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1. Why pensions today?
The events of the past few weeks have brought corporate pension plans to the forefront 
again. The debt ceiling debate, followed by the downgrade of the U.S. sovereign credit 
rating by S&P, has surprisingly resulted in a rally in interest rates. The resulting record-low 
interest rates, combined with poorly performing equity markets, have likely driven the 
funded status of most pension plans to be materially worse today than at the beginning of 
the year. This situation represents the “perfect pension storm,” when the present value of 
liabilities increases (because the discount rate drops) and asset values synchronously drop 
(predominantly invested in equities and other “risky” assets). 

At the same time, many of the larger firms have record-high cash balances and also enjoy 
access to the debt capital markets at attractive prices. 

	 •	� The link between today’s capital markets and the pension environment creates a clear 
but potentially fleeting opportunity to fund pension plans for firms that have the ability 
to do so

	 •	� Contributing to an under-funded pension plan typically has a positive and measurable 
impact on firms’ financial metrics, because it is Net Present Value (NPV) positive and 
EPS accretive without adversely impacting credit metrics, even if the contribution is 
financed with new debt

	 •	� The recent market events are yet another reminder for firms to adjust their pension 
asset allocation to reduce market risk exposure. This adjustment could help them 
avoid, or at least soften, the blow of pension-induced volatility to the balance sheet, 
cash flows and earnings 

	 •	� There have been three perfect pension storms in the past decade. It behooves 
decision-makers not to be caught in the next one

Figure 1

Three pension perfect storms in one decade 

Senior decision-makers should understand pension issues even if they do not sponsor a 
Defined Benefit (DB) pension plan: 

	 •	� Even if your firm is not affected directly, your clients, suppliers or competitors may  
be affected by DB pension problems

	 •	� An underfunded DB pension plan, like debt, affects the value of equity holders  
(and your firm’s equity investments)

	 •	� Pension plans' increasing allocation toward fixed income assets may impact the relative 
pricing of various asset classes (debt vs. equity) 

	 •	� Public entities, such as state governments, are experiencing challenges similar to  
those facing companies with DB pensions, but the magnitude of the problem is larger. 
State and municipal pension issues may affect your business directly or indirectly 
through higher taxes, reduced public spending, and increased interest rates, among 
other mechanisms

Source: Bloomberg, J.P. Morgan, Moody’s Corporate AAA, AA, A bond indices
1 YTD as of 8/12/2011

Period
S&P 500 
annualized return

Liability discount rate 
at beginning of period

Liability discount rate 
at end of period

2002 (23.4%) 7.1% 6.4%

2008 (38.5%) 5.8% 5.5%

2011 YTD1 (6.3%) 5.1% 4.5%
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2. �Perfect pension storms happen
The first perfect pension storm of the century occurred in 2001-2002 with the collapse of 
the tech/telecom bubble. A second storm transpired within the same decade during the  
recent global financial crisis in 2008, when the one-two punch of a meltdown in asset  
values and low interest rates was further exacerbated with the onset of the Pension  
Protection Act’s (PPA) more stringent contribution requirements. As a result of the second 
pension storm, a $63bn pension surplus for S&P 500 firms in 2007 turned into a $308bn 
deficit by the end of 2008 (Figure 2). In fact, in 2000, less than 20% of S&P 500 firms  
experienced underfunded pension plans; by 2010, about 64% had underfunded plans 
(Figure 3). The third pension storm is taking place today with record-low pension liability 
discount rates. Firms that strategically matched pension assets with liabilities (i.e. weighted 
toward long-term fixed income) have, however, been better able to protect their pension 
funded positions during these times of crisis.

Figure 2

The pension underfunding rollercoaster

Pension funding ratio for S&P 500 Index over time

The significant underfunded pension status of S&P 500 firms at year-end 2010 creates a 
long timeline for full funding (in the absence of material contributions): between four and 
nine years of 8% annual pension asset returns, or two to five years of much more aggres-
sive 12% annual returns, an achievement that has been rarely realized over the past 50 
years. The events of the past few weeks have increased these required returns.  

