
Throughout this piece, in referring to a “pension plan” we 
are referring to a traditional DB plan. However, as we will 
note later, many municipalities have begun offering DC 
plans or hybrid DB/DC plans.
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The topic of public sector pension plans continues 
to inundate the news, with much attention paid to 
underfunding of pension plans, underperformance of 
pension assets and benefit reforms implemented across 
the country. This is an issue that likely gets worse before it 
gets better for many states and local governments, in our 
view. In this piece, we will describe what a pension plan 
is, explore what affects pension funding levels and start 
to discuss how pension underfunding impacts municipal 
credit issuers. In our next Muni Opinion, we will dive into 
the impact of pension funding on credit quality and on 
market performance. 

What is a pension plan?

The vast majority of municipalities offer defined benefit (DB) 
pension plans. The employer (in this case, a municipality) 
and its employees contribute funds that are set aside and 
invested for the employees’ future benefit. The municipality 
takes on the investment risk. It is responsible for paying 
out the liability, or predetermined benefit promised to 
the employee at retirement, regardless of investment 
performance. The level of benefits offered varies by plan 
and municipality. DB plans often provide for cost of living 
adjustments (COLAs) during retirement which increase the 
payout in line with inflation, a benefit to employees which 
increases the liability. 

This contrasts with a defined contribution (DC) retirement 
plan where both the employee and employer contribute 
to the plan but the employee takes on the investment risk. 
Examples are 401(k) plans, 403(b) plans, employee stock 
ownership plans and profit-sharing plans. The amount the 
employee receives at retirement is the sum of contributions 
(from the employee and employer), adjusted by investment 
return and net of investment and administrative fees.
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Pension funding: Inputs

Pension plans are designed to be pre-funded. Employers 
and employees contribute funds to a trust, which is 
invested in stocks, bonds and other assets with the goal  
of accumulating sufficient capital to pay liabilities when 
they come due. The difference between total assets and  
the total liability is the funded status of a pension plan: 
over- or underfunded. The vast majority of public pension 
plans are underfunded to some extent. So, what affects the 
funded status? 

Contributions to the pension trust also considerably affect 
the funded status of a plan. Each year, the unfunded liability 
grows by interest on the existing unfunded liability and 
is reduced by contributions paid towards it1. Inadequate 
contributions drive unfunded liability growth. As the plan’s 
sponsor, a municipality’s contributions may be discretionary 
versus employee contributions which typically are taken out 
of payroll. Municipalities may choose to contribute more to 
ensure that assets are sufficient to pay benefits in order to 
offset a year of inadequate investment performance. 

While investment performance and contribution rates impact 
the asset side of the funding equation, retiree benefits 
offered impact the liability. Municipalities can theoretically 
lower an unfunded liability by decreasing benefits offered to 
employees. The degree to which this can be done varies by 
state, as you’ll see in our reform discussion. 

Effects of an unfunded pension plan

The funded level of a pension plan has material implications 
for the municipality. An unfunded pension plan equals 
an unfunded liability, which pressures the balance sheet. 
An increasingly unfunded liability yields larger required 
contributions to the plan. In 2016, the funding ratio 
worsened for 46 states4. This can crowd out spending on 
other obligations and limit financial flexibility. As required 
pension funding amounts increase, some municipalities 
may have to reduce social, welfare and educational services 
or raise taxes5. 

Investment performance generally has the largest impact 
on changes in unfunded pension liabilities1, 2, 3. The target 
discount rate, or assumed investment return, is a large driver 
of the total pension liability. Theoretically, all else equal, asset 
return below the target investment return (i.e. discount rate) 
drives growth in the unfunded liability. Public pension plans 
typically assume investment returns between 6.75-8%2, 3.  
It is more difficult to achieve these assumed returns in 
today’s low interest rate environment than it has been in the 
past. According to The Pew Charitable Trusts, the 73 largest 
state-sponsored pension funds (which collectively have 
assets under management of over $2.8 trillion and account 
for about 95% of all state pension fund investments) have 
underperformed their target rate of return by over 100bps 
over the last 10 years. See table below:

Total pension assets Total pension liability

Contributions (from 
the municipality and 
employees) 
+/– investment return 
Total assets

Present value of future pension 
benefits earned, based on: 

 — Discount rate (expected 
return on pension assets)

 — Actuarial assumptions 
(mortality rate, salary 
increases, new entrants, etc.)

