /
Equiv.

South Dakota
2019

35.20%

7.80%

8.70%

25.40%

0.00%

22.90%

Kansas 2019

47%

0.00%

22%

19%

12%

0%

Delaware 2019

43%

0%

0%

27.10%

22.40%

7.50%

Minnesota 2019

53%

25%

0%

20%

0%

2%

Ohio 2019

33.70%

9.40%

7.90%

32%

13.20%

3.90%

Average

42.38%

8.44%

7.72%

24.7%

9.52%

7.26%

Wyoming 2019

49%

12%

0%

20%

19%

0%

South Carolina
2019

51.47%

0%

12%

21%

9%

6%

Indiana 2019

21.30%

0%

15.60%

27.50%

20.80%

1%

Maryland 2018

37%

21%

14%

9%

19%

0%

Pennsylvania
2019

48%

16.00%

12%

11.00%

10.00%

3.00%

Average

41.35%

9.8%

10.72%

17.7%

15.56%

2%

In real return assets, the differences between allocation were also marginal. The top five performing funds, on
average, allocated 7.7% of their assets as real return. Similarly, the bottom five allocated 11% of their assets as
real return. The distribution of allocation was also more centralized than the previous two types of assets, with
the most extreme z-score being -1.26. In this category, we began to see some difference between the top and
bottom five pensions, but we have not yet observed any significant deviation.
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Fixed income saw a greater difference in asset allocation than any other category. Nevertheless, the top
and bottom five pensions still maintained similar distributions. On average, the top five trusted 24.7% of their
assets to fixed income, while the bottom allocated 18%. Despite this, the ten did not derivate heavily from
each other. Maryland’s portfolio contained the least amount of fixed income assets and had the most dramatic
z-score in this category of -1.7, marking once again an insignificant derivation from other funds.
Alternative investments’ distribution appeared to be the inverse of fixed income. The bottom five performing
pensions had a higher average percentage of alternative assets, with their 16% overtaking the top five’s 9.5%.
South Dakota and Minnesota, both in the top five performing funds, both allocated no assets to this category.
Both had the most dramatic z-score of -1.6. Meanwhile, the bottom five’s lowest allocation of assets belongs
to South Carolina at 9%. Although the differences between the top and bottom five funds have somewhat
cemented themselves with the past two categories of assets, we have yet to observe a significant derivation
from the distribution of allocation percentages.
Among cash and equivalent assets, the difference of average allocation between the top and bottom five is
less dramatic than fixed income and alternative investments. The bottom five had very little cash assets, with
an average allocation of 2%. Conversely, the top five maintained an average of 7.3%. While the difference
in averages is smaller than the previous two categories, the distribution of cash and equivalent assets has
an outlier. South Dakota has more of these assets than any other of the nine, with 22.9% of their portfolio
dedicated to cash assets. They have the most dramatic z-score out of any distribution, at 2.6. Before jumping
to any conclusions about cash asset’s effect on pension performance against a 60/40 benchmark, it should
be noted that Kansas, the second-best performing fund, has no cash or equivalent assets.

FUNDING RATIOS AND THE 60/40 BENCHMARK

Pension funding lies at the heart of a fund’s ability to maintain their investment portfolios, pay their employees,
and ensure that pensioners get the retirement that they deserve. A pension with a high funding ratio has been
able to avoid the missteps of their colleagues, and generally performs well against most benchmarks. For
the most part, however, a fully funded pension is an ideal, not the norm. On average, a state’s pension fund
is only 69.1% funded. Some pensions are well under 50% funded, with their liabilities overtaking their assets.
Unfortunately, this failure of the pension system is not a new trend.
Kentucky, the nation’s least funded pension fund at 33.9%, has been grappling with this crisis for several
years, spanning both Democratic and Republican governors’ administrations. In 2017, one of Kentucky’s
largest newspapers, the Courier Journal, published several articles on the state’s crisis.12 One of the articles
notes that the situation has devolved so far that it describes the pension’s status as one that “can fairly be
called a crisis.” All of Kentucky’s eight funds are underfunded. Its pension system has constantly backlogged
other legislation and has only fallen into further debt.
Nationwide, concern for pensions’ critical funding ratios has only grown. A mid-2019 report published by The
Tax Foundation described the nation’s critical state, and argued that “in the case of dramatically underfunded
pension plans, reform now may be less costly and less painful than coping with a larger crisis later.”13 Now, in
2020, we at IPFI agree that significant changes need to be made in how most states manage their pensions.
Comparing the funding ratios of the top and bottom five performing pensions will help us understand
what works and what simply doesn’t. Consistencies are indicative of patterns, and patterns are evocative
of solutions.