Source: Bloomberg; Capital IQ; J.P. Morgan; “Corporate Pensions Become An Acceptable Expense While OPEBs Remain A 
Target For Cuts, Concerns, and Casualties” article published by S&P in May 2011; “S&P 500 2010: Pensions and OPEBs” 
database published by S&P in May 2011; S&P 500 historical market cap per S&P’s website
Note: 2011 funded status is an estimate and does not include contributions made by companies in 2011.
1 �Projected Benefit Obligation.
2 �Pension contributions based on S&P 500 pension funding status and Milliman 100 Pension Funding status, extrapolated 
with Milliman 100 contributions. 
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Achieving 8% annual returns will be challenging for pension plans at a time when inter-
est rates are hitting record-low levels and economists are revising their economic growth 
forecasts downward.

Figure 3

Pension funding has deteriorated dramatically over the past decade

Pension funding status of S&P 500 firms: 2010 versus 2000

Ten salient pension facts:
	 •	� 69% of S&P 500 firms have DB pension plans, and 92% of these firms had pension 

deficits as of year-end 2010
	 •	� S&P 500 DB pension assets amounted to $1.3trn at year-end 2010
	 •	� S&P 500 DB pension liabilities were about $1.5trn, leading to a $245bn pension 

deficit by year-end 2010. This could grow to about $340bn if current market 
conditions persist at year-end 2011

	 •	� For S&P 500 firms with pension deficits, the funding gap typically represents about 
2% of market capitalization and 9% of total debt

	 •	� S&P 500 companies could begin closing the pension funding gap, if they so choose, 
with cash balances of nearly $1.3trn and good access to capital markets, especially 
for firms with strong credit ratings

	 •	� Total S&P 500 pension contributions were about $70bn in 2010, representing 
about 6% of the operating cash flow of firms with plans

	 •	� 49% of U.S. pension assets are invested in equities today, compared to 64% 
in 2000

	 •	� Actual pension asset returns over the last decade have averaged 6% for firms 
with large plans, compared to expected returns of 9%

	 •	� U.S. state and local government underfunded pension liabilities are estimated at 
between $2 and $3 trillion as of year-end 2009, compared to debt of $2.4 trillion

	 •	� Pensions represent only a portion of underfunded obligations; other post-
employment benefits (OPEBs) of the S&P 500 are underfunded by about $210bn

Source: FactSet

2010

No plan 31%

2000

Underfunded 64%

No plan 40% Underfunded 19%

Overfunded 41%

Overfunded 5%
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3. Pensions and the current capital markets environment
Cheap debt financing—a pension funding opportunity: In spite of significant economic 
uncertainty, debt capital markets have been benign for most of the year. Even over the last 
few weeks, as volatility has spiked in many markets, high-quality issuers have continued to 
enjoy access to capital markets at very attractive levels. As Figure 4 illustrates, the all-in 
cost of debt for investment grade and even non-investment grade companies has been at 
record lows relative to the past 10 years. This cheap debt environment reflects historically 
low Treasury rates and limited demand for funding by large U.S. corporate borrowers, since 
large U.S. firms enjoy record high levels of cash and have increased their cash flow genera-
tion by slashing capital expenditures and R&D. Many firms have taken this opportunity to 
actively manage their pension deficits by making significant voluntary contributions (total 
contributions of about $70bn per year recently).

Figure 4

Record-low investment grade coupons and record-low pension discount rates

Cost of debt remains at historically low levels

Current borrowing rates are lower today than the two most important pension metrics 
used for GAAP reporting: the liability discount rate and the Expected Return on Plan Assets 
(EROA). The liability discount rate (typically representative of high-quality bonds) is the rate 
at which the pension liability grows with the passage of time. The EROA is the rate at which 
the accounting asset balance is allowed to grow with the passage of time (with differences 
from actual asset performance amortized over time). Given the availability of cheap debt 
financing today, active pension funding is typically compelling from an accounting perspec-
tive and will in almost all cases be EPS accretive.

