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Basic Legal Protections Vary Widely

for Participants in Public Retirement
Plans

States take differing approaches to setting core fiduciary standards

Overview

State and local pension plans hold over $3.6 trillion in retirement fund investments for participants and their
beneficiaries, with returns on these investments accounting for an estimated 60 percent of the money paid out
in pension benefits each year. In recent decades, public pension funds, in a bid to boost returns, have shifted
funds away from low-risk, fixed-income investments—such as government and high-grade corporate bonds—to

a greater reliance on equities and alternative investments. This strategy change can provide higher returns, but it
increases the complexity of fund portfolios, as well as the risk of losses.



The rules governing plan trustees and administrators—those individuals, known as fiduciaries, with the authority
to invest and manage these assets—have not always kept pace with this trend. Fiduciaries have a legal duty to
exercise “great care” in managing plan assets. The origins of these duties date back centuries to what is known as
the common law of trusts, which is widely recognized but uncodified law.

The common law of trusts provided adequate regulation when state and local pension funds were primarily
invested in low-risk and fixed-income investments. But the increased complexity and risk associated with
contemporary retirement system portfolios has created a need for clear standards governing the investment
decisions made by those responsible for doing so.! These more complex investments also require more expertise.

Research shows that when compared with private pension funds in the United States and all pension funds in
Canada and Europe, U.S. public pension funds underperform by about 50 basis points per year, tend to invest
more in risky assets, and use higher target rates for investment returns.? Also, U.S. public pension plans—
particularly those whose trustees have limited financial expertise—can be ill-equipped to make these types of
investment decisions, which can have a negative impact on fund performance.?

For example, an independent audit in South Carolina showed that rapid diversification into alternative
investments was difficult for a new, underresourced pension investment commission. In a study of the 73 largest

state-sponsored plans across 50 states, The Pew Charitable Trusts found that the South Carolina Retirement

System had a 10-year return of only 5 percent in 2015, compared with a 6.6 percent return for comparable
funds. That ranked the state 40th out of the 41 similar-size funds. Below-average investment performance has
accounted for nearly $4 billion of the state’s unfunded pension liability with losses that occurred during a period
of heightened concern about fiduciary accountability. In response, lawmakers enacted reforms in April 2017 that
streamline the state's complex governance structure and create clearer lines of accountability.

Weak governance practices also played a key role in the serious fiscal distress facing the Dallas Police and
Fire Pension System in recent years. In part because of failed local real estate investments, the pension fund
is the lowest-performing of more than 100 city and state-sponsored pension funds studied. Investment
underperformance, combined with the cost of a generous supplemental benefit plan, accounts for about $1.4
billion in unfunded liabilities—a deficit that will cost taxpayers more than $50 million annually for decades.

When states adopt accepted and common standards into written law, they can help ensure that plan fiduciaries
act prudently in choosing investments. Clear statutory standards of fiduciary accountability can also boost
confidence among participants and beneficiaries that fund assets will be carefully invested and administered.

Pension experts largely agree on what these fiduciary provisions should include, but codification varies widely
from state to state, in contrast to the rules that govern employer-sponsored private sector retirement plans—
rules for which are standardized under the federal Employee Retirement Income Security Act of 1974 (ERISA).4

Following the shift in the 1990s toward more complex pension investments, legal experts from all 50 states
drafted several model laws, including the Uniform Management of Public Employee Retirement Systems Act of
1997 (Model Act). In 1997, the National Conference of Commissioners on Uniform State Laws recommended that
every state adopt these measures. Some states followed the guidance, but many have proved slow to act.


http://www.pewtrusts.org/en/research-and-analysis/reports/2017/04/state-public-pension-funds-increase-use-of-complex-investments
http://www.pewtrusts.org/en/research-and-analysis/reports/2017/04/state-public-pension-funds-increase-use-of-complex-investments
http://www.uniformlaws.org/shared/docs/management_public_employee_retirement_systems/mpersa_final_97.pdf

Pew identified eight key fiduciary duties and standards included in the Model Act that are particularly important
to state and local pension plans.

