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Paper Summaries

Historical and Prospective Analysis of Public Lessons for Retirement Security
Defined Benefit Plan Investment Trends: James A. from Well-Regulated Pensions :
Callahan, Jason Ellement, Yosangel Haddad, Kevin Andrew G. Biggs

Machiz, Brad Penter, and Brianne Weymouth

+ Combined they provide a nearly comprehensive history of the development,
implementation and regulation of the U.S. pension system

* Particularly helpful tools for trustees and other stakeholders to understand the
history and the theories behind these retirement tools.

* Callahan -talks about how we got here and what it means going
forward

* Biggs examines the value proposition and asks the question: should
we be here?

Paper Summaries: Callahan

* Callahan focuses on how changes in markets, regulations and demographics have
contributed to the growing sophistication and complexity of public plan investment
programs.

» Key concepts

* Fiscal Mutualism

* Becoming focused on the need to match assets to liabilities and contribute on a
regular basis.

* Lower interest rates as a major driver of taking higher risk in plans.

* Not only investment program, but funding and benefit design have evolved
during the history.

* Rising complexity leads to information gap which leads to mischief

* Makes some recommendations to promote success of these programs in the
future.
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Callahan Recommendation

» Strengthen integration across funding, benefit and investment policies
» Formalize liquidity risk management

* Enhance transparency and cost reporting

* Investin governance capacity and education

* Emphasize resilience over incremental return enhancement

Paper Summaries: Biggs

* Builds on the historical context and uses the public DB plan as both a control group for the effectiveness of
pension regulation and a tool to unpack the value proposition of DB plans for individuals.

* Keyconcepts
» ERISA created funding discipline for private plans
* Funding discipline revealed full costs to sponsor and contributed to the demise of private DB
* Examined non-ERISA plans
* Lax funding and valuation creates illusion of affordability but plans are a fiscal risk.
* Plans are great deal for participants and poor deal for sponsor
* High implied returns for participants
* Net contingent liabilities for sponsor
* Revealed preference for annuitized products indicate participants don’t value the DB benefits.



5/21/2026

Constructive Suggestions

* Both suffered from trying to use time series data to measure changes in factors that
experienced meaningful fundamental changes over the time period.

* For example, comparing asset allocations in young plans with small liabilities to more mature plans with negative
cash flows

* Retirement Savings rates from the 70s to today does not adjust for
« the changes in the age of the population,
+ the entry of women into the workforce in the early period,
* the fragmentation of households through higher rates of divorce and
* the greater focus on retirement as it became evident that it was likely to last longer and that social security
might not be sufficient — retirees eating dog food in the 70°s is an image | remember
* Relatedly, looking at averages over the period may not be as informative without controlling
for these changes
* One area of change during the period that was not addressed was the proliferation of
investment consultants and the impact they had on spreading state of the artinvestment
theory into pension allocations

Constructive Suggestions - continued

* Plans are not uniform and are not normally distributed. Some are fully funded or
nearly fully funded, some have risk responsive benefit formulas — others are on the
verge of failure or at least conversion to pay/go-

* There are a subset of plans that seem to be challenging; in particular, plans that
have short retirement eligibility rules allowing retirement of people in their 40s.
these have very high contribution rates as a percentage of payroll and can be
skewing the results — particularly in the analysis of lump sum distributions

An overlapping group of funds is also outside social security which adds another
layer of non comparability and offer avenues for comparison to social security
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Constructive Suggestions - continued

* Inflationis an important component and has not been addressed by either of the papers.

« Inflation was low in the early 60s, below 2% and increased during the late 60s before gapping and staying at high
average rates from the mid seventies to the early 90s-

« Inflation impacts the level of interest rates and can be procyclical, leading to lower valuation of future dollar
liabilities in inflationary times and high valuation of liabilities in recessionary times — sponsor wants to contribute
more in good times and less in bad times assuming some reversion to the mean.

* Public plans build return assumption with a realyield and inflation forecast grounded in historical experience
= Assumed rates rose during the 70s and 80s, from 7 to 8.5 %, reflecting the changes in inflation

* SSA creates assumptions for long term inflation
» Forthe previous 6 cycles inflation averaged 3.6% and for the last 3 cycles it averaged 2.2%
* The SSA uses these long-term averages to estimate the impact of inflation on the long-term liabilities

* Over the last decade, this assumption has dropped about 100 bps - roughly in line with the drop in the
actuarial rates used by DB plans

* Practice has not meaningfully impacted the real return assumptions of around 4-4.5%

* |sthat a sustainable rate?