Source: Bloomberg; Discount rate and expected return on plan assets are based on “Corporate Pensions Become  
An Acceptable Expense While OPEBs Remain A Target For Cuts, Concerns, and Casualties” article published by S&P 
in May 2011
Note: Pension contributions for 1992-1998 and 2011 are not available; 10-year A, BBB and BB levels are based on  
Bloomberg’s industrial indices by rating category. 
1 �Pension contributions based on S&P 500 pension funding status and Milliman 100 Pension Funding status, extrapolated 
with Milliman 100 contributions.
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Low cost of debt financing—a hit to corporate pension funded status: Ironically, the  
current low cost of corporate debt financing also increases the magnitude of estimated 
pension liabilities, since the stream of future pension payments are discounted at the  
borrowing cost of high-quality corporate bonds. When these borrowing costs fall, the  
present value of future liabilities increases, leading to higher pension deficits or lower  
pension surpluses and potentially higher funding needs.

Increased pension asset allocation to fixed income assets and the impact on the  
relative cost of debt vs. equity: Data from the Federal Reserve’s Flow of Funds suggest  
that net bond purchases by U.S. pension funds and insurance companies were $594bn 
in 2010 and $685bn in 2009. This compares with net equity purchases of ($308bn) and 
($578bn) for the same two years. Not surprisingly, pension funds have increased their  
allocation to fixed income relative to equity in response to poor equity performance over 
the last decade, as well as to better match the duration of pension assets to that of pension 
liabilities. This shift in pension assets from equities to bonds has kept bond issuance yields 
low, and the cost of equity relative to the cost of debt has recently been near record highs 
(Figure 5, right panel).

Figure 5

Increased allocation from equities to fixed income has affected the relative  
cost of debt vs. equity

U.S. pension funds and insurance purchases ($bn)	 Cost of equity to cost of debt ratio

The pension funding paradox: Executives facing underfunded pension liabilities are  
currently struggling with the following two dilemmas, depending on their view of future 
interest rates:

	 •	 �If the expectation is for high-grade yields to remain low: there should be no hurry 
to raise debt to eliminate pension deficits since cheap debt will be available in the 
future. But the value of pension liabilities will, however, remain high, and pension 
underfunding may not decline meaningfully without incremental funding

Source: Federal Reserve, Board of Governors, Flow  
of Funds (Q4 2010)
Note: Data are quarterly; Bonds refer to corporate and 
foreign bonds; Purchases refer to net purchases.

Source: J.P. Morgan, FactSet, Bloomberg
Note: Cost of debt based on BBB industrial bond index. Cost 
of equity assumes 10-year Treasury rate, beta of 1, and the 
average of J.P. Morgan’s 4 market risk premium estimates 
(Sharpe-ratio implied, bond method, DDM, and historic 
arithmetic average).
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	 •	� If the expectation is for high-grade yields to increase rapidly and materially: pension 
liabilities will decline as they will be discounted at a higher rate, but the opportunity 
for cheap long-term debt financing will also disappear

For companies that have the capital market access and availability today, however, the 
strategy of raising capital and contributing to the plan will always be a sound one as  
long as the cash is invested appropriately within the plan, i.e. by minimizing the asset-
liability mismatch. 

4. �The pension funding decision: A stakeholder perspective
What drives the decision to make voluntary contributions to pension plans? How should 
firms compare the decision to fund their pension plans with organic investments, M&A or 
shareholder distributions? We summarize the key stakeholders' benefits and considerations 
around pension funding decision in Figure 6. For most companies, the benefits of a volun-
tary pension funding announcement will significantly outweigh the drawbacks. In a record 
low cost of debt environment, the benefits of funding can be even more pronounced.

