Even if retirement systems are stable---they can’t pay out.
Heather Gillers 18, Reporter on pension funds and the municipal bond market for The Wall Street Journal, “Pension Funds’ Dilemma: What to Buy When Nothing Is Cheap?” January 1, 2018. https://www.wsj.com/articles/pension-funds-dilemma-what-to-buy-when-nothing-is-cheap-1514808000, HKeef
Retirement systems that manage money for firefighters, police officers, teachers and other public workers aren’t pulling back on costly bets at a time when markets are rising around the world. Some public pension funds are adding to traditional allocations of stocks and bonds while both are expensive. Others are loading up on more private-equity or real-estate holdings that are less liquid and sometimes carry high fees. How much risk to take is a question facing all investors as they enter 2018. "Everything is overvalued,” said Wilshire Consulting President Andrew Junkin, who advises public pension funds. “There’s no magic option out there.” In the public pension world, the willingness to chase expensive assets is the product of the core challenge most funds face—how to fulfill their mounting obligations to workers and retirees. Decades of low government contributions, overly optimistic assumptions, overpromises on benefits and two recessions have left them with deep funding holes at a time when retirees are accelerating cash outflows. Estimates of their current combined funding shortfall vary from $1.6 trillion to $4 trillion. The goal of most pension funds is to pay for future benefits by earning 7% to 8% a year. After the 2008 financial crisis, many funds tried to hit those marks by lowering their holdings of bonds as interest rates dropped, and by turning to real estate, commodities, hedge funds and private-equity holdings. These so-called alternative investments rose to 26% of holdings at about 150 of the biggest U.S. funds in 2016, according to the Public Plans database, compared with 7% more than a decade earlier. That strategy has its own risks. Venturing deeper into alternative investments diversifies holdings but can also add fees, complexity and the challenge of selling illiquid assets quickly if the fund needs cash. Returns from these investments can be volatile. Only private equity outperformed stocks between 2010 and 2016, according to a study by the Center for Retirement Research at Boston College, while hedge-funds returns barely exceeded 1% and commodities lost money. Despite the recent embrace of alternative investments, most public pensions are still heavily linked to the ebbs and flows of global markets. Public pension funds had a median 56.69% of their holdings in equities as of September 30, according to Wilshire Trust Universe Comparison Service, as compared with 54.37% a year earlier. They also had 23.3% in bonds, down from 25% a year earlier. The stance paid off during 2017’s market rally, as public pensions had one of their best years of the past decade. They earned 12.4% in the 2017 fiscal year ended June 30, according to Wilshire Trust Universe Comparison Service, largely because the value of their U.S. equities ballooned by 43% and U.S. bonds were up 23%. It was their best annual result since 2014. But some in the pension world are predicting it won’t last. Over the next decade Wilshire Consulting is predicting a 6.25% compound return for U.S. equities and 3.5% return for core bonds. International equities have a projected compounded return of 6.45%. Most pensions’ return targets remain at 7% to 8%. Some pensions are trying to confront the challenge by changing the make-up of their investments more frequently. The board of the New York City Employees’ Retirement System has asked investment staff to re-examine the fund’s asset allocation less than two years after the previous lineup was approved, said Mike Haddad, deputy chief investment officer for public markets. The effects of high stock valuations, a U.S. tax overhaul, the Federal Reserve’s move away from quantitative easing and a rising rate environment are all new points of discussion. “It’s a unique set of market conditions that’s very challenging for a long-term pension,” Mr. Haddad said.
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