The six core duties spelled out in the act require trustees or other fiduciaries to discharge their responsibilities
with respect to a retirement system (bolding is added for emphasis):®

" (1) solely in the interest of [retirement system] participants and beneficiaries;

(2) for the exclusive purpose of providing benefits to participants and beneficiaries and paying reasonable
expenses [for] administering the system;

(3) with the care, skill, and caution under the circumstances then prevailing which a prudent person acting
in a like capacity and familiar with those matters would use in the conduct of an activity of like character and
purpose;

(4) impartially, taking into account any different interests of participants and beneficiaries;
(5) incurring only costs that are appropriate and reasonable; and

(6) in accordance with a good-faith interpretation of the law governing the retirement program and system.”

The Model Act also identifies two other key responsibilities for trustees as they consider how to manage their
systems’ assets. Among their duties, trustees:

o “Shall diversify the investments of each retirement program or appropriate grouping of programs unless the
trustee reasonably determines that, because of special circumstances, it is clearly prudent not to do so.”

¢ “May consider benefits created by an investment in addition to investment return only if the trustee
determines that the investment providing these collateral benefits would be prudent even without the
collateral benefits (i.e., what are known as economically targeted investments or ETls)."®

This brief reviews the laws of the 50 states to see how many have codified the Model Act's core fiduciary
standards for pension funds. The extent to which these provisions have been incorporated in state law is one
measure of the strength of a state’s governance of state and local pension funds. State law should also provide
explicit protections for both beneficiaries and taxpayers. And the absence of clear governing standards can lead
to problems for retirement funds.

Pew's review of the eight Model Act standards in place across the country finds that:

e Three of the most basic and general fiduciary standards and duties described above have been incorporated in
the laws of most states.

e Every state requires fiduciaries to act for the exclusive purpose of providing benefits to beneficiaries.

e Only Delaware, Georgia, and Hawaii do not specifically require that investments be managed in
a prudent manner.

e Thirty-nine states require that pension fund investments be diversified to protect beneficiaries and to
reduce the likelihood of significant losses.



o Codification of the five other duties and standards varies widely. For example:

o Although many states require that certain types of investments be made in-state, the guidance for
selecting among these investments is inconsistent and wide-ranging.

e Just seven states explicitly require that all economically targeted investments be held to a standard of care,
skill, and caution under the circumstances then prevailing that a prudent person acting in a like capacity
and familiar with those matters would use even without collateral benefits.

Pension investment practices and varieties have become increasingly complex, and fiduciary law is only one
component of effective plan governance and management. Others include pension funding policies, investment
expertise, and plan transparency. Adoption of fiduciary standards does not guarantee profitable investments,
but failure to incorporate the core standards in states’ regulatory frameworks disregards long-established expert
recommendations and could put plans and their participants at risk.

Responsibilities of Trustees and Fiduciaries

State and local pension plans are usually run by a board of trustees, which invests and manages the
assets. Many states allow the trustees to delegate certain day-to-day fund operations and investment
oversight to plan administrators or others. In most states and under the Model Act, trustees and those
individuals with discretion to manage public employee retirement systems or plans, or to invest their
assets, are fiduciaries. In those cases where others have decision-making responsibility and serve as
fiduciaries, the trustees usually remain fiduciaries responsible for monitoring delegated decisions.’

Public and private plans: Different legal standards and
protections

Private sector retirement plans must follow federal standards set under ERISA, but the rules covering public
sector plans are far less consistent. The provisions in the Model Act were intended to provide guidance for
pension plans for local and state workers.