Observation — Economic Model

* Economic model assumes equivalency between private and public entities
* Private entities have accounting based on profitability and future cash flows and earnings
+ Have recourse to bankruptcy
* Have PBGC backing
- Pension benefitis optimized for profitability maximization and stability
* Public entities have accounting based on adherence to statutory policy.
* Balanced budget requirement
* Little recourse to bankruptcy
« Pension benefits designed to meet needs of employees in the most affordable manner

* Valuing only pension liabilities based on market rates without valuing assets including the power to tax
overemphasizes the relative size of the pension liability

* Public finance focuses on creating programs with rules for spending and funding, following those rules
and adjusting as needed.
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Observation — Economic Model
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* Economic modelis helpful as a policy construct but the arbitrage between using risk
free assets to discount the liabilities and invest the assets in a world that has risk premia
makes the model untenable in practice.

* Dc plans create target date funds that have similar asset allocations to DB plans
from a risk factor perspective

» Corporate plans have risky asset mixes with a long duration swap overlay

* Insurance companies that provide guaranteed annuities arbitrage the gap in risky
and safe assets and enough to drive significant profits

* This is such an attractive arbitrage that private equity firms have been buying insurers and
up-risking the investment portfolio.

* DB plans with risk free valuation and funding suffer from Gresham’s law - regulating
a high price will force the adoption of an inferior but cheaper product

* Economic modelis better for lottery winnings and defeasance where the amount
and timing need to be guaranteed
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Further Research — Revealed Preference

* With respect to the preference of DB vs DC, many plans have optional retirement
plans for higher education employees.
* Employees can choose between plans when they start and are then locked in.

* My anecdotalresearch is that employees who choose the 403b, do it because they don’t expect to
stay long enough to reach the vesting for the DB plan

* Having made it long enough to vest, regret not taking the DB benefit.
* Examine the choices and control the db plan design features
* May reflect the revealed preference already revealed by people choosing to enter academia

* Revealed preference does not necessarily make good policy
* DCplans

+ Slow uptake - auto enrolled/opt out
= Money Market investment/Target date default

12
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Further Research

* Pension Plans relative to the organization size have become potentially destabilizing
* Actuaries have recommended improvements to amortization and funding

* Plans have created risk sharing mechanisms with participants that will grow in
importance

* Research the potential for Actuarial rate setting to a higher standard of probability, or
with lower probability of large drawdown.

* Risk of Federal Funding retraction competing for dollars

* Model the probability of success or ruin for today’s structures
« Differentiate by plan type, funded status and net cash flow
* Include potential for periods of high inflation and even more menacing, deflation.
* Evaluate and incorporate sponsor risk
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Closing Thoughts
* People have a choice of an unfunded pension considering the total package
of retirement services on offer
* Social Security is not a prepaid plan
* DC with insufficient savings and indeterminant outcome
* Public DB, moderate benefit, socialized investment and actuarial risk but managed to
minimize long term cost by using the expected market return instead of a theoretical
“risk free” rate
* ERISA experiment demonstrates regulation has achieved healthy funding but
killed the patient
* Public plans have shown abhility to adapt to changing environments
* more sophisticated in terms of benefit, funding and investment -
* Reasonable for rating agencies and other policy makers to use a consistent
discount rate across plans to facilitate comparability
14
14
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Closing Thoughts
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* Pension Assets are now large enough to impact markets
* Regulatory changes can have unintended consequences

* Long swap market impact of LDI

* Liz Truss moment with Long Linkers
« Expansion of LDI to public plans could help dampen long term interest rates
* PRTis concentrating pension risks in insurance companies

* Meaningful changes to pension regulation or practice should be modeled for size
and speed of asset flows

15

APPENDIX
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Callahan Critiques

* Increasing use of Alts helped reduce public equity risk and diversify sources
of income —not just a push for more return

* High funding rates may be dangerous - 2000 led to private plans having ability
to take pension holidays — translated to public plans lowering target rate,
Qont][ibution holidays or increase benefits — many plans did that in 2000
timeframe

* Push back on notion that plans chose complexity over lowering the return
target.

* Push back on need to provide full detailed fee disclosure and both net and
gross performance.
* Detailed fees create opportunity for mischief
* Gross performance is very challenging to compute — TUCS is misleading

Ends with recommending integration of funding, benefit design and
investment activities but only discusses the changes in the investment
program but would be h

Biggs Critiques

* Market Rate approach is the most expensive and volatile method to fund
anything —relegated to lottery winnings and defeaseance where certainty and

timing are required.

* Analysis shows value of benefits accruing today at 10-19% under market rate
method. Maryland normal cost was 12% - 5% employer and 7% employee
and the sponsor contributed 20% of payroll to amortize unfunded from the
2000s and from lowering the actuarial rate by over 1% in the last decade.

* The 4% cap for 401k is similar to the 5% normal cost and does not nearly fund the
necessary retirement benefit

The trend in private dc plans uses numbers of people and dollars as a
percent of payroll but not dollars per individual. Causality is implied

* Implied return for DB participants is less than the actuarial rate because non
vested participants earn a lesser fixed rate but the actuaries project the
turnover as well so it is part of the calculation on contribution rates
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