Figure 6

Summary considerations for the voluntary funding of a DB pension plan

Shareholder value: For boards with the fiduciary duty to maximize shareholder value, the 
most important consideration is the impact of pension contributions on equity value. For 
firms that are regular U.S. taxpayers, debt-financed pension contributions in the current 
environment will tend to be both NPV positive and EPS accretive. The positive NPV impact 
is a result of the immediate tax deductibility of contributions, as well as from the tax-free 
growth of assets within the plan. Additionally, companies may receive material savings in 
Pension Benefit Guarantee Corporation (PBGC) premiums by improving their plans’ funded 
statuses. The EPS accretion arises from the positive spread between most plans’ EROA 

1 The PBGC, an independent U.S. government agency, is responsible for insuring certain benefits of private pension plans.

Shareholders
 

• Tax deductibility creates positive NPV
• Higher asset balance creates positive EPS
• Analysts and markets have generally reacted positively
• Some concern about transfer of wealth from shareholders to beneficiaries 
 for highly levered companies

Debt 
holders

• Deleveraging (if using stock or cash) can be positive for high gross leverage firms
• Highly rated companies can use “cheap” debt to extinguish more expensive liability
• Some concern about “crystallizing” soft liability

Rating
agencies 

• Stock or cash contributions result in stronger credit metrics
• Debt-financed contributions are leverage-neutral at S&P and positive at Moody’s,
 though some may view pension underfunding as a softer liability than 
 balance-sheet debt
• Pre-funding can be viewed as a preemptive measure against further 
 plan deterioration

Employees
• Well-funded DB plans provide greater reliability and security for workers
• In certain industries, unions or industry standards might pressure firms 
 to fund pension plans

PBGC

• Contributions reduce premiums paid to the Pension Benefit Guarantee 
 Corporation (PBGC)1

• PBGC can limit lump-sum payments and the use of credit balances and 
 tax-deductibility if plan underfunding falls below certain established target levels
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and the funding cost. As discussed in the previous section, this spread has recently been 
at record levels relative to the past 10 years. Equity research analysts have highlighted 
positive NPV as well as EPS accretion as reasons for why pension contributions can create 
shareholder value.1 

5. The funding roadmap
While most companies can benefit from voluntary pension contributions, we still recom-
mend taking a disciplined approach to evaluating the relevant issues. The companies that 
will benefit most from active funding decisions are those for which pension deficits are 
material (relative to firm size, leverage, etc.), and also those for which pension issues are 
already a point of focus for equity research analysts and investors. As we show in Figure 7, 
while the pension problem impacts many S&P 500 companies, this issue is critical for  
some firms. 

Figure 7

Concentration of pension deficits

	 Median pension deficit/Market cap: S&P 5001	 Pension deficits within S&P 5001

For firms that have maintained healthy pension funding ratios through the financial crisis 
and also during the events of the past few weeks, the primary focus should be to ensure 
that the funded status does not deteriorate under even more severe market swings. Many 
firms have already started implementing strategies to reduce net market risk in their plans' 
asset-liability portfolios. Such strategies often take the form of gradually moving toward in-
creased fixed income asset allocations (to match the duration of the plan’s long-term liabili-
ties), while immediately adding derivative overlays to ensure that the plan is protected from 
market corrections in the medium term. We have already witnessed an increase in fixed 
income asset allocation (to bonds) of about four percentage points over the past five years, 
and also a significant increase in the use of derivatives to further manage market risk.

