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Corporate Defined Benefit Mid-Year Update: 
Markets, Sponsors and FASB All on the Move 

 

The title of our 2016 annual review report was “On the Move” as we noted many plan sponsors were taking proactive 
measures with respect to their plans and funded levels may have been poised to rise given the expectation of pro-
growth policies and higher interest rates. Much of this played out over the past six months, although without the rise 
in interest rates. In this brief note we provide our observations on the first half of 2017 and what we might expect over 
the final six months of the year. 

1.  Funded levels edge higher on the back of strong asset returns and contributions. Funded levels 
have been on the move in 2017, albeit only marginally. We estimate the aggregate funded status of the US 
corporate defined benefit (DB) system has inched up to 83% as of the end of June from 81% at the start of 2017, 
despite the fact that long-term interest rates have fallen year-to-date (YTD). Several factors have contributed to 
the marginal improvement in 2017: 

A. Many plans are likely near their annual long-term expected return on assets (EROA) assumption only 
halfway through 2017.  Resilient equity markets, both in the US as well as abroad, combined with positive 
fixed income returns from lower YTD interest rates and tighter credit spreads have contributed to strong asset 
returns YTD. The average EROA assumption in 2016 for US corporate DB plans was 6.9%. Based on the 
aggregate corporate DB asset allocation in the S&P 500 as of the end of last year, we estimate actual YTD 
returns in 2017 of around 6% - 7%. Obviously individual plan results will vary based on the applicable asset 
allocation employed. Nonetheless, in general, actual asset returns in the first six months of the year have 
helped to boost funded ratios as some plans are likely already at their long-term return target. 

B. Robust voluntary contribution activity continues as sponsors focus on minimizing PBGC variable-rate 
premiums and potentially getting ahead of anticipated corporate tax reform. Our previous work indicated 
2016 was the strongest year for contributions in the US corporate DB space since 2013, despite the fact that 
many plans still have little to no mandatory contribution requirement given funding relief enacted in recent 
years. We forecast a roughly 10% increase in total contributions in 2017 based on our analysis of expected 
contribution disclosures in sponsor annual reports as filed with the Securities and Exchange Commission.1 In 
our discussions with clients, minimizing PBGC variable-rate premiums continues to be a catalyst for voluntary 
contribution activity, as well as in some cases a desire to reap a larger tax deduction if potential tax reform 
results in a lower corporate tax rate in future periods. As discussed below, several sponsors have sourced 
their contributions by raising debt through the capital markets, a topic we have written on several times over 
the course of the past year.2 

 
Past performance does not guarantee future results, which may vary. Goldman Sachs does not provide accounting, tax or legal advice. Please see additional disclosures at the end 
of this presentation. The economic and market forecasts presented herein have been generated by GSAM for informational purposes as of the date of this presentation. They are based 
on proprietary models and there can be no assurance that the forecasts will be achieved. Please see additional disclosures at the end of this presentation. 
1 This is consistent with work from the Society of Actuaries which projects a similar increase in total contributions this year. For additional information, please see “Impact of Mortality 

Change on U.S. Single Employer Pension Plan Funding,” by Lisa Schilling and Patrick Wiese, Society of Actuaries, April 2017. 
2 For additional information please see GSAM’s Pension Solutions papers “Pension Plan Management: Should Sponsors Borrow to Fund and De-Risk Their Plans?,” October 2016 and 

“Does a Borrow-to-Fund and De-Risk Strategy Still Make Sense?,” February 2017. 
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C. Interest rates in mid-June touch their lows for the year. Offsetting the positive aspects noted above has 
been yet another decline in long-term interest rates, despite the fact the US Federal Reserve has raised short-
term interest rates twice this year. The yield on the Moody’s Aa, a popular proxy for liability discount rates, 
declined around 20 basis points from the beginning of the year through the end of June. For a plan with a 
liability duration of around 10 - 12 years, this decline would, by itself, likely increase gross pension liabilities by 
around 2% - 2.5%, placing downward pressure on funding levels. 

2. Sponsors continue to take proactive steps to manage their pension obligations and funded 
status volatility. Higher PBGC flat and variable-rate premiums continue to drive corporate behavior with 
respect to their DB pension plans. During the first half of 2017 we observed a number of corporate actions which 
were likely influenced by a desire to reduce the overall expenses of the plan. Several examples include:   
A. More and more sponsors recognizing the economic benefits of borrowing to fund their DB pension 

plans. FedEx, Verizon, Delta Air Lines and DuPont all executed borrow-to-fund transactions in the first half of 
2017. This followed several other notable transactions in 2016. A common question we hear around this 
strategy is how large a contribution should sponsors make? In a theoretical sense, one could make the 
argument that the correct answer is up to the point where PBGC variable-rate premiums are eliminated. In 
practice, it appears many have used this strategy to make an incremental contribution as a way to get up their 
glide path. In the table at the end of this note we have summarized some of the more salient details of a 
number of the larger debt issuances over the past twelve months where the sponsor has used some or all of 
the proceeds to contribute to the DB pension plan. Included in the table is an illustrative “pro forma” impact to 
funded status from the contribution. 