 — Benefits earned in the 
current period

 — Interest on existing unfunded 
liability

Table 1: Pension returns have underperformed target 
returns over the past 10 years2

Median Target 
Rate of Return, 

2015

Median 1-yr 
Investment 

Return, 2015

Median 5-yr 
Investment 

Return, 2015

Median 10-yr 
Investment 

Return, 2015

7.75% 3.40% 10.86% 6.73%

Difference –4.35% 3.11%  –1.02% 

Table 2: Funded ratios for state pension plans, 20163
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Only 4 states had at least 90% of the assets needed to pay promised benefits

Below 60% 60–69% 70–79%

80–89% 90–100% 66% U.S. 
average

See page 7 for source references. Future results may vary.

See page 7 for source references. Future results may vary. 
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Addressing unfunded pension plans

Nearly every state has passed pension reform since the 
Great Recession6, when unfunded pension liabilities 
escalated due to the market crash. Successful reform 
balances the best interests of employers, current 
employees, retirees, taxpayers and other financial 
stakeholders. Common adjustments include reducing 
COLAs, decreasing benefits offered, increasing the 
minimum retirement age and increasing contribution  
rates. However, municipalities face many barriers to 
reform—both legal and practical.

Pension reform is limited by legal protections of pension 
benefits, which vary state-to-state and affect reform down 
to the local level, as seen in the table below:

California is typically regarded as having one of the strongest 
pension protections among states, following a series of state 
court rulings beginning in 1955 which have interpreted that 
the state constitution protects pension benefits for current 
employees so strongly that they cannot be modified unless 
a comparative benefit is added. So when the state worked 
to address its post-recession unfunded pension liabilities, 
options were limited. Reform for the California Public 
Employees’ Retirement System (CalPERS), the state’s general 

employee retirement system, lowered benefits offered to 
new employees beginning in 2013. Reform for the California 
State Teachers’ Retirement System (CalSTRS), the state’s 
teacher retirement system, consisted of gradual increased 
contributions from all parties—the state, school districts and 
employees—beginning in 2014. These increasing pension 
expenses for California cities, school districts and other 
municipalities are coming out of their operating budgets, 
spending resources that otherwise could be applied to 
other uses. Recently, however, the State Supreme Court has 
agreed to hear a series of high profile pension cases which 
challenge the so-called “California Rule”. One is an appeal 
of Marin Association of Public Employees v. Marin County 
Employees’ Retirement Association, ruling that the state’s 
constitution does provide pensioners with a ‘vested right’, 
but only one that is ‘reasonable’. The court is expected to 
rule in 2018; if affirmed, the decision could open the window 
for benefits of existing employees in the state to be changed. 

In Illinois, where the state constitution protects both earned 
benefits and contracted but unearned future benefits, 
lawmakers have had few options for enacting meaningful 
reform. In 2013, Illinois lawmakers derived a pension 
reform package that included capping pensionable salary, 
increasing the retirement age for certain employees and 
lowering COLAs, in exchange for lowering employee 
contributions to the plan. Lawmakers hoped that by 
working with union members who agreed to the measures 
in exchange for lower employee contributions, the reform 
could hold up in an eventual court challenge. However, the 
law was challenged by the state’s labor unions and struck 
down by the Illinois Supreme Court in 2015, which cited 
it as unconstitutional. The state is now facing a combined 
$138 billion net pension liability8 with seemingly no real 
prospects for altering the current benefit structure for 
current retirees and presently employed state employees. 

Conversely, some states have successfully enacted legal 
reform measures for current and future employees, 
significantly reducing unfunded liabilities. The Rhode Island 
Retirement Security Act (RIRSA) in 2011 addressed the 
state’s pension system which was under 50% funded. 
RIRSA suspended COLAs for current and future pensioners 
until certain funded levels were reached, increased the 
retirement age and created a hybrid DB-DC plan. This 
reduced the plan’s unfunded liability by $3 billion (to  
$4.3 billion from $7.3 billion) and generated annual savings 
of approximately 40% with respect to contribution levels9.

See page 7 for source references.