Congress enacted ERISA in 1974 in response to concerns that private pension plan funds were being
mismanaged and abused. ERISA makes clear that the fiduciary has an obligation to diversify plan investments to
minimize the chance of significant losses. Lawmakers sought this provision to respond to the long-running shift
from predominately fixed-income holdings to a more diverse range of investments—such as equities, real estate,
and commodities—that began in the 1960s. The ERISA standards reflect what is often described as modern
portfolio theory, the widely accepted body of empirical and theoretical knowledge about the behavior of capital
markets.®

Standards in the Model Act—such as the one requiring funds to diversify their investments—are intended to
incorporate modern portfolio theory. Diversification requirements have been adopted by 39 states as part of
laws regulating state and local employee retirement plans.



Figurel

Statutory Fiduciary Standards for Public Plans Vary Widely

= P4 =
>N T

= &

<
(]

HI
B 8 clauses in state statute I 7 clauses in state statute Il 6 clauses in state statute B 5 clauses in state statute
4 clauses in state statute B 3 clauses in state statute 2 clauses in state statute 1clause in state statute

© 2017 The Pew Charitable Trusts

8 standards of fiduciary responsibility

The Model Act reflects a consensus among experts and builds on existing practices and traditions. Because of
its wide acceptance, Pew uses it as the base for identifying key fiduciary responsibilities that should apply to all
public pension plan trustees and fiduciaries.® Of course, the absence of a fiduciary standard does not necessarily
mean that those individuals responsible will not exercise good judgment. At the same time, these core standards
play an important role in helping to guide these decisions, and there are situations where the absence of such
standards is a problem.



General fiduciary duties

Solely in the interests rule

The solely in the interest provision reflects what is known as the trust duty of loyalty to the participants and
beneficiaries of a pension plan. Trustees must place their duty to plan participants and beneficiaries above any
other duties to anyone else, whether or not those other duties are related to the plan.

This rule means that the trustee or fiduciary cannot serve as an “agent” of the state, a labor union, or any other
entity that might be responsible for the trustee's appointment to a board of trustees. Even when fiduciaries

are elected public officials, they cannot put the needs of taxpayers above the interests of plan participants and
beneficiaries. If investment actions are taken to benefit the state and only incidentally benefit plan participants
and beneficiaries (because they are residents or taxpayers), the fiduciary has not met this loyalty duty.”

Currently, 35 states include the solely in the interest provision in statute or their constitutions. In the private sector,
this standard is clearly spelled out in ERISA rules and has been validated in federal court rulings.

Case study

Dallas Mayor Mike Rawlings (D) referred to the solely in the interest standard in Texas law when he sued
the Dallas Police and Fire Pension System in December 2016." By that point, poor investment results,
including failed investments in local real estate, had helped bring the city’s public safety pension fund
shortfall to about $8 billion.”? At 2.7 percent a year through 2015, the fund's 10-year performance had
proved well below the fund’s target rate and ranked last out of the 105 state and city funds that Pew
tracks. Worse than expected returns accounted for about half of the plan’s unfunded liability. Below-
average returns, combined with costly benefit enhancements, account for nearly $1.5 billion of the plan’s
unfunded liability. City taxpayers face an estimated cost of over $50 million annually to close that gap.”

More recently, the system faced possible insolvency because so many retirees had made optional lump
sum withdrawals using what is known as a deferred retirement option plan (DROP). City attorneys
argued in the lawsuit that each time plan members made those withdrawals “every other member,
pensioner, and beneficiary is being deprived of a constitutionally protected benefit.” The mayor argued
that plan trustees have a duty to manage the system solely in the interest of the beneficiaries as well as a
responsibility to deal impartially with all beneficiaries." In January 2017, the mayor withdrew his request
for a temporary restraining order after the system’s board voided all outstanding DROP withdrawals.
Officials in Dallas and the Texas Legislature made major modifications that included reductions in
benefits for future retirees and more limited access to DROP funds to put the system on a sustainable
financial footing.