B. Annuitization, particularly for small balance retirees, remains a popular topic. Sears, Accenture, and 
Hartford Financial Services Group all executed notable annuitization transactions in the first half of 2017. As 
with other risk transfer actions we have observed over the past several years, a desire to reduce plan 
expenses, in particular the aforementioned PBGC flat rate premiums, appears to be a motivating factor in 
many of these transactions. Since PBGC flat rate premiums are paid on all participants irrespective of the size 
of their accrued benefit, the “cost” of keeping low balance participants in the plan may be seen as being 
prohibitive by some. In the case of Sears, the company transferred $515 million of liabilities across 
approximately 51,000 retirees, which equates to an average pension value of roughly $10,000 per participant.  
We expect more sponsors may target risk transfer for similar low balance retirees.  

3. Looking ahead: Financial Accounting Standards Board (FASB) accounting rule change and the 
impact of a pension’s asset allocation and investment strategy. We expect many client conversations 
in the second half of 2017 to mirror those of the first half of the year: concerns around equity valuations, the 
outlook for long-term interest rates, contribution strategies (in particular around borrowing to fund), and risk 
transfer. As if that is not enough for sponsors to chew on, a pending accounting rule change may also lead some 
plans to review the impact of their risk taking tolerance.  

Earlier this year the FASB finalized a new rule regarding how plan sponsors present net periodic benefit cost in 
their income statements.3 Among other items, the new rule requires an employer to report the service cost 
component of pension expense in the same line item of the income statement as other compensation costs 
arising from employee services during the period. Other components of pension income/expense, such as interest 
cost, EROA income, and amortization of actuarial gains and losses, would be reflected separately outside a 
subtotal of income from operations, if one is presented. 

While not changing the recognition or measurement of pension obligations, shifting where on the income 
statement different components of pension income/expense are reflected may potentially impact how plan 
sponsors view their pension plan. In particular, some plans may maintain a relatively high exposure to equities or 
other asset classes with high long-term expected returns to support a relatively high EROA assumption, which 

 
These examples are for illustrative purposes only and are not actual results. If any assumptions used do not prove to be true, results may vary substantially. 
3 For additional information, please see FASB Accounting Standards Update 2017-07, “Compensation – Retirement Benefits (Topic 715): Improving the Presentation of Net Periodic 

Pension Cost and Net Periodic Postretirement Benefit Cost,” March 2017 as well as GSAM’s Pension Solutions paper “US Pension Accounting Changes Afoot Once Again?,”  
October 2016. 
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offsets pension expense components. If EROA income is no longer reflected in operating earnings, and if a 
sponsor is focused on operating income as a key performance metric, then that might affect how a sponsor 
considers the impact of maintaining exposure to more return seeking assets, or shifting to more of a liability 
hedging asset allocation. 

On the other hand, under the new rule, EROA income would still be a component of net income and, 
consequently, earnings per share. Given that many sponsors focus on these financial metrics, changing where 
EROA income is reflected on the income statement might not affect their views on the impact of a pension’s asset 
allocation, investment strategy, and risk taking tolerance. 

The determination of how this change might affect sponsors’ views on their plans may differ from organization to 
organization. In our conversations with clients a number have indicated they are still formulating their thoughts on 
this change. With this new rule generally effective for fiscal years beginning after December 15, 2017 (although 
early adoption was permitted), we expect clients may spend more time on this topic over the remaining six months 
of the year. 

DEBT ISSUANCE HAS HELPED TO FUEL NOTABLE VOLUNTARY CONTRIBUTION ACTIVITY 
 
$ amounts in US millions 

Issuer Date 
Tenor in 
Years Size Coupon 

% of 
Offering 

DB 
Contribution 

Contribution  
as % of  
Offering 

Contribution  
Voluntary or 
Mandatory 

GAAP 
Funded  
% as of 

Previous  
Year End 

GAAP Pro 
Forma  
Funded  

% w/ 
Contribution 

Percentage 
Point 

Increase 

Pension 
Data 

Refers to 

International 8/2016 10 1,100  3.00% 47.8%               
Paper   30 1,200  4.40% 52.2%               

    Total 2,300    100.0% 500  22% Voluntary 75.7% 79.1% 3.5% US Plans 

CSX 10/2016 10 700  2.60% 31.8%               
    30 800  3.80% 36.4%               
    50 700  4.25% 31.8%               

    Total 2,200    100.0% 220  10% Voluntary 80.7% 88.4% 7.7% Total Plans 

FedEx 1/2017 10 450  3.30% 37.5%               
    30 750  4.40% 62.5%               

    Total 1,200    100.0% 1,000  83% Voluntary 83.6% 87.2% 3.6% US Qualified 
Plans 

Verizon 3/2017 5 1,400  Floating 12.7%               
    5 1,850  3.13% 16.8%               
    10 3,250  4.13% 29.5%               
    20 3,000  5.25% 27.3%               
    30 1,500  5.50% 13.6%               

    Total 11,000    100.0% 3,400  31% Voluntary 69.5% 85.6% 16.1% Total Plans 

Delta 3/2017 3 1,000  2.88% 50.0%               
Air Lines   5 1,000  3.63% 50.0%               

    Total 2,000    100.0% 2,000  100% Voluntary 49.4% 59.0% 9.6% Total Plans 

DuPont 4/2017 3 1,250  2.20% 62.5%               
    3 750  Floating 37.5%               

    Total 2,000    100.0% 2,000  100% Voluntary 67.1% 75.1% 8.1% Total Plans 

Source: Company Annual Reports and releases; analysis as of 6/30/2017 
Any reference to a sprecific company or sercurity does not constitute a recommendation to buy, sell, hold or directly invest in the company or its securities.   
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