Table 3: Legal basis for protection of public pension rights 
under state laws7

Legal basis Benefits accruals protected

Past and 
future

Past and 
maybe 
future

Past only None

State constitution AK, IL, NY AZ HI, LA, MI

Contract CA, GA, KS, 
MA, NE, NH, 
NV, OR, PA, 
TN, VT, WA, 
WV

CO, ID, MD, 
MS, NJ, RI, 
SC

AL, AR, DE, 
FL, IA, KY, 
MO, MT, NC, 
ND, OK, SD, 
UT, VA

Property ME, WY CT, NM WI, OH

Promissory estoppela MN

Gratuity IN, TXb

a  Promissory estoppel is the protection of a promise even where no 
contract has been explicitly stated. 

b  In Texas, this gratuity approach applies only to state-administered plans. 
Accruals in many locally-administered plans are protected under the 
Texas constitution. 

States and municipalities are paying for rising retirement 
costs. So, what can be done about it? 



The Muni Opinion  |  May 2018

Muni Opinion  4

See page 7 for source references. May not be indicative of future results. 

Table 4: Pension funded ratios have declined while net pension liabilities have increased, placing greater emphasis on 
credit research with state and local general obligation sectors14
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In addition to legal, practical barriers to pension reform can 
be significant. Stakeholders involved with pension reform 
are not always incentivized to focus on the long-term 
impacts that decisions made regarding benefits today can 
have on the fund’s solvency in the future. Reasons for this 
may include: 

 — Political risk: Pension issues can be highly politically 
charged. Lawmakers risk public criticism for involvement 
with pension reform. Additionally, unions can be 
powerful players in state politics and may use that power 
to protect and expand their members’ benefits. Some 
states have a stronger union presence than others.

 — Attracting talent: Pensions are an attractive benefit that 
can help attract talent to government jobs. 

 — Issues with implementing DC plans: Offering a DC 
alternative option to employees has its benefits—for 
one, young employees may not want to commit to 30 
years of public sector work. For CalSTRS two different 
studies found a “break-even” point, which is the number 
of years before teacher contributions to the system 
begin earning benefits that exceed the value of the same 
amount of money invested in an idealized DC/ 401(k) 
plan. For a teacher starting at age 25, the studies found 
“break-even” points of 20 and 24 years10. Second, a DC 
option avoids pension debt in the long term. But in the 
intermediate term, there are fewer young employees 
paying into the pension system, money that could help 
fund current retirees’ benefits. 

 — Implementing realistic discount rates: In response to 
low investment returns, many pension plans have been 
decreasing their discount rates, triggering an immediate 
increase in the unfunded liability and decreasing the 

funding ratio. For many pension plans, a 1% reduction 
in the discount rate causes a 12%–13% increase in the 
accrued liability11, triggering increased contributions for 
participating employers. For example, CalPERS lowered 
its discount rate for the Public Employees’ Retirement 
Fund (PERF), its major employee fund, to 7% from 7.5% 
in December 2016. CalPERS agreed to push out the 
new rate for public agencies and schools to begin in 
fiscal year 2019 to allow these employers additional time 
to plan for increased costs12. The Sacramento region 
estimates its largest local governments will see pension 
costs go up by 14% next fiscal year, and many city 
officials warn this increase is unsustainable and could 
lead to tax increases or reduced services13. Bottom line: 
a more realistic investment return assumption benefits 
the fund in the long-term but adds financial pressure on 
pension sponsors in the short-term. 

Why do we care? 

Municipalities are on the hook to pay pension liabilities, 
just as they are on the hook to pay principal and interest 
on public debt. Now more than ever, pension liabilities are 
considered a debt-like instrument as they are now reflected 
as a liability on governmental issuers’ balance sheets (see 
appendix). Pension and other post-employment benefits 
have become a material component of many municipalities’ 
overall debt burden. And as pension and other post-
employment liabilities continue to pressure balance sheets, 
they become a more and more material expenditure item, 
crowding out spending for public services. 
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Table 5: Average Recovery Rates of Debt versus Pension 
Benefits in Municipal Bankruptcy Proceedings15

Average Debt  
Recovery Rate** 

Pension Recovery  
Rate

Detroit, MI 26% 82%

Stockton, CA 50% 100%

Harrisburg, PA 75% 100%

Central Falls, RI* 100% 82%

Vallejo, CA 60% 100%

Jefferson County, AL 57% 100%

*  Central Falls never defaulted on its outstanding debt during bankruptcy 
proceedings.

**Across various security structures. 

See page 7 for source references.

