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veryone who pays attention to the news

has noticed the drumbeat of reports

urgently warning that the public pension
system is perched on the brink of disaster and
that it will soon collapse, bringing a number of
state and local governments down with it. These
stories are based on questionable research from
self-proclaimed experts in public finance, and
their predictions have created misconceptions
about the health and future of the public-sector
pension system.

Further context and balance is essential to
clearing up these media misconceptions. Media
outlets have been starting with a thesis — that
a public pension crisis is upon us. They cite
opinions and research studies that support their
position without offering a counterpoint from
professionals who understand public finance.
Before rushing to publication, reporters should
test their assumptions by vetting all their infor-
mation and conclusions — otherwise, the pic-
ture presented isn’t fair and balanced.

Providing perspective is a critical role for the
finance officer, who should be able to respond
to media inaccuracies and misunderstandings as
well as providing rapid but measured responses
to media inquiries or published articles. Finance
officers can give the public the information it
needs to preempt or correct the inaccuracies
that are being reported. And of course, where
real problems exist, it is essential to address
them through formal action plans for solving
the problems that involve all constituencies and
stakeholders.

FANNING THE FIRE

Several common themes have evolved in
media reports of pension valuations, bond
defaults, and budgetary deficits. “The sky is fall-
ing” school of coverage features multi-trillion
dollar amounts of supposedly unreported pen-
sion liabilities and so-called experts who predict
state bankruptcies, bond defaults, and pension
fund collapses. Recent examples include a New
York Times article indicating that some states



Exhibit 1: Changes States Made to their Pension Plans from 2000 to 2010
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*Source: “Legislative Changes to State Pension Funds: A Survey,” U.S. Municipal Focus, RBC Capital Markets, December 9, 2010, compiling data from the National
Conference of State Legislatures and the Pew Center on the States.
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might not be able to make their bond payments' and the
December 19, 2010, “60 Minutes” segment — “State Budgets:
The Day of Reckoning” — in which Wall Street analyst
Meredith Whitney warned about an impending widespread
“financial meltdown in state and local governments.” Both
reports were based on questionable assumptions and neither
mentioned the pension reforms many states — including
[llinois, which was featured in both pieces — have enacted
(see Exhibit 1 for a summary).

In addition, today’s reporters are reporting yesterday’s
results, and they don’t acknowledge the difference or the
significant impact the Great Recession had on funded ratios
for virtually all pension systems in 2009 — along with most
other public and private entities’ They also leave out the sig-
nificant recoveries the equity market has experienced since
then. By December 31, 2009, the Dow Jones Industrial aver-
age was up 59 percent from its March
2009 low, and by December 31, 2010,

Pension is a Warning” The article discusses the City of

Prichard’s inability to make retirement benefit payments to
its annuitants. The article factually notes that the town of
27,000 has lost 40 percent of its population, along with an
even greater loss of its tax base. Nevertheless, the story goes
on to generalize that the same fate might befall state pension
systems in California and Illinois. It fails, however, to note
those two states, as stand-alone sovereignties, would rank in
the top 20 largest economies in the world, and therefore any
comparisons to a town with a population of 27,000 are com-
pletely inappropriate.

A variation on this theme is the questionable use of sta-
tistics to imply that public-sector retirees who receive large
pension payouts are representative of all public-sector pen-
sioners, and that this is the cause of all public-sector pension
funding issues. The following is from a May 2010 New York
Times article: “According to pension
plan data collected by the New York

the rebound was 77 percent.

ONE POINT OF VIEW

Finance officers can give the public
the information they need to pre-

empt or correct the inaccuracies

Times from the city and state, about
3,700 retired public workers in New
York are now getting pensions of more

Some of the newly minted experts on
municipal finance who have garnered

that are being reported.

than $100,000 a year, exempt from state
and local taxes. The data belie official

much attention for their research find-

ings have casually dismissed or failed

to acknowledge significant data that

run contrary to their thesis that public pension plans are in
crisis. Their research, which has material omissions, has not
been subjected to standard academic or professional vetting.
Nevertheless, it has been widely used to support the allega-
tions that the sky is falling.

A case in point is the public-sector pension research by
Joshua Rauh and Robert Novy-Marx. It has been cited numer-
ous times in the Wall Street Journal, the New York Times, and
the Washington Post, as well as untold local newspapers that
subsequently picked up those initial stories. These articles
offered no counterpoint from actuaries for public funds or
from professional organizations such as the Government
Finance Officers Association or the National Association of
State Retirement Administrators.

MISLEADING GENERALIZATIONS

Some articles generalize from the specific to the universal.
Consider the following headline: “Alabama Town’s Failed

reports that the average state pension is
a modest $18,000 or $38,000 for retired
police officers and firefighters™ A few
lines down, however, one discovers the following context:
“Roughly one of every 250 retired public workers in New York
is collecting a six-figure pension” — in other words, only 0.4
percent of all retired public workers in the state, or 3,700 of
approximately 925,000 annuitants.