For firms that can materially benefit from voluntary contributions, the best option in 
today’s market may be to take advantage of the cheap debt environment. Closing pension 
deficits using debt financing provides several benefits, including positive NPV, EPS accre-
tion and locked-in funding costs at today’s attractive rates. Firms should, however, consider 
the entire pension funding toolbox, which includes using balance-sheet cash, parent stock 

1�Asset returns earned by contributions offset the potential increase in pension underfunding associated with service cost (benefits 
earned for every additional year of service) and interest cost (the time value associated with liability getting closer). When 
combined with a more disciplined asset-liability management approach, this offset can significantly reduce volatility in the plan’s 
underfunded status and avoid future calls on capital. Additionally, U.S. funding rules allow current voluntary contributions to be 
used, at least in part, as an offset for future required contributions. This provides an additional incentive to tap the markets today 
to lock in funding at very attractive rates.

15.3%

Worst 10% firms Other S&P 
500 firms

Representation in 
S&P 500 Index

S&P 500

1.5%

351 firms $245bn deficit

316 firms $87bn

35 firms
$158bn

Worst 10% firms Other S&P 500 firms Worst 10% firms Other S&P 500 firms

Source: FactSet
1 Includes only firms with pension plans within the S&P 500.
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or the proceeds from asset sales/equity issuances to make contributions to the plan. These 
alternate options are likely more attractive for companies with significant excess cash bal-
ances, assets that are not a good fit for the firm’s overall portfolio, or limited incremental 
leverage capacity. Though using parent stock can be an attractive method of deleverag-
ing, companies should keep in mind that the pension plan will be restricted in the amount 
of parent stock it can own. Hence, in many cases, the plan will dispose of the stock quite 
rapidly, leading to stock price pressure. 

We present our decision tree incorporating the key drivers of the pension funding decision 
in Figure 8 below.

Figure 8

Key drivers of the funding decision 

6. �The end of the “one-size-fits-all” asset  
management scheme 

For decades, pension asset allocation strategies were similar across plans with different 
funded status, sponsor credit profiles and even regulatory jurisdictions (Figure 9). The 
financial crisis of 2008 and 2009 has, however, highlighted how pension exposure can 
consume precious cash, pressure credit ratings and constrain capital markets access at 
inopportune times. The direction and volatility of market moves of recent weeks once again 
underscore the challenges of managing pension exposures. However, they also present an 
opportunity to move quickly in order to mitigate any longer term consequences for the plan 
sponsors' financial health.
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Senior executives are re-evaluating their pension plan designs to avoid a repeat of the 
three pension storms they experienced over the last decade. Many have also modified the 
asset mix or used derivatives to reduce the financial risk (interest rate exposure, equity 
exposure, etc.) of their DB plans. 

However, given the pending treatment of corporate defined benefit pension plans as Special 
Entities under Dodd-Frank legislation, as well as their categorization as financial entities 
requiring the clearing of over-the-counter derivatives, it is possible that these entities will 
be severely constrained in using such overlays to manage duration and other exposures 
going forward.

When examining plan design, decision makers should consider several firm-specific factors:

	 •	� The size of the DB pension plan and plan deficit relative to the company’s firm value 
and leverage

	 •	� The potential impact of pension deficits on credit ratings, and the importance of 
maintaining current ratings for market access and long-term business contracts

	 •	� Sensitivity of the company to interest rate fluctuations 
	 •	� The company’s competitive position relative to peers, peers’ approaches to pension 

management and the firm’s own profitability and cash flow position
	 •	� Labor market dynamics, including the importance of pensions as a component of 

overall employee compensation

Figure 9

“One-size-fits-all” approach for pension asset allocation

	 Fixed income allocation by 	 Fixed income allocation by 
	 funded status – Consolidated	 funded status – U.S. only

Funding ratio (%) Funding ratio (%) 

S&P credit ratings S&P credit ratings 

 

31.5%
36.4% 34.2%

38.0% 36.5% 36.0%

≤60% 60-70% 70-80% 80-90% >90% S&P 500 ≤60% 60-70% 70-80% 80-90% >90% S&P 500

≤B BB BBB A ≥AA ≤B BB BBB A ≥AAS&P 500 S&P 500

30.0% 34.6% 36.0% 36.1% 36.5% 35.6%

34.8%
38.9% 35.9% 35.8% 32.4%

36.0% 35.6% 38.4% 35.0% 36.0% 34.0% 35.6%

Source: Capital IQ, J.P. Morgan
Note: Analysis excludes S&P 500 companies with insufficient fixed income allocation data.

