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A Confluence of Forces Reshaped Both Sides of the Balance Sheet

» How did public DB plans move from fixed

Rates o o income dominance to diversified,
Secular decline in rates cut fixed income . e
return expectations and raised liability values. altematwes'heavy pOl‘thlIOS !

» Which structural forces made that shift
Demographics rational, and which new challenges and
Aging memberships, longer lives, and lower constraints did it create?

active-to-beneficiary ratios matured plans.
» What should fiduciaries emphasize next:

. _ . - 2
PO|ICy more return seeklng, or more resilience”

Funding reforms and GASB changes increased
discipline, visibility, and contribution pressure.

Markets

Dot-com, GFC, and COVID shocks weakened
funded status and reinforced return pressure.
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The Evolution of Asset Allocation
From Conservative to Diversified Return-Seeking

Public DB Plan Asset Allocation
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Sources: Census Bureau, U.S. Congress (data through 1975); Callan, BNY Mellon, InvestorForce (data after 1985)
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» Public DB assets were
predominantly short-term and high-
quality fixed income

1980s
» Public equities became central as

actuarial funding and Modern
Portfolio Theory became the norm.

2000s-2020s

» Alternative investments scaled from
smaller diversifiers to core source
of expected return.
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Secular Decline in Rates Changed the Pension Math

Bloomberg Aggregate Index:
Starting Yield vs. Forward Return
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» Fixed income yields and expected
returns stopped being able to meet
actuarial targets.

» Lower discount rates raised the
present value of liabilities and
reduced funded status.

» Sponsors faced a difficult trade-off:
contribute more now, or take more
investment risk.
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Demographics Turned Return-Seeking into a Liquidity Problem

1970s-80s Today

~1-1.5 actives
per beneficiary

4-5 actives per
beneficiary

» Mature plans must fund
benefits from portfolios, not just
from new contributions.

> llliquid assets can still be
rational and play an important
role, but only with thoughtful
and disciplined commitment
pacing and liquidity planning.

Mature plan

negative net
cash flow

» Longevity extends liability
duration, which supports
growth assets, while negative
cash flow increases the need
for downside resilience.
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Alternative Assets Solved One Problem—and Created Another

Why Alternatives Grew What They Imply

» Higher expected returns
» llliquidity premium
» Diversification

» Inflation-sensitive assets

» Lower liquidity
» Higher fees
» Valuation lag/opacity

» More oversight capacity

» More complex portfolios convert investment risk to governance risk.

» Boards, staff, and external stakeholders now have to oversee opaque assets, infrequent valuations,
higher fees, and more demanding liquidity planning.
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Current Portfolios Balance Return, Liquidity, and Implementation Risk

Alternatives
~30-35%

Public Equity

~ 40-45% Public Equity

Primary long-run return engine;
globally diversified but still exposed to
funding-ratio drawdowns

2025
lllustrative
Mix
Large Public
DB Plans

Fixed Income

Less of a return engine than
historically; now more important as a
liquidity anchor, diversifier, and
downside protection

Alternatives

Fixed Income
~20-30%

Private equity, private credit, and real
assets provide illiquid premia and
inflation sensitivity—but increase pacing
and oversight demands.

Source: Callan
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The Future Is Less About Expansion Than About Discipline

ESG as Risk
Lens

Al &
Data

Private

Markets

Higher-for-
Longer?

Resilience

Still core—but Likely to persist More powerful
capacity, valuation where it can be analytics for
lag, and pacing defended as manager due

diligence, scenario
analysis, and cash-

financially material
risk management.

matter more than
headline allocation

Inflation volatility and
fiscal pressure widen
the range of macro
outcomes.

Less reliance solely
on static stock-bond
diversification and
more on scenario-
based construction.

growth. flow forecasting.
Future portfolio quality will likely depend less on finding additional return premium and
more on governance, pacing discipline, and robustness across different macro regimes
Callan
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For Fiduciaries, the Real Objective Will Be Portfolio Resilience

Key Objectives for Strong Systems

:‘ei:t‘f:‘dity stress Trz“:pare“cy 1. Link investment policy explicitly to
1 . . . .
9 =€ funding policy, amortization
Integrate design, and benefit changes
funding, L . .
beneﬁts,g& Scenario 2. Treat liquidity modeling and capital
investment based risk call stress testing as a key part of
management the strategic allocation and
planning process
Implementation Board education 3. Build trust with improved fee

discipline

& delegation

disclosure, policy transparency,
and consistent trustee education
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TAKEAWAYS — Declining interest rates, maturing liabilities, and

funding reforms made the old fixed income-centric
pension model untenable.

— Diversification and expansion into alternatives
was a rationale response, but with trade-off of
added complexity, illiquidity, fees, and governance
demands.

— The next phase is not about taking more risk, but
rather managing complexity with discipline,
transparency, and resilience.
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Disclosure

Certain information herein has been compiled by Callan and is based on information provided by a variety of sources
believed to be reliable for which Callan has not necessarily verified the accuracy or completeness of in this publication. This
report is for informational purposes only and should not be construed as legal or tax advice on any matter. Any investment
decision you make on the basis of this report is your sole responsibility. You should consult with legal and tax advisers
before applying any of this information to your particular situation. Reference in this report to any product, service, or entity
should not be construed as a recommendation, approval, affiliation, or endorsement of such product, service, or entity by
Callan. Past performance is no guarantee of future results. This report may consist of statements of opinion, which are
made as of the date they are expressed and are not statements of fact.

Callan is, and will be, the sole owner and copyright holder of all material prepared or developed by Callan. No party has the
right to reproduce, revise, resell, disseminate externally, disseminate to subsidiaries or parents, or post on internal web
sites any part of any material prepared or developed by Callan without permission. Callan’s clients only have the right to
utilize such material internally in their business.

© 2026 Callan LLC
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