Another statistic missing from the above article is the pro-
file and distribution of “public workers.” It would be useful to
know the proportion of the 3,700 public workers cited who
are retired doctors, professors, and other professionals who
worked for 25 to 30 years or more, making salaries that were
well below what they might have earned in the private sector.
Beyond those annuitants, what are the numbers of teachers,
policemen, and firemen — and the relative percentage of
each group — receiving benefits in excess of $100,000?

Similarly, selective numbers or calculated values are
used to demonstrate the largess behind those “gold-plated
Cadillac” plans, without providing context. Consider the
following from IllinoisIsBroke.com: “During the past three
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Exhibit 2: Long-Term Costs of Switching to a Defined Contribution Plan

Contribution Dollar Amount
40-Year Projection

Putting new hires into a defined contribution plan results in increased costs for the next 30 years.
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years, 175 Illinois workers have retired from state employ-
ment at age 55 after full careers (30 years or more of ser-
vice). The average value of their pensions is approximately
" Without any context or additional background,
we have no idea of the assets associated with those estimated
benefits, what portion of those assets were contributed by
those retired workers, what percentage the 175 retirees repre-
sent of all retirees in the state over the same period, or if there
are legal caps on maximum benefits that actually create incen-

$1 million.

tives for employees to leave at age 55 after a full career.

SIMPLISTIC SOLUTIONS

plans are less volatile and more manageable than traditional
defined benefit plans.

This recommendation seldom includes a discussion of the
significant transition costs and collective bargaining con-
straints involved in such a switch. The truth is that making
such a transition is unlikely to do much to resolve plan spon-
sors’ near- or medium-term fiscal problems. In fact, switching
new employees to defined contribution plans can actually
increase costs in the near term.

When State of Illinois officials stud-
ied shifting new hires to a defined

Advancing the perception that sim-
ple solutions exist for complex prob-
lems, the media often reminds us of the
universal solution to pension funding
problems: All governments have to do
to solve the problem is immediately
convert to defined contribution plans
for all employees. The implicit assump-
tion is that the costs of defined contri-
bution plans are lower and that such
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When State of lllinois officials
studied shifting new hires to a
defined contribution plan for one
of its pension systems, they found
that total costs would be higher

over the next 30 vyears.

contribution plan for one of its pension
systems, they found that total costs
would be higher over the next 30 years.
The reason: transition costs. Putting
new hires into a different plan means
their contributions would stop flowing
into the existing underfunded defined
benefit plan, so other revenue would
be needed to make up the difference.
Exhibit 2 illustrates that putting new



hires into a defined contribution plan
with a 10 percent employer contri-
bution, while continuing to fund the
existing defined benefit plan, would
actually increase the employer’s total
contributions for the next 30 years.

Another problem with replacing

None of this research has been
subjected to vetting by the appro-
priate subject-matter experts —
namely actuaries who practice in

the public sector.

icy organizations. However, a common
shortcoming is that none of this research
has been subjected to vetting by the
appropriate subject-matter experts —
namely actuaries who practice in the
public sector. For example, press releas-
es and Internet links have been issued
regarding recent pension studies,’ but

defined benefit plans with defined
contribution plans as a solution for
managing nearterm retirement costs
is that it is difficult, if not impossible, to modify existing pen-
sion benefits for current active employees as well as current
retirees. This is because of protections afforded by collective
bargaining agreements, constitutional guarantees, laws, and
court rulings. As such, governments must phase in lower-cost
defined contribution plans gradually, as new workers enter
the system. However, even after a conversion from a defined
benefit to a defined contribution plan, it could be decades
before a government would see substantial cost savings.

ACADEMIC AND PROFESSIONAL VETTING

Media reports have generally drawn on research studies
from academics, university research centers, and public pol-

Exhibit 3: Risk-Free Rate Leads to Increased Costs

Contribution Dollar Amount
40-Year Projection

this is not research and findings that
have been presented to actuarial groups
or professional societies.

Some of the most frequently cited work from Rauh and
Novy-Marx are working papers — they have not undergone
the same academic scrutiny and vetting associated with
submission to refereed academic journals.” This vetting pro-
cess uses acknowledged experts in the discipline to serve as
referees, and they typically review the findings without know-
ing the authors, to emphasize objectivity and independence.
Such reviews frequently entail significant revisions or outright
rejection. If the goal of authors such as Rauh and Novy-Marx
is to change public policy, then their research should be
directed to actuarial science or public finance journals,
where an appropriate vetting process can occur.

