
Our Investment Policy Research articles provide an in-depth look at due diligence that has 
been completed by BAM’s investment policy committee (IPC). We hope you find these 
articles to be educational and that they offer insight into the policies formed by our IPC.

Assessing the impact that pension liabilities have on state and local governments is a 
daunting task. For many state and local municipalities, pensions are becoming an 
increased burden on current and future budgets. Government reporting is becoming 
more transparent, but a decent lag time can still exist, and there are inconsistencies in 
terms of how liabilities are accounted for from one plan to the next. Moody’s Investors 
Services has done considerable work in assessing the problem, and providing transparency 
and consistency across issuers. Moody’s has been at the forefront in making an apples-
to-apples comparison across plans rather than simply relying on municipal reporting 
estimates that may be understating the true liabilities.
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Understanding the Pension Problem

Traditionally, state and local governments have offered pension 
plans as the retirement benefit for their employees. Upon 
their retirement, employees generally receive a prescribed 
defined benefit or a guaranteed formulaic payment from 
these pensions. To fund these payments, the government 
contributes to an investment portfolio set aside to cover 
current and future benefits. Two of the biggest determinants 
of whether the plan has enough assets to cover the liabilities 
are the amount of annual contributions and the expected 
return on plan assets. Plans can drastically underestimate 
the size of future liabilities if the discount rate assumption is 
too high. This underestimation can lead to an underfunding 
of their required annual contribution. Over the past decade, 
unfunded pension liabilities have grown substantially for 
state and local municipalities. The Federal Reserve estimates 
the unfunded pension liabilities (defined by pension liabilities 
minus plan assets) totaled more than $1.4 trillion in 2014. 
This is up from $354 billion in 2005. 

BAM’s Fixed Income Desk views this as the biggest threat 
to the municipal bond market moving forward. These large 
deficits, which are effectively debt of the municipality, could 
compete for resources with municipal bondholders. The 
funding gap between plans can differ greatly across issuers. 
Although some plans are considered well-funded, many 
have oversized liabilities that will become a greater challenge 
unless addressed today. Moody’s reports that most states 
remained disciplined by contributing 90 percent or greater 
for their yearly actuarially defined contribution for fiscal 
2014. However, California and New Jersey contributed only 
48.2 and 18.6 percent, respectively, representing a great 
divergence from state to state.1

Moody’s Approach

Moody’s now incorporates a long-term, high-grade taxable 
bond index to discount current and future benefit payments. 
The advantage in this approach is twofold: 1) the rate is 
consistent across plans, 2) using current market rates, rather 
than actuarial assumptions, can set a more realistic long-term 
return —  especially in today’s environment of historically low 
interest rates.

Moody’s uses this lower-market discount rate to compute 
a metric called adjusted net pension liability (ANPL), which 
is simply estimated plan liabilities minus total assets. If the 
number is positive, this means the plan is underfunded 
given the valuation assumptions. This number can help 
determine the impact of the benefit payments relative to the 

balance sheet. As an example, ANPL is often compared as 
a percentage of top-line government revenues or total tax 
base. In addition, Moody’s now allocates multi-employer 
cost-sharing plans across government entities based on their 
estimated proportionate liabilities.

How We Are Applying the Data

Our investment philosophy emphasizes purchasing only the 
highest quality municipal bonds. When assessing a bond 
for purchase, credit rating, sector, size and financial analysis 
are all thoroughly evaluated. This evaluation includes a 
filter for pension liabilities. Although pension expenditures 
are generally longer term in nature, we believe a prudent 
approach is to address the issues head on. We avoid buying 
issuers with an ANPL that is greater than 135 percent of gross 
revenues. 

According to Moody’s2, the median ratio of ANPL-to-
government revenue is 59 percent. This means the majority of 
states fall well within our buying parameters of less than 135 
percent ANPL relative to gross revenues. However, there are 
a number of states and local municipalities that are outliers. 
These tables display the highest net pension liabilities relative 
to annual government revenues:

State 3-Year Avg ANPL as % of Revenues

Illinois 278%

Connecticut 225%

Kentucky 182%

Louisiana 163%

Hawaii 149%

New Jersey 147%

Maryland 145%

Massachusetts 140%
Source: Moody’s Investors Services, “Fiscal 2014 Pension Medians – U.S. States,” 
January 2016.

Issuer 3-Year Avg ANPL as % of Revenues

Chicago, IL 724%

Dallas, TX 418%

Los Angeles, CA 378%

Cook County, IL 377%

Metro Water, Chicago, IL 356%

Jacksonville, FL 355%

Houston, TX 346%

Phoenix, AZ 307%

Source: Moody’s Investors Services, “Pension Liabilities Rise for 50 Largest Local 
Governments,” July 2015.
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1  Moody’s Investors Services, “Robust 2014 Investment Returns Provide Pause in Growth of Adjusted Net Pension Liabilities,” January 2016.

2  Ibid. 
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Eight states fall out of our buying parameters due to their 
pension. Most have been on the no-buy list for years. In 
addition, there are 323 local municipalities on this list. This 
does eliminate some highly rated issuers; however, the 
municipal market is very large. At this point, our ability to 
find attractive offerings has not been greatly affected. As an 
example, the City of Dallas has a substantially underfunded 
pension, but there are many school districts in the surrounding 
area that are in much better shape and are further backed by 
the state’s Permanent School Fund program (which carries an 
Aaa rating).

Conclusion

Underfunded pensions likely will continue to be the biggest 
risk to municipal bond issuers moving forward. However, their 
transparency and accountability are much improved. And with 

this new data, investors are now able to make more informed 
decisions when navigating the municipal credit landscape. 
When it comes to fixed income, we recommend only buying 
bonds with the highest credit quality, which excludes issuers 
with elevated pension obligations. 

Copyright © 2016, The BAM ALLIANCE. This document and all attachments are 
provided to you, our client, as a service of BAM Advisor Services, LLC. We hope you will 
use it to keep abreast of emerging research and investment trends, take advantage of 
up-to-date advice, and revisit the principles on which your investment advisory practice 
has been founded. Please be aware that this material is provided solely as background 
information for Registered Investment Advisor firms and is not approved sales or 
marketing literature. It should not be distributed to clients without prior approval of 
BAM. Information regarding references to third-party sites: Referenced third-party sites 
are not under our control, and we are not responsible for the contents of any linked site 
or any link contained in a linked site, or any changes or updates to such sites. Any link 
provided to you is only as a convenience, and the inclusion of any link does not imply 
our endorsement of the site.

3