Exclusive purpose of providing benefits rule

The exclusive benefit rule is meant to focus the fiduciary's attention on the reason for the plan or trust. Those
responsible for management should not be influenced by motives other than accomplishing the plan’s purpose.
The rule allows fiduciaries to pay reasonable administrative expenses from a plan when necessary to benefit



participants and beneficiaries. Any extravagant administrative expenses, payments in the fiduciaries' interest, or
payments in the interest of any other party would violate this rule.

The exclusive purpose standard overlaps with the solely in the interest rule, but emphasizes different goals.

The latter says that trustees must always put the benefit of participants and beneficiaries above their own
interests or those of others parties. The exclusive purpose rule focuses on the trustee's role, which is to provide
benefits to the participants and their beneficiaries and to limit trust expenses. Together these rules comprise the
trustee's most basic duty—loyalty to plan participants and their beneficiaries.

Pew found that all states have adopted the exclusive benefit rule in statutes, constitutions, or regulations. The
federal Internal Revenue Code requires this rule for tax qualification, which affords tax-favored status to the
plan.

Case study

The exclusive benefit standard proved to be a factor in a Detroit municipal corruption case. According
to court records, Mayor Kwame Kilpatrick (D) and City Treasurer Jeffrey Beasley in 2006 and 2007
solicited and received $125,000 in secret gifts from Chauncey Mayfield, an investment adviser who
wanted the city's pension fund to invest $117 million in his company's real estate projects. As pension
fund trustees, Kilpatrick and Beasley voted to approve the investment. The fund suffered losses of $97
million on these and related pension deals occurring mostly between 2007 and 2010.

In 2013, the three were convicted of various crimes, including conspiracy to defraud retirees through
bribery and kickbacks. Each served prison time.” In the criminal charges, the Securities and Exchange
Commission noted that Michigan state law defined the trustees and the realty firm as investment
fiduciaries. The General Retirement System of Detroit also had an ethics policy on conflicts of interest
that focused on the exclusive purpose duty, a duty the former officials had failed to meet:

“A pension board must discharge all its duties solely in the interest of the participants and beneficiaries
for the exclusive purpose of (1) providing benefits to participants and beneficiaries; and (2) defraying
reasonable expenses of administering the retirement system or pension fund."™®

Prudent person or prudent investor rule

The prudent person rule plays a central role in administering state and local government plans. It is also one of
the oldest fiduciary rules, dating back to an 1830 U.S. Supreme Court case.” The prudent person rule requires
fiduciaries to make investment decisions similar to those that would be made by someone acting in a similar
capacity and familiar with pension issues, as opposed to what is known as a prudent amateur.

Pew found that every state except Delaware, Georgia, and Hawaii incorporates the prudent person rule in its
statutes or constitutional provisions governing public retirement funds.



Case study

Seeking higher returns, some public pension funds invest heavily in more volatile investments—known
as alternative investments—such as hedge funds and private equity. These types of investments can be
complex and risky, and often carry more expensive fees.

Between 2010 and 2014, the Kentucky Retirement System (KRS) invested $24 million with the Camelot
Group, which ran a private equity fund. In 2014, Camelot's founder and manager was indicted for fraud
for allegedly stealing millions from the fund and sent to prison the following year. In 2009, the KRS had
invested $100 million in Arrowhawk Capital Partners, a new fund that failed and closed in 2012.

In a case still pending in mid-2017, the Kentucky city of Fort Wright sued the retirement system for
making “illegal and imprudent investments” involving hundreds of millions of dollars. The lawsuit
filed in state court alleges that Kentucky statutes prohibit the investment of some of these assets in
unregistered hedge funds or private equity funds.”®

The city's suit highlights the prudent person rule, noting that in selecting the type of investments
permitted for pension fund investments, the board, as a fiduciary, must use the care, skill, and caution a
prudent person would use in light of the circumstances.””