Funding at a risk free rate requires significant increases for the next 30 years,
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Exhibit 4: Risk-Free Rate Leads to Excess Funding

Funded Ratio
40-Year Projection

Funding at a risk free rate results in an overfunded plan.
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The bottom line is that until research has been fully vetted
by appropriate referees and experts in the discipline — and
any subsequently identified issues addressed by the authors
— preliminary and potentially inaccurate findings should
not be reported in the mass media, or at least not published
without providing a balanced perspective drawing upon

to discount the estimated future benefits payments’ These
same authors argue that a risk-free rate of return should be
used instead to reduce or eliminate the risk inherent in pub-
lic pension plans. (Opinions vary as to what “risk-free” rate
should be used to determine the pension plan liability, rang-
ing from the rate on 10-year U.S. Treasury notes to a basket of

such experts.

UNDERSTATED LIABILITY

Many media reports say the invest-
ment return assumptions public-sector
pension plans use to calculate and
report actuarial accrued liability are
overstated, and therefore that the actu-
arial reports and governmental finan-
cial statements using these assump-
tions are misleading the public by
significantly understating the actuarial
accrued liability. The authors of such
articles typically note that when actu-
aries estimate a public pension plan’s
actuarial accrued liability, they use
investment return assumptions in the
range of approximately 7 to 8 percent
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fixed-income securities that has a higher rate.)

Using the much lower risk-free rates, these studies then proj-
ect multi-trillion dollars of unrecorded and unfunded pension

These studies argue that using a
risk-free rate of return to calculate
pension liabilities will increase the
transparency of the risks public
pension plans are taking, but they
never mention that the use of a
risk-free rate of retum could have

significant negative consequences.

liabilities. They suggest that taxpayers
may be “on the hook” for these huge
unfunded liabilities or that retirees will
lose their benefits. Basically, these stud-
ies argue that using a risk-free rate of
return to calculate pension liabilities
will increase the transparency of the
risks public pension plans are taking
(i.e., investing in equities) and result
in an appropriate reduction in those
risks. These same studies, however,
never mention that the use of a risk-
free rate of return could have signifi-
cant negative consequences for public
pensions, including: contribution rate



volatility; funding levels that are misleading and confusing;
contribution rates that are greater than what is needed; lower
investment returns as a result of shifting from equities to fixed
income; and abandonment of traditional pension plans in
lieu of defined contribution plans, as has occurred outside
the public sector.

The National Association of State Retirement Administrators
(NASRA) has developed a response to the questionable
assumptions and methods Novy-Marx and Rauh used to
develop their conclusions on pension liability valuations’
The NASRA analysis shows that historical investment returns
of public pension plans exceed the typical assumed invest-
ment return assumption of 7 to 8 percent even after incorpo-
rating losses from the 2008 market collapse. From an actuarial
point of view, it also does not make sense to discount the
liabilities at a risk-free rate such as 4.5 percent if the expected
rate of return is expected to average around 7.5 percent.
Fitch Ratings recently released a report regarding U.S. state
and local government pension systems that said: “....to
assume that pension fund returns are going to hover close
to Treasuries going forward seems unrealistic given the long
duration of pension liabilities that are paid by governments
and the fact that governments can confidently be expected
to exist for the long term. Therefore, it is appropriate for these
entities to invest in a diversified, long-term portfolio and

assume a historically justifiable return on investments.”"

In its preliminary views document on pension account-
ing, published in June 2010, the Governmental Accounting
Standards Board (GASB) considered but rejected the Novy-
Marx and Rauh risk-free bond rate method for valuing future
liabilities, stating instead that the interest rate used should
be a reasonable estimate of the rate at which plan assets are
expected to grow as a result of investment earnings."" While
the issue is still under study, it does reflect input from actu-
arial organizations with public-sector practices.

Beyond these conceptual as well as pragmatic issues, the
risk-free rate advocates fail to understand a fundamental
feature of public-sector pension plans. Because actuarial
valuations are, in effect, self-correcting, using the risk-free
rate would lead to actuarial gains developing over time,
which would drive down future year costs. In effect, funding
at 4.5 percent would increase contributions significantly for
many years, resulting in the plan being significantly over-
funded — at the expense of the taxpayer. Exhibits 3 and 4
illustrate this result. Exhibit 3 shows that there is an increase

Responding to Key Media Misconceptions

B Understated Pension Liabilities and Appropriate
Discount Rate. The assumption that public pension plan
liabilities should be discounted at a risk-free rate such as 4.5
percent is not supported by the Governmental Accounting
Standards Board (GASB), is not consistent with histori-
cal public plan investment experience, and does not make
sense from an actuarial perspective. In its preliminary views
document published in June 2010, the GASB considered
but rejected the risk-free bond rate method for valuing
future liabilities, stating instead that the interest rate used
should be a reasonable estimate of the rate at which plan
assets are expected to grow as a result of investment
eamings. Historical public plan investment experience
does not support using a risk-free rate, and it also does

not make sense from an actuarial perspective.