Pension analysis is critical across the credit quality spectrum 
and is particularly important for municipalities on the cusp of 
financial crises. Post-recession, there were some high level 
bankruptcy proceedings that really shed light on the growing 
pension problem. Though legal precedent set by bankruptcy 
cases is both minimal and not directly transferrable across 
states given the nature of bankruptcy proceedings, these 
cases can and have changed the way investors view 
pensions and thus have impacted relative bond value. 
Pensioners can be pitted against bondholders in bankruptcy 
scenarios. The below chart demonstrates recovery rates for 
municipal debt holders versus those of pensioners. As you 
can see, pensioners have fared better than bondholders in 
many municipal bankruptcies:

Congratulations, if you made it this far you are now an 
official muni geek! So what does this all mean as it relates 
to municipal bond portfolios? Credit selection is crucial to 
minimizing pension risk in a municipal portfolio. Watching 
for trends in how much the municipality is contributing in 
relation to its actuarially-determined amount, and what 
portion of operating expenses are spent on pensions, can 
shed light on the issuer’s pension health. Stay tuned for 
Part 2, where we will explore in depth how pension funding 
can ultimately impact investment performance. 
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Defined Benefit (DB)

Employer (municipality) takes investment risk 

Defined Contribution (DC)

Employee takes investment risk  

Hybrid

Has features of both DB and DC plans 

How many employers participate in the plan? 

Are assets and liabilities shared among the participating employers?

Single Employer

e.g. New York City Police Pension

Multiple Employer

Agent

Assets are pooled for investment purposes only; each 
employer’s share of the assets is legally available to pay 

only its own retiree’s pensions. 
e.g. Arizona Public Safety Personnel Retirement System (PSPRS)

Cost-Sharing

Assets and liabilities are pooled; assets can be used to pay 
pensions of any participating employer’s retirees.  

e.g. California State Teachers’ Retirement System (CalSTRS)

Appendix

Types of pension plans:

+ –

 — Improves financial reporting and transparency
 — Provides for a more accurate representation of the full 
impact of these obligations

 — Improves ability to compare annual costs between 
issuers

 — Makes problems more visible for policymakers
 — Increases incentives to fund these liabilities

 — Investor perspective: Comparisons based on historical 
funding levels may be a challenge due to fluctuations 
in market value

 — Municipality perspective: Increased auditing costs 
and accounting services to comply with additional 
calculations that are now required for GASB; puts 
added pressure on cash-strapped state and local 
governments to reform their systems

 — Both: Headline risk and credit ratings volatility

GASB 67/ 68: Municipalities report on their pension plans per Governmental Accounting Standards Board (GASB) 
standards. In 2012, GASB approved two new standards to improve state and local governments’ accounting and financial 
reporting of public employee pensions. This relates solely to financial reporting, not as to how governments fund and 
contribute to their pensions. GASB 67 applies to pension plans effective 6/15/13; GASB 68 applies to governments that 
provide pension plans effective 6/15/14. 

Highlights:

 — Requires the net pension liability (NPL) (or net pension asset, if overfunded) to be on the balance sheet. This is 
consistent with the view that pension liabilities are debt-like instruments. 

 — Requires pension plans to calculate a “depletion date”, the date that assets will run out for existing members in the 
plan assuming the contribution amount for each future year is the average of the past five years’ contributions. After 
this “depletion date”, the remaining liabilities are discounted at a conservative discount rate (as opposed to the plan’s 
discount rate). This amplifies reported unfunded liabilities for low-funded plans. Not all plans have a “depletion date”. 

 — Requires assets to be reported at fair market value (previously at actuarial value). 
 — Requires investment gains and losses to be valued in the period they occur (previously used a smoothing method to 
realize the gain or loss over multiple years). 

 — In our analysis, we consider the positive and negative implications of these standards to be: 
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Sources
1  Center for Retirement Research at Boston College: How Did State/Local Plans Become Underfunded?; January 2015
 —   The Center for Retirement Research at Boston College maintains a database on 150 state and local pension plans, which together combine for 

approximately 90% of public sector pension assets.  Its researchers found that the largest contributor to change in the unfunded accrued actuarial 
liability between 2001 and 2013 was investment returns.