Although no clear relationship exists between the use of alternatives and total fund performance, there are
examples of top-performing funds that have long-standing alternative investment programs. Conversely, funds
with recent and rapid entries into alternative markets—including significant allocations to hedge funds—were
among those with the weakest 10-year yields.?®

Impartiality

The duty of impartiality acknowledges that even though a fiduciary for a retirement plan must be loyal to all plan
participants and beneficiaries, different groups covered by the plan may at times have different interests. The
plan fiduciary must be able to impartially consider potentially differing interests of participants and beneficiaries,
such as those that may arise between retirees and working members, younger and older participants, or long-
term and short-term employees. Although fiduciaries are required to consider the interests of various groups in
making decisions regarding pension plans, they are not bound to make decisions that ensure absolute equality
among competing interests.

The duty of impartiality is incorporated in the statutes, constitutions, or regulations of 15 states. The Texas lawsuit
involving the Dallas Police and Fire Pension System, referred to earlier in reference to the solely in the interest
standard, also highlights the impartiality standard because the case raises questions about balancing the needs of
different groups of plan beneficiaries. “If a trust has two or more beneficiaries, the trustee shall act impartially

in investing and managing the trust assets, taking into account any differing interests of the beneficiaries,”
according to the suit. The case is still pending, but the district court granted an emergency temporary restraining
order to stop withdrawals that could harm the overall health of the fund.



Case study

In 2006, the Oregon Public Employees Retirement Board (PERB) sought to recover overpayments from
certain retirees after determining that they had received benefits beyond what they were entitled to. The
Oregon Supreme Court held that the PERB was within its authority to recover the excess amounts, but
found that one of the recovery mechanisms chosen by the board violated the impartiality rule.

The PERB had decided to treat the overpayments as an administrative expense, which effectively
spread the burden of the costs among current employees without recovering any of the overpayments
from retirees. Because this approach favored retirees over other beneficiaries, it violated certain
well-established trust principles. The court found that trustees have a duty of impartiality and must
administer the trust “impartially and with due regard for the diverse beneficial interests created by the
terms of the trust."?

Appropriate and reasonable costs

Thirty-three states include in their statutes, constitutions, or regulations the explicit duty to pay only expenses
that are appropriate and reasonable under the circumstances. Whether administrative expenses are reasonable
depends on many factors, including an assessment of the fiduciary's knowledge about the tasks that must be
performed. For example, a fiduciary who has no experience with actuarial calculations may take more time

asking questions of an actuary about a study focused on those calculations. Even if an actuary were to charge
reasonable hourly rates, the cost of the time spent with the fiduciary would be higher than the cost if the fiduciary
had been an actuary. Still, this cost probably would be reasonable under the circumstances.

Case study

In 2015, Robert Rust, the executive director of the Louisiana Municipal Employee Retirement System,
resigned after a state audit found that he and the board of trustees had improperly spent more than
$300,000 on conferences, expensive dinners, cocktail parties, and travel between January 2010 and
December 2014.22

After investigating the spending, the Louisiana legislative auditor found that “our research failed to
reveal any legal authority for operating funds to be used in a manner inconsistent with the mandate that
a trustee 'discharge his fiduciary duties solely in the interest of the system’s members and beneficiaries
and for the exclusive purpose of providing benefits to the members and their beneficiaries, and defraying
reasonable expenses of administering the system.”">

The auditor found these expenditures appeared to violate the appropriate and reasonable costs
standard.



Good faith interpretation of the law

When it comes to understanding the law, fiduciaries must exercise their best judgment but are not required
to be infallible. For example, a fiduciary who acted prudently—with a good faith belief that his or her actions
were in compliance with the law—would not necessarily violate this duty if actions taken were based on a
misunderstanding of a fine point of law. This means that technical legal violations made in good faith are not
necessarily considered imprudent.

Thirteen states have language in state law or regulations that require pension fund trustees or other fiduciaries to
discharge their duties using a good faith interpretation of the laws governing the retirement program or system.