H Bankrupt Pension Funds. The assumption that state
and local governments will contribute nothing to amor-
tize past pension liabilities is not supported by the facts.
According to the Public Fund Survey, pension plan sponsors
made, on average, 9| percent of their required contribu-
tions from 2001 through 2009.

H Defined Contribution Plans. The suggestion that
replacing defined benefit plans with defined contribution
plans will fix the problem is probably practical only for
jurisdictions that have reasonably well-funded retirement
plans; these jurisdictions might be able to tolerate higher
short-term costs in exchange for minimizing future costs.
Jurisdictions with large underfunded pension liabilities
might find the cost of paying off defined benefit plans
while creating new defined contribution plans for new,

younger workers much too expensive.

in annual contributions required for a representative defined
benefit pension plan for the next 30 years if the investment
return assumption is 4.5 percent instead of 7.5 percent.
Exhibit 4 shows that the funded ratio of this same representa-
tive defined benefit pension plan reaches 160 percent if the
investment return assumption is 4.5 percent and the plan
assets actually earn 7.5 percent on average.
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THE SPECTER OF BANKRUPTCY

Another research theme that has gar-
nered widespread media attention is
that state pension systems are headed
for bankruptcy. The Rauh and Novy-

The doomsday scenarios use key
assumptions that significantly devi-
ate from reality, particularly the

idea that all future contributions

or beyond. If all states experience 8§
percent average returns, 20 of the states
will have run out of pension money by
2025

Using the same flawed assumption

Marx studies” report doomsday scenar-
ios using key assumptions that signifi-
cantly deviate from reality, particularly
the idea that governments will fund only
currently earned benefits, and no provi-

will go to paying future benefits,
and none will be used to pay off

the existing unfunded liability.

(i.e., that municipalities will fully fund
all future benefit accruals but will not
make progress toward funding the
unfunded legacy liabilities), another
study by Rauh and Novy-Marx also

sion will be made on behalf of previ-
ously accrued but unfunded liabilities.
In other words, all future contributions
will go to paying future benefits, and
none will be used to pay off the existing unfunded liability.
While that assumption may provide an adequate basis for
conducting a hypothetical and conceptual academic study,
the same assumption reflects neither reality nor statutory
requirements, resulting in a classic straw man.”

The resulting findings forecast dire consequences, show-
ing the specific fiscal year each state’s pension system will
become bankrupt. In a paper titled “Are State Public Pensions
Sustainable?” Rauh actually states the range and calculates
the mean year such financial catastrophe will befall vari-
ous states: “Assuming 8 percent asset returns, Illinois would
run out in 2018, followed by Connecticut, New Jersey, and
Indiana in 2019. Five states never run out, including New

York and Florida, and 17 other states have a horizon of 2030

g
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projects the doomsday for municipali-
ties: “We also identify six major munici-
palities whose current pension assets
would only be sufficient to pay already promised benefits
through 2020, and 20 whose current pension assets would
only be sufficient to pay already promised benefits through
20257

This is, in effect, a self-fulfilling conclusion — of course
pension systems will go bankrupt if they do not receive the
needed funding. An everyday example is a mortgage pay-
ment. If you determine the total cost and then never make a
payment beyond that day, you will default and foreclosure
proceedings will be initiated.

In fact, public pension plans have an excellent record of
meeting their full obligations. According to the Public Fund
Survey, produced by NASRA and the National Council on
Teacher Retirement, pension plan sponsors made, on aver-
age, 91 percent of their required contributions from 2001
through 2009.° The assumption that state and local govern-
ments will contribute nothing to amortize past pension liabili-
ties is not realistic.

In addition, states are sovereignties and have taxing powers
that significantly differentiate governments from the private
sector that can only depend upon market forces to generate
revenue. Government bankruptcy under Chapter 9 reflects
those differences and can result in debt restructuring but not
debt forgiveness.” Moreover, a strong argument can be made
that any state or major governmental issuer will never default
on a general obligation bond, since those entities require a
regular flow of bond proceeds to finance the various capital
projects undertaken on a continuing basis. In addition, self-
supported debt (debt that is to be repaid exclusively from
revenues generated by the enterprise activity for which the
debt was issued) is extremely secure.



CONCLUSIONS

Most of the current “the sky is falling” reporting related
to public pension programs focuses on multi-trillion dollar
amounts of unreported pension liabilities that are purported
to result in imminent state bankruptcies, bond defaults, and
pension fund collapses. While mounting public-sector retire-
ment costs are certainly an issue for many state and local
governments — and a major issue for some — inflamma-
tory rhetoric does nothing to help solve the problem. The
issues the public sector is having with its pension systems are
complicated and multifaceted, and unfortunately there is no
simple strategy for dealing with them. |
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