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• “Illinois Senate passes bill to fully fund Cook County pension
fund in 30 years.”
• “The County Employees’ and Officers’ Annuity & Benefit
Fund had a funded status of 56.6% as of the end of 2013.”

What Does “Fully Funded” Mean?
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Common Sense Definition of “Fully Funded”

A pension fund is fully funded if and only if it has sufficient
assets to honor all accrued promises without future
contributions from the sponsor.
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Full Funding Example
• Suppose a plan sponsor promises to make a one-time
pension payment of $1 in ten years.
• Suppose the following 10-year rates are available:
– Secure interest rate:
– Investment grade Muni-bond rate:
– Expected return on a balanced portfolio

3%
5%
8%

• The present value of $1 in 10 years is:
– 74 cents @ 3%
– 61 cents @ 5%
– 46 cents @ 8%

What assets are necessary for “full funding?”
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Full Funding vs Funding Targets
• 74 cents is the minimum necessary for full funding
– More might be necessary if assets invested with risk

• 46 cents is the amount of funding necessary to have a
50-50 chance of being enough
– If you invest in a balanced portfolio
– One may choose this as a funding target

• 28 cents (74-46) is the amount of funding “credit”
taken for future, unrealized, risk premia
– This is also the value of a credible plan sponsor guarantee
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Real Numbers
According to Munnell (2012), the aggregate of state and
local pensions as of December 31, 2010 had:
• $5.2 trillion in liabilities, economic basis
• $3.4 trillion in liabilities, as officially reported
• $2.6 trillion in assets
If we think of this aggregate as one plan:
• What is its funding target, as % of full funding?
• What is its actual funding, as % of target
• What is its funded ratio?
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John’s Answers
• $5.2 trillion in liabilities, economic basis
• $3.4 trillion in liabilities, as officially reported
• $2.6 trillion in assets
Full funding:
Funding target:
Actual funding:
Funding ratio:

$5.2 trillion
65% (3.4/5.2).
76% of target (2.6/3.4)
50% of full funding (2.6/5.2)
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What Do Financial Analysts Do?
• Financial analysts often use accounting data which
does not directly measure what one is interested in.
– Extracting useful information from imperfect data is, in large
part, what financial analysis is all about.

• If accounting rules call for liabilities which are in fact
worth $5.2 trillion to be valued at $3.4 trillion for
reporting purposes,
– Then it would be normal practice for an analyst to “gross up”
the $3.4 trillion to $5.2 trillion as a data-cleaning exercise
before starting a analysis.
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Conceptual Errors
1. Failure to distinguish between valuation and funding plan
2. Failure to recognize value of guarantees
3. Failure to recognize opportunity costs
4. Failure to appreciate role of financial analysis in decision making
5. Failure to distinguish between:
–
–

fully funding the promises
fully funding the funding target

Can lead to overpromising, underfunding, and excessive risk taking
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What Is Risk?
• Risk is the possibility of something undesirable happening.

• Risk to a pension fund is the possibility that pension
promises are not fully met.
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Relative Magnitude of Pension Risks
• Funding

++++ (30-80%)

• Investment Strategy

+++ (10-15%)

• Investment Implementation

++ (1-2%)

• Single Manager Guideline Violation
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+ (<0.1%)

What Is Risk Management?

Risk management is the process of identifying undesirable
future paths and taking steps to avoid such paths
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What Is Good Risk Management?
• Pay the most attention to the biggest risks.
• Be mindful of the tendency for organizations to suppress bad
news, and the potential for this tendency undermine decision
makers focusing on the biggest risks.
• Listen to informed criticism.
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Organizational Impediments to Risk Mgt.
•

Gerstein (2008) analyzed dozens of disasters including space shuttles,
nuclear power plants, Vioxx, Arthur Andersen, and found the following:
– Someone saw each disaster coming ( a “bystander”)
– Those that saw the disasters coming either
• Didn’t speak up, or
• Were dismissed by those with decision authority (don’t rock the boat)

•

Rules for avoiding disaster
–
–
–
–

Understand the risks you face
Avoid being in denial
Pay attention to weak signals and early warnings
Do not subordinate the chance to avoid disaster to other considerations
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How Do Public Funds Stack Up?

•

Ignore the possibility that flawed accounting rules have contributed to
poor management and inadequate funding.

•

Appear to engage in large scale denial of the possibility.

•

Attack informed criticism.

Good pension risk management requires taking economics seriously.
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