Case study

In 1987, the Wisconsin Department of Employee Trust Funds and the Employee Trust Fund Board used
Wisconsin Retirement System (WRS) trust funds to pay a “special investment performance dividend”
to those who had retired before 1974 who were receiving payments from an annuity reserve account
that held investment earnings for all system retirees. However, the formula for the distribution of the
payments resulted in three-quarters of annuitants receiving nothing from the dividend distribution.
Before implementing the special dividend, the WRS obtained the state attorney general’s advice that the
act authorizing the dividend did not violate the contracts clause of the Wisconsin Constitution.

In response to a request from a state legislator, the state attorney general also found that the act did not
violate a clause of the state constitution prohibiting the payment of extra compensation. However, the
state Supreme Court later determined that the act did violate the state constitution provision prohibiting
a taking of property without due process of law. The court determined that the annuitants who did not
benefit from the dividend distribution had what is known as a property right to the account’s investment
earnings. That meant they were entitled to have annuity reserves equitably distributed in a manner
consistent with law.

Still, the court found that the trustees had not violated their fiduciary duties when they implemented a
law based on legal advice offered in good faith.?* They had therefore made a good faith interpretation of
the law, even though that was later found to be incorrect.

Investment fiduciary duties

Diversification

The rule of diversification stems from the prudent investor rule, because today's prudent and knowledgeable
investors generally invest based on “modern portfolio theory.” In the context of a public retirement system, this
typically means that the system should invest in assets with a range of risks to balance the potential for gains and
losses.

Typically, an investment with a higher expected rate of return has a greater risk of not meeting its target
objectives. In addition, investing a high percentage of funds in a single investment may make a retirement fund
too vulnerable to that entity’s success or failure. The diversification rule ensures that a portfolio's potential for

10



gains and losses is balanced—so that while the portfolio may not earn the highest possible return during an
economic boom, the impact of catastrophic losses will be minimized during an economic downturn.

Most states make their preference for diversification of investments clear: Thirty-nine have provisions in
statutes or regulations requiring that pension fund investments be diversified.

Case study

By 2015, the Retirement Systems of Alabama (RSA) had invested about 10 percent of its assets in two
state-based multimedia companies, Raycom Media and Community Newspaper Holdings Inc. The RSA
had founded Raycom, a privately held company, in 1996 and has been its primary financing source.?
Such a high proportion of assets in two entities meant significant pension fund vulnerability linked to the
financial health of the companies, their products, and the markets in which they operate. If the company
or media sector more generally were to flounder—even if other sectors of the economy were booming—
low returns on this investment could significantly decrease the value of Alabama'’s retirement fund and
make it harder to make promised payments to plan members.

In addition, privately held and private equity holdings typically do not represent such a significant
percentage of an investment portfolio. Such media investments would ordinarily be part of a more
diversified portfolio.

Alabama, however, does not have a statutory provision requiring diversification of assets. That leaves
the retirement system potentially facing greater risk than a more varied portfolio.

Economically targeted investments

The U.S. Department of Labor defines “economically targeted investments” (ETIs) by private sector pension
funds as investments selected for the economic benefits they create, apart from the investment return to the

employee benefit plan.?® The same definition holds true for public sector plans not covered by ERISA. These can

include job creation and savings, business development, and an increased stock of affordable housing. These

investments can sometimes result in conflicting objectives between the needs of plan participants, who benefit
from maximizing returns, and the sponsoring state or locality, which may benefit from lowered costs, additional
tax revenue, or new economic development. State statutes sometimes direct that governmental pension plans

invest within their states or in certain specific offerings, such as residential mortgages, despite the possibility
that they will bring a substandard rate of return.
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Case study

In 2015, the Retirement Systems of Alabama had about 16 percent of its assets invested in-state—in
private equity or private placement investments and real estate, such as golf courses, office buildings,
condominiums, hotels, and resorts. This included an investment of 9 percent of the total portfolio in a
single privately held media company. That's one of the highest percentages of in-state investments of
the 73 largest state pension funds in Pew's investment database.

