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Assessing the ability and willingness of state and local governments to

meet the challenge of unfunded pension liabilities is one of the most

important credit considerations of investing in municipal bonds, and will

remain so over the coming decades. The market has increasingly assigned

a penalty to those issuers that fail to address their pension burdens, and

we expect this trend to continue (see chart below). Difficult political

.decisions will be required of elected officials year after year to meet obligations to pensioners and bondholders, while

retaining an appropriate level of governmental service for their citizens. For many, the pension issue is simply too

large to be solved by one generation of lawmakers, making incremental progress important. When these incremental

progress points are reached, we will certainly take a moment to acknowledge the positive credit implications.

However, we will also need to take a close look past the headlines, to determine if real progress has been made.
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5 Year Spreads to AAA for Select Pension Pressured States Several interesting developments have taken

place so far this year; among the most notable

were in New Jersey and Pennsylvania. New

Jersey’s action highlights the potential for creative

solutions to emerge as funding pressures deepen.

In Pennsylvania, recent pension reform measures

will have surprisingly delayed benefits to the

Commonwealth’s budget. Taken together, these

actions highlight the fact that pension pressures,

and their accompanying solutions, will be unique.

In our view, the vast majority of state and local

governments have the tools available to meet

these challenges, should they be willing to make

difficult choices in the coming years.

New Jersey Looks to its Balance Sheet for Solutions

The official slogan for the New Jersey State Lottery is “Anything can happen in Jersey.” A recent pension reform move

raises the question “Did anything really happen in New Jersey?” According to the State Treasurer, recently enacted

legislation immediately improves the funded ratio of the State’s pension plans from 45% to 59%1. How did they

accomplish such a remarkable feat without dramatically reducing pensions or raising taxes? Lawmakers passed a bill

dedicating the revenues from the lottery system to the State’s pension funds for the next 30 years. Essentially, New

Jersey looked to its balance sheet and shifted one of its large, cash producing assets into its pension fund to

counterbalance the liability to pensioners.

On paper, the lottery fund transfer will improve the pension system’s funded ratio, despite lacking any material

increase in the near term cash flowing into the State’s pension trusts. The extent to which the plan’s health improves

on paper will depend on how the transaction is accounted for. An accurate actuarial assessment of the transaction’s

impact on pension funding levels will not be available for some time. The key question is how the state will make up

for the lottery funds now dedicated to pensions. The lottery move follows a 2016 deal that increased the statewide

gas tax, while gradually reducing the State’s sales tax rate.

Source: Fiera Capital as of July 24, 2017.
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The gas tax agreement created a meaningful future gap in the state’s operating funds and the lottery agreement will

likely do the same. Without associated spending reductions, the State’s operating budget cannot afford the loss of

either the lottery or sales tax revenues. Leaders will face the challenge of addressing these shortfalls in the coming

years, while facing a continued ramp up in pension contribution requirements.
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Despite the very real need to address the previously

mentioned budget shortfalls, the lottery agreement

should not entirely be dismissed as a gimmick.

There are potentially positive ways to look at the

agreement, depending on how events transpire in

the coming years. First and most significantly, it

dedicates funding that addresses the most

significant fiscal challenge facing the State. This is an

important recognition by lawmakers of the critical

need to improve pension contribution levels. As the

chart on the right shows, New Jersey has seen its

pension burden grow significantly in the past

decade, owing to a history of severe underfunding.

The dedicated revenue stream reduces the ability of

the State to forego pension contributions to balance

. .

New Jersey Teacher’s Pension Annual Contribution, as Portion of 

Annual Required Contribution ($ millions)
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their budget. Second, due to term limits, a new governor will be elected in November. The new administration will

face sizable budget gaps, but will have the ability to attribute responsibility for these gaps to the prior administration.

This may offer political cover for the new governor to enact revenue measures. However, we do note that the tax

burden in New Jersey is already elevated and contributions still need to rise significantly in the coming years to even

stop the growth of their pension liability.

Will Other Municipal Issuers Follow Suit?

Given how swiftly pension liabilities have grown in recent years, it is not surprising to see governments looking to the

asset side of their balance sheets. Interestingly, this is not the first time New Jersey has floated such an idea. Last

decade, proposals emerged to potentially use portions of the New Jersey Turnpike to offset a growing pension

burden.2 Given the high profile nature of New Jersey’s pension burden, other states may take notice of the lottery

move. In Oregon, the governor has discussed selling state assets to address their pension liabilities.3

There are also international examples of this dynamic. Researchers at Stanford University recently published a piece

highlighting a cash‐strapped Australian state that faced a sizable pension liability. That government, the State of

Queensland, addressed the underfunded pension system with the contribution of a toll road asset, rather than a cash

infusion. According to Stanford4, the transaction was viewed as a success from a number of standpoints. While many

efforts to monetize public assets often face significant public backlash, this transaction was able to avoid intense

public opposition. Rather than selling the toll road to a private company and contributing the monies to the pension

trust, the public asset (toll road) was shifted towards an entity tasked with meeting a public obligation (public

employee pensions). To be clear, we are not advocating for or against this particular approach, but acknowledge that

state governments may look past new tax revenues to increase their contributions. The more pressure pensions place

on a given state’s budget, the more likely it will be to consider creative measures.

