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Better, Faster, Cheaper 
Public Pensions’ Not-So-Rosy Outlook
The good news is that funding has stabilized. But a number of factors suggest that there's trouble ahead.
BY CHARLES CHIEPPO | JUNE 23, 2016 
A new study finds that state and local pension funding has stabilized in the last year. But the news is never all good when it comes to public employees' pensions, and another report released this spring suggests that big problems may lie ahead.
In the latest study, from the Center for State and Local Government Excellence, Alicia Munnell and Jean-Pierre Aubry looked at 160 large systems that cover 90 percent of state and local government pension-plan members nationwide. They found that, in the aggregate, the plans had 74 percent of the money that was needed to fund their liabilities in 2015, up from 73 percent the year before. To provide context, the systems were 86 percent funded in 2007, before the Great Recession, and they were 103 percent funded in 2000, at the peak of the longest bull market in history.
There are a number of reasons for the slight year-over-year improvement. First, the amount that state and local governments paid into the plans rose from 86 percent of what's known as the "actuarially determined employer contribution" in 2014 to nearly 91 percent in 2015. In addition, pension-reform legislation in many jurisdictions in recent years has slowed the liability growth, which was 4.2 percent in 2015 and is expected to hold steady.
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There's another reason for the stabilization of state and local government pension systems: relatively strong investment performance in recent years. But that's where problems may lie.
The April report from the McKinsey Global Institute notes that total pension-fund investment returns in the United States and Western Europe over the last 30 years significantly outperformed the long-term 100-year average. McKinsey attributes the strong performance to lower inflation, falling interest rates and strong world GDP growth.
But going forward, the picture looks very different. Interest rates are likely to rise, and an aging world population is expected to slow GDP growth. Increased competition from emerging markets and technology disruptions that remove barriers to market entry will put downward pressure on corporate profit margins, which have been high.
Since the beginning of this century, state and local government pension plans have reduced the assumed returns on which their funding projections are based from an average of 8.1 percent to 7.6 percent. Yet actual returns were lower, even during a period of unusually strong investment performance.
The Munnell-Aubry report includes U.S. equity nominal return projections for the next 5-20 years from eight investment firms. The average of the projected returns is less than 5 percent. The 74 percent funded ratio for pensions is based on that average 7.6 percent projected rate of return.
As the table below shows, if actual returns (known as the "discount rate" because they are the rate at which investment returns allow pension funds to discount their liability) fall in coming years, state and local government pension-system funding ratios will drop precipitously.
[image: Pension return estimates chart]Public pension funds should be congratulated for becoming more realistic about investment returns in recent years. The same goes for state and local governments that have stepped up and contributed more to their pension systems. But if future returns do indeed fall in line with historical averages, we will nonetheless find ourselves in an even deeper pension hole -- one that will make it almost impossible to avoid the existential question of whether traditional defined-benefit pensions remain a viable option going forward.
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Discount rate

Measure 7.6% 7% 6% 5% 4%

Total liability $45 $5.1 $58 $6.6 $7.5
Actuarial assets 3.4 34 34 34 34
Unfunded liability 12 18 25 33 41
Percent funded 74 65 58 51 45

Source: “The Funding of State and Local Pensions: 2015-2020," by Alicia H. Munnell and Jean-Pierre Aubry,
published by the Center for State & Local Government Excellence





image3.jpeg
C-.




image4.png




image1.png
GOVERNING