Investments in Alabama real estate over the past decade or so have lagged behind median public plan
returns on real estate investments: Ten-year returns for RSA real estate investments as of Sept. 30, 2014,
were 2.32 percent, compared with Wilshire Trust Universe Comparison Service median public plan real
estate returns of 8.78 percent (both gross of fees).

The RSA's in-state investments also have raised questions about whether they were made solely in
the interest of participants or beneficiaries.?”” Alabama does not have a provision requiring that such
economically targeted investments be made solely in the interest of participants or beneficiaries.

The U.S. Labor Department says that private plan fiduciaries that are considering ETls must evaluate them from
the viewpoint of the risk-adjusted rate of return for participants and beneficiaries. Fiduciaries evaluating these
investments may consider community benefits beyond returns only if they determine that the investment makes
sense on its own—without the benefits to the state or taxpayers.

Professional associations also have called for states to adopt specific fiduciary provisions governing investments
in ETls. For example, the National Association of State Retirement Administrators and the Government Finance
Officers Association have both issued best practice recommendations on ETls.?® The National Conference of
Commissioners on Uniform State Laws made its stand on ETls clear in the Model Act, which calls for the same
general approach for public plans. Under that standard, fiduciaries can consider what are known as collateral
benefits of an investment only if the investment would be prudent without those additional benefits.

Still, many states require public employee retirement plans to make economically targeted or in-state
investments. Some have adopted standards that follow the Model Act guidelines. Others have laws that set limits
on ETls ranging from 2 to 3 percent of assets in Florida and Montana to 10 percent in Arkansas. Some states
provide no guidance at all.

Pew's review of state laws found that seven have statutes or regulations that permit consideration of collateral
benefits, such as in-state development, only when fiduciaries determine that the investments would be prudent
even without the additional benefits.

Reviewing state practices and requirements

Pew's examination of state laws, constitutions, and court cases found that key standards, such as the exclusive
benefit and the prudent person rule, were incorporated in the written laws governing pension plans in most states.
But states took a wide range of approaches to incorporating the more specific standards.
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In some instances, states provide plan decision-makers with limited guidance on how to select among investment

options. In addition, many legislatures have set statutory preferences for certain types of in-state investments by
pension plans.

Fiduciary standards can help trustees and administrators better handle political pressures for certain types

of investments, such as those made in-state. First, fiduciaries must place their duty to plan participants

and beneficiaries above any other duties—the solely in the interest rule. Second, any economically targeted
investments under consideration must be deemed prudent before factoring in any potential benefits to the state.
Currently, Missouri is the only state that requires or allows ETls that does not have specific provisions requiring

that investments either be made solely in the interest of plan participants or that they first be prudent for the
plan.

Figure 2

Which States Have Solely in the Interest of Participants and
Economically Targeted Investment Standards in Place?

Neither clause M ETIclause only Il Solely in the interest clause only Hl Both clauses
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Core fiduciary provisions Number of states Number of plans

Solely in the interest of participants 35 67
Exclusive purpose of providing benefits 50 100
Prudent investor rule 47 95
Duty of impartiality 15 27
Appropriate and reasonable expenses 33 62
Good faith interpretation of the law 13 24
Diversification of assets 39 76
Economically targeted investments only when prudent 7 14

© 2017 The Pew Charitable Trusts

Conclusion

Spelling out basic fiduciary duties in state statute or regulation helps establish core standards for managing a
public employee pension system. Pew reviewed the principles governing retirement systems in all 50 states
that hold over 95 percent of state and local plan assets. The research found a wide range of adherence to the
generally accepted, clear, and explicit fiduciary standards in the Model Act.

Experts in plan governance recommend incorporating these standards into a state's regulatory framework.
Failure to do so could put plans and their participants at risk. While more states appear to be strengthening
these protections, all should address these fiduciary issues to establish greater accountability for plan
administration and investment. Incorporating these rules helps form a basis for decision-making and effective
operational practices.
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