
Dollar coins are useful for diagramming economic theories, but they have other uses

By David Crane , ~ rates, a yawning gap has developed.
r This is why Jack Ehnes, CEO of

"~ magi,n_e you are saving for your CalSTRS, the Califorrfia teacher retire-
[ child s college costs, expected to ment fund, rightly points out that even
~ amount to $1oo,ooo, and that you after the ~.ecent good. result, pe.nsl,o.n.
are 80 percent of the way there with -contribuhons must.mcrease. And t.he
$80,000 in your account, sooner those contributions are made,

The next year, the value of your the better, because the longer we wait
investment account drops ~5 percent, to increase pension contributions, the
to $6o,ooo. greater the cost down the road. That’s

The year after that, it bounces back because un-contributed amounts

25 percent. Are you back to where you
started?

No, because now you have $75,000
in your account.

Next, assume college costs are rising
8 percent per year. Now how close to
paying for college are you?

The answer: 64 percent, because you
have $75,000 toward $117,ooo of costs.
Even though your investments rose
the same percentage as they fell, you’re
further from your goal than before.

That is the situation faced by pen-
sion funds. Even after good returns
this past fiscal year, they still have a
huge hill to climb. This is because:
- Their recent gain is measured from a
smaller base than was their decline, as
illustrated above.
~ Pension funds are allowed to report
pension liabilities on a discounted
present value basis and to use a dis-
count rate for that purpose that is
equal to the rate of return they expect
to earn on their assets. Thus pension
liabilities automatically grow by that
rate, which is typically 7.5 percent t.o 8
percent. That, in turn, means pension
funds must earn at least that rate of
return just to stand still. After more
than a decade (including the recent
good year) in which pension fkmds
earned just a fraction of their discount

accrue interest at the discount rate.
This is why pension funding is a -

moral issue, not unlike climate change.
By not making sacrifices today to re-
duce greenhouse gas emissions, o~r ~
generation is imposing a larger burden
on future generations. Likewise, by
not contributing morse money to pen-
sion funds today, we are forcing people
tomorrow to use their money t;) cover
our costs plus interest, in ~, they
will have less money with which to
compensate their own public employ-
ees, fund their colleges, build their
infrastructure, finance their environ-
mental protection, maintain their
parks and more.

Simil~ly, it’s immoral to Contribute
insufficiem amounts today in the false
hope that pension funds will make up
deficiencies through outsize invest-
ment returns. Bon~ls and cash, which
usually make up about ~8 percent of
most pension funds, can be expected
to yield no more than 5percent. That
means, to earn the 7.5 percent to 8
percent return needed to meet their
promises, pension funds are depend-
ing on the remaining 7u percen~ Of
assets invested in stocks to earn lO
percent before fees and expenses.
That’s nearly 40 percent more than
equities earned in the ~oth century.
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