12 https://www.courier-journal.com/story/news/politics/2017/08/24/kentucky-pension-crisis-question-answers/549085001/
13 https://taxfoundation.org/state-pension-plan-funding-2019/
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In general, the top five funds against the 60/40 benchmark are better funded than the bottom five. The top
pensions have an average funding ratio of 78.7%, while the bottom pensions’ average ratio sits at 63.8%.
Despite this correlation between funding ratio and the benchmark, there is a notable exception. Out of the
bottom five, only the worst performing pension, Wyoming, has a higher funding ratio than the average of the
ten with a z-score of 0.3. Meanwhile, South Dakota once again stands above the rest. With a z-score among
the ten funds of 2.23 and a funding ratio of 100.1% — the second highest in the nation — South Dakota’s
pension consistently performs exceptionally. Against the national funding ratio average, the top 5 performing
funds clearly win out while the bottom 5 are slightly below.
However, the funds that performed worst against the 60/40 benchmark are by no means far from the mean.
South Carolina, the second worst performing state against the benchmark, and the state with the lowest
funding ratio out of all ten, has a z-score of -0.9 within the national dataset. When placing these two rankings
side by side, we see there are both consistencies and contradictions between the two. However, there do not
seem to be any glaring and statistically significant patterns. This combination of pattern and exception leads
us to believe there are more variables to be considered when evaluating pension fund performance against
a set benchmark. In order to gain some insight into what makes a successful pension, we should turn our
attention to the greatest consistency in our data.

SOUTH DAKOTA

Out of the ten states examined during this research, one state’s pension always outperformed the others.
South Dakota was consistently ranked the highest using our metrics. In its performances against the passive
60/40 investment strategy and the pension funding ratio, South Dakota was the most successful pension. In
order to better understand their success, we reviewed two aspects of their pension: the setting and usage of
benchmarks, and the importance of fiduciary responsibilities among the fund’s employees and guidelines.

Benchmarks

Benchmarks assist the state’s fiduciaries by providing a standard to which fund managers may compare
their own returns and measure success or failure. Benchmarks also serve as a guide to determining asset
allocation. The South Dakota Retirement System maintains several benchmarks to ensure each asset type is
performing well.14 These benchmarks are comparable to the one that IPFI utilized in determining the ranking
of each state’s public pension fund. Separating the larger benchmark into asset-specific statistics sheds light
on an otherwise black box, offering invaluable data for South Dakota to make informed financial decisions.
SDRS’ adherence to their own metrics ensures the fund’s managers are meticulously managing each tranche
of the fund.

Fiduciary Responsibility

Such careful management compliments the seriousness by which South Dakota treats their fiduciary
responsibilities. In the past decade, many states have begun implementing an ESG investment strategy. While
some states have succumbed to this pressure, the most well-funded states are for the most part staying out of
the political debate. Matt Clark of the South Dakota Investment Council, the board that determines investment
policy for SDRS, said that “Our statues generally prohibit prioritization of social investing considerations over
maximization of long term risk adjusted returns.”15 By focusing on their fiduciary duty to pensioners, South
Dakota has solidified their success in contrast with other more unreliable funds.

14 https://sdrs.sd.gov/docs/CAFR2018.pdf
15 https://documentedny.com/2019/07/11/public-pensions-pour-millions-into-private-prison-companies/
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South Dakota receives no assistance from proxy advisory firms. Meanwhile, among the five states ranked
lowest against the 60/40 investment strategy, four use the services of these advisory firms. In Indiana,
for example, public retirement system policy states that “when voting the proxies of common stock, the
Investment Manager must act with the care, skill, prudence, and diligence of a prudent expert who is similarly
situated and knowledgeable in the matters under consideration.”16 However, no rigorous review standard is
documented in their proxy voting policy. This malpractice is compounded by the ability of proxy firms to sell
what is virtual fiduciary immunity to their clients.
International Shareholder Services, the largest and most influential proxy advisory firm, has recently
been criticized for providing managers a way to avoid their personal responsibility to the fund they are
maintaining.17 By providing what can accurately be described as “guidance for hire” in lieu of “genuinely
independent analysis,” ISS offers investors the ability to masquerade their own investment policies as a
recommendation from “an independent provider of data, analytics and voting recommendations.”18 Such
misrepresentation lies at the heart of pension fund failure.
Meanwhile, South Dakota’s pension fund takes fault for its own actions. By eschewing the usage of proxy
advisory firms, South Dakota maintains its fiduciary responsibilities. SDRS sets its own policies and statutes,
ensuring that the future of the fund lies in the hands of those personally invested in its outcome. Overall, the
moving parts of South Dakota’s pension fund prioritize only one demographic: its pensioners.

CONCLUSION

Among all assets, the top and bottom five states generally shared similar portfolios. Any differences between
the two discrete groups was insufficient to explain the large difference in fund performance against the
passive 60/40 investment strategy. However, there were occasional glaring separations between the two.
The strong correlation between pension ranking and funding ratios suggested there is more to this picture
to be explored. Furthermore, the consistently exceptional performance of South Dakota offers an illuminating
case study.
In terms of asset allocation, South Dakota stood alone only in the cash or equivalent asset category. With
a z-score of 2.6 and 22.6% of assets allocated to this category, SDRS jumped out at us from the otherwise
static data. Upon further investigation, South Dakota’s pension success was attributed to more than its
copious amounts of cash assets: its fiduciary responsibility to its pensioners was always treated with the
utmost respect. By refusing to politicize retirement or compromise the fund’s decisions with proxy firms, SDRS
prioritized its pensioners first.

16 https://www.in.gov/inprs/files/INPRS_IPS.pdf
17 https://morningconsult.com/opinions/proxy-firms-independence-is-undermined-by-their-own-shadow-reports/
18 https://www.issgovernance.com/file/duediligence/20180530-iss-letter-to-senate-banking-committee-members.pdf
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