2   The Pew Charitable Trusts State Pension Funding Gap: 2015; April 2017
 —   In fiscal year 2015, investment returns that fell short of expectations proved to be the largest contributor of worsening fiscal position for states, 

adding $125 billion to the overall funding gap.  
 —   In fiscal year 2015, investment returns among general state employee plans ranged 6.75-8%.    
3   The Pew Charitable Trusts State Pension Funding Gap: 2016; April 2018
 —   In fiscal year 2016, investment returns that fell below state assumptions added $146 billion to state pension liabilities, followed by assumption 

changes at $138 billion.  
 —   In fiscal year 2016, the median assumption for state plans was 7.5%.  
4   Bloomberg; Pension Fund Problems Worsen in 43 States; August 2017
5   The Nelson A. Rockefeller Institute of Government: Appropriateness of Risk Taking by Public Pension Plans; February 2017
6   National Association of State Retirement Administrators: Significant Reforms to State Retirement Systems; June 2016
7   Center for Retirement Research at Boston College: State and Local Pension Reform Since the Financial Crisis; January 2017
8   State of Illinois Comprehensive Annual Financial Report; Fiscal Year Ended 6/30/2017
9   Brown Center on Education Policy at Brookings: Pension Politics: Public Employee Retirement System Reform in Four States; February 2014
10  Calpensions: Should CalSTRS join UC in offering 401(k) option?; August 2017
11   Milman 2015 Public Pension Funding Study; November 2015
12   California Public Employees’ Retirement System (CalPERS) Comprehensive Annual Financial Report; Fiscal Year Ended 6/30/2017
13   The Sacramento Bee: California Cities Get Next Year’s Pension Bill; October 2017
14   Federal Reserve, Morgan Stanley Research as of 12/31/17
15   Moody’s: Municipal Bankruptcy: Update & Insights; November 2014

Definitions 
Cost of Living Adjustment (COLA) refers to the Social Security Administration’s general benefit increases based on increases in the cost of living as measured 
by the Consumer Price Index. 

A defined-benefit (DB) plan is an employer-sponsored retirement plan where employee benefits are computed using a formula that considers several factors, 
such as length of employment and salary history.

A defined-contribution (DC) plan is a type of retirement plan in which benefits fluctuate on the basis of contribution levels and investment performance.

Generally Accepted Accounting Principles (GAAP) are a set of rules that encompass the details, complexities and legalities of business and  
corporate accounting.

A general obligation (GO) bond is type of municipal bond secured by the issuing state or local government’s pledge to use legally-available revenues  
(e.g. property tax revenues) to repay bondholders.

The Governmental Accounting Standards Board (GASB) is an independent private sector organization which establishes GAAP used by state and local 
governments in the United States. 

The net pension liability (NPL) is the difference between the total pension liability, the present value of projected benefit payments to employees, and plan 
assets, investments held in a trust to pay current employees and retirees. Plan assets are typically reported at fair market value.



Nothing contained herein is fiduciary or impartial investment advice that is individualized or directed to any plan, plan 
participant, or IRA owner regarding the advisability of any investment transaction, including any IRA distribution or rollover.

The opinions and forecasts expressed here are those of the contributors listed on the first page, are as of April 2018, and 
may not actually come to pass. This information is subject to change at any time, based on market and other conditions, 
and should not be construed as a recommendation of any specific security.

Important risk information
Bond investments are subject to interest-rate and credit risks. When interest rates rise, bond prices generally fall. Credit risk 
refers to the ability of an issuer to make timely payments of principal and interest. Investments in lower-quality and non-rated 
securities present greater risk of loss than investments in higher-quality securities. Inverse floaters are derivatives that involve 
leverage and could magnify gains or losses on tax-free investments.

Investment products: No bank guarantee  |  Not FDIC insured  |  May lose value

Investments that generate federally tax-free income may have a portion of their distributions subject to federal, state and 
local taxes, including the alternative minimum tax. Any tax information in this document is merely a summary of our 
understanding and interpretation of some of the current tax laws and regulations and is not exhaustive. Consult your legal 
or tax counsel for advice and information concerning your particular situation. Neither DWS nor any of its representatives 
may give tax or legal advice.

The brand DWS represents DWS Group GmbH & Co. KGaA and any of its subsidiaries such as DWS Distributors, Inc. 
which offers investment products or Deutsche Investment Management Americas Inc. and RREEF America L.L.C. which 
offer advisory services.
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