	 Fixed income allocation 	 Fixed income allocation 
	 by rating – Consolidated	 by rating – U.S. only
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7. Executive takeaways
Consider making “warranted” pension contributions: Many firms have been actively 
re-thinking their pension strategies in the wake of the recent financial crisis, as well as 
considering changes to funding policies. The recent rally in interest rates and  
volatility in equity markets have sparked further interest in optimizing pension strategies. 
We have seen important changes in many companies’ funding approaches, investment 
strategies and plan design strategies, as well as financial reporting strategies. Key elements 
of these changes are highlighted in Figure 10. Firms are increasingly accessing the capital 
markets to make significant voluntary pension contributions. We anticipate that this trend 
will continue as long as the capital markets remain supportive. 

Consider changing pension asset allocations: The pension asset mix has tilted toward fixed 
income securities and away from equity investments. Companies have also started to use 
derivative overlays more aggressively to further minimize risk in the pension plans. The 
driver of these changes has been an expanded acceptance of quantitative methods in  
measuring the asset-liability mismatch that is inherent in all pension plans. Firms have 
been more actively thinking about using on-balance sheet strategies as alternatives to 
counter some of the pension plan risk (for example, swapping balance sheet debt to 
floating-rate debt). 

Continue evaluating plan design: A number of firms have either closed plans for new 
employees or have frozen benefits for existing employees. By the end of 2010, only 38% 
of Fortune 1000 companies had unfrozen plans, compared to 59% in 2005. We expect this 
trend to continue. We also expect to see increased interest in plan terminations, either by 
buying group annuities from insurance companies or by employing more innovative capital 
markets solutions. These non-traditional solutions are, however, likely to be more viable 
once the funded statuses of plans have improved significantly from current levels (either 
through employer contributions or plan asset performance).

Re-think pension plan financial reporting: Firms are re-thinking strategies for the financial 
reporting of pension plan details, and two different approaches have gained some momen-
tum. The first approach is to begin issuing earnings guidance for the analyst community 
on an “operational basis” which excludes most elements of the pension expense (other 
than service cost). The second approach is a more fundamental change to GAAP reporting, 
whereby companies are dialing back or completely giving up on some or all of the three 
smoothing mechanisms available for pension expense reporting. In general, this approach 
has the benefit of avoiding ongoing EPS headwind from any accumulated losses that have 
not yet flowed through the income statement. Even so, this strategy exposes firms to  
potential EPS volatility if their pension plans retain material (equity) market risk. Recent 
market volatility highlights the risk of these strategies, which we understand to be  
irrevocable once adopted. As a result, implementing this simpler and more transparent 
approach is generally only feasible after companies have already materially reduced their 
exposure to market volatility.
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Figure 10

Key trends in today's corporate pension environment

Key Trends

Funding strategy

• Raise cheap capital and 
 contribute proceeds to plan
• Pre-fund future mandatory 
 contributions

Investment strategy

• Shift to longer duration fixed 
 income to reduce plan volatility
• Swap balance sheet debt to 
 floating to minimize pension
 duration gap

Reporting strategy

• Introduce “operating earnings”
 as a non-GAAP reporting format 
 after de-risking pension plan
• Eliminate smoothing mechanism
 from pension expense calculation

Benefits strategy

• Focus on freezing DB plans
 – 38% of Fortune 1000 
  companies had no frozen 
  DB plans in 2010 vs. 59% 
  in 20041

• Set up for future transfer
 to third party

1 �Based on Tower Watson’s article “Pension Freezes Continue Among Fortune 1000 Companies in 2010”  
published in September 2010.
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