Source: Public Plans Data as of December 31, 2016.
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Pennsylvania Takes Important Step, though Benefits are Decades Away

Pennsylvania offers strong legal protections for the pension benefits promised to current workers. Given this strong

protection, the Commonwealth recently enacted a pension reform measure aimed at new hires.5 Politically, making

cuts that apply to future hires is easier, since future hires inherently don’t have a seat at today’s bargaining table.

Starting in 2019, new hires will be placed into either defined contribution or hybrid plans. Hybrid plans combine

elements of a 401k style defined contribution plan, with a traditional pension. This has been a relatively common

reform across the country in the years since the recession and has the effect of shifting investment risk away from

states and onto individual retirees. For example, Michigan recently announced legislation that shifts all new teachers

into either defined contribution benefit plans or hybrid plans, where employees retain much of the long term

investment risk.6

Pennsylvania’s enacted reform is a positive, albeit small, step towards meeting the Commonwealth’s growing pension

burden in the coming decades. The actual reduction in cash flows from the pension trust due to the reform will take

place many decades in the future. Indeed, an employee hired after the 2019 effective date of the reform, will likely

not draw a single pension check until the second half of this century. Estimates indicate that there will be no

noticeable budget relief in the coming years. Pennsylvania has already increased its pension contributions

substantially in recent years. These additional contributions represent more concrete progress towards pension

stability than the newly announced reforms. The annual funding increases have also contributed to much of the

difficulties among Pennsylvania lawmakers in coming to timely budget agreements. This includes the current fiscal

year, which began on July 1st with a spending plan, but lacked the associated revenue bill. Despite the ramp up in

contributions and recent reform, more incremental progress through funding and reform will be required going

forward.

Conclusions

While the vast majority of governments have the resources and tools available to meet their pension liabilities,

decades of underfunding have created challenges that are too large to be resolved by today’s lawmakers alone.

Incremental, concrete steps will be required and a thorough and critical examination of these actions will be

important. We will watch for progress points such as increasing contributions, enacting reform measures or lowering

aggressive assumed rates of return on pension trust assets. Many municipal issuers have taken such steps in the years

since the Great Recession, though pension liabilities continue to grow nationwide. As such, a thorough examination of

each municipal issuer’s pension situation will remain a cornerstone of solid municipal credit analysis going forward.
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IMPORTANT DISCLOSURES

GENERAL DISCLOSURES 

This material is proprietary to Fiera Capital Inc. (“Fiera Capital”). This document is intended for information purposes only and 
may not be relied upon in evaluating the merits of investing in any Fiera Capital investment vehicle or portfolio. 

The information provided reflects Fiera Capital’s views as of the date of this presentation. Such views are subject to change at any 
point without notice. Some of the information provided herein is from third party sources and/or compiled internally based on
internal and/or external sources and are believed to be reliable at time of production but such information is not guaranteed for 
accuracy or completeness and was not independently verified. Fiera Capital is not responsible for any errors arising in connection 
with the preparation of the data provided herein. No representation, warranty, or undertaking, express or implied, is given as to 
the accuracy or completeness of such information by Fiera Capital or any other person; no reliance may be placed for any purpose
on such information; and no liability is accepted by any person for the accuracy and completeness of any such information.

These materials are not intended as investment advice or a recommendation of any security or investment strategy for a specific 
recipient, investments or strategies that may be described herein are provided as general market commentary. Nothing herein 
constitutes an offer to sell, or solicitation of an offer to purchase, any securities, nor does it constitute an endorsement with 
respect to any investment area or vehicle. 

Any charts, graphs, and descriptions of investment and market history and performance contained herein are not a 
representation that such history or performance will continue in the future or that any investment scenario or performance will 
even be similar to such chart, graph, or description. 

FORWARD‐LOOKING STATEMENTS

Discussions regarding potential future events and their impact on the markets are based solely on historic information and Fiera
Capital's estimates and/or opinions, and are provided for illustrative purposes only. A number of the comments in this document 
are based on current expectations and are considered "forward‐looking statements". Actual future results, however, may prove 
to be different from expectations. The opinions expressed are a reflection of Fiera Capital's best judgment at the time this 
document is compiled, are subject to change at any time without prior notice, cannot be guaranteed as being accurate, and any
obligation to update or alter forward‐looking statements as a result of new information, future events, or otherwise is disclaimed. 
Furthermore, these views are not intended to predict or guarantee the future performance of any individual investment 
strategy/style, security, asset class, markets generally, nor are they intended to predict the future performance of any Fiera 
Capital investment vehicle or portfolio.
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