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S&P 500 pensions exit equities as funding status

improves

S&P 500 aggregate pension deficit at 2018 end: $265bn or 86%

funded

At 2018 end, the aggregate pension deficit at S&P 500 companies
was $265bn. The total funded status, or assets to liabilities ratio,
was 86%. This is the best funding ratio for S&P defined benefit (DB)
plans since 2013, only better in 2007. After hitting 103% at 2007
end, funding plunged to 78% at 2008 end and then slowly improved
to 85% at 2017 end. Funding improved slowly over the last ten
year's equity bull market with a two-steps forward, one-step back
pattern owing to multiple mini rallies in long-term bond yields that
repeatedly failed, requiring lowered pension discount rates. Lower
discount rates raise the present value of pension liabilities. Funding
improved at 2018 end vs. 2017, despite some investment losses,
owing to a small discount rate increase. Funding should be about
90% now given strong equities in first quarter.

Pensions have been fighting a losing war with bonds for two

decades

Pension discount rates have been trending downward for two
decades. In the late 1990s, the discount rate was about 7.5%, in
2006-2007 it was about 6%, and at 2017 end it bottomed at 3.6%. It
climbed to only 4.1% in 2018, half from higher long-term Treasury
yields and half from wider investment-grade (IG) corporate credit
spreads. Current conditions suggest a discount rate just under
4%. Every 50 basis point (bp) decrease in the discount rate raises
pension liabilities by about 5%. A decade ago, the sensitivity to
a 50bp discount-rate change was more, owing to longer duration
liabilities. Thus, declining discount rates have been a big headwind
to improved pension funding.

S&P 500 pension-asset allocation: Equities down to 34% from

63% in 2006

Over the last dozen years, equity allocation at S&P 500 company-
sponsored DB plans declined nearly 30 percentage points. Plan
sponsors have reduced equity allocation as their funding status
improved, in favor of higher fixed-income allocation, owing to
shorter duration liabilities and thus shorter investment time
horizons. This is the result of most DB plans being closed to new
employees in favor of defined contribution (DC) plans many years
ago. Closure to new participants causes the plan’s liabilities to
eventually come due, as active employees covered by the plan
approach and enter retirement.
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In a nutshell

• S&P 500 aggregate pension
deficit at 2018 end was
$265bn or 86% funded

• Pensions have been fighting
a losing war with bonds for
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• In S&P 500 pension-asset
allocation, equities are down
to 34% from 63% in 2006

• Corporate DB pension plans
closed to new employees
adopt LDI strategies

• The shift in pension-asset
allocation is minor to
equities, but material to IG
credit

• Corporate sponsors should
act to ensure big pension
deficits never return
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Corporate DB pension plans closed to new employees adopt

LDI strategies

Closure of many corporate DB pension plans to new employees
cleared the future for a trend toward Liability Driven Investment
(LDI) strategies for these plans. LDI strategies focus on reducing
investment risk to sponsors by locking in the plan’s funding status
by matching assets to liabilities. If plan assets are investment-
grade corporate bonds with equal duration as pension liabilities,
then the plan’s funding status is immune to changing interest
rates. Reducing investment risk, by moving from equities to liability-
duration-matched fixed income, appeals to sponsors of such
mature plans when funding status is good or if the plan is large
relative to the sponsor.

Shifting pension-asset allocation: Minor to equities, but

material to IG credit

We estimate that S&P pensions sold nearly $400bn of equities
over the past decade. At 2018 end, total S&P pension assets were
reported at $1.7trn. If the allocation to equities is reduced to 10% at
2028 that would imply about $500bn more to sell. However, $500bn
is only 2% of aggregate S&P 500 market cap. So such sales spread
over a decade shouldn’t affect S&P performance. But, $500bn is
near 10% of the US IG corporate bond market. Thus, pension
demand could be a material influence toward keeping spreads tight
in low-default-risk or non-recession environments.

Corporate sponsors should act to ensure big pension deficits

never return

Pension deficits relative to company value are small for most S&P
pension sponsors. The total S&P pension deficit is 1.2% of its
aggregate market cap. Putting the troubled status of many plans in
2002 and 2009 behind. We are constructive on the economy and
equities, but we think it prudent for plans with decaying investment
time horizons to reduce their risk. The window is now open to
reduce risk at a good funding status. If the funding headwinds of
lower long-term interest rates blow it again, it could be difficult
for equity returns to overcome them. Remaining deficits could be
plugged with corporate borrowing and this would leave overall
net corporate liabilities unchanged. Extra funding contributions
reduce insurance premiums paid to the Pension Benefit Guarantee
Corporation1 and allow earlier use of pension-related deferred-tax
assets.

1
The Pension Benefit Guarantee Corporation (PBGC) is an independent federal corporation that insures private defined-benefit plans. It also

regulates the termination of these plans and guarantees payment to participants in the event that the plan’s trust fund fails or is inadequate.
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Glossary

Basis point

One basis point equals 1/100 of a percentage point.

Duration

Duration is a measure expressed in years that adds and weights the
time periods in which a bond returns cash to its holder. It is used to
calculate a bond's sensitivity towards interest-rate changes.

Investment grade (IG)

Investment grade (IG) refers to a credit rating from a rating agency
that indicates that a bond has a relatively low risk of default.

Spread

The spread is the difference between the quoted rates of return on
two different investments, usually of different credit quality.

Treasuries

Treasuries are fixed-interest U.S. government debt securities with
different maturities: Treasury bills (1 year maximum), Treasury notes
(2 to 10 years), Treasury bonds (20 to 30 years) and Treasury Inflation
Protected Securities (TIPS) (5, 10 and 30 years).
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Hong Kong

The contents of this document have not been reviewed by any
regulatory authority in Hong Kong. You are advised to exercise
caution in relation to the investments contained herein. If you are
in any doubt about any of the contents of this document, you
should obtain independent professional advice. This document has
not been approved by the Securities and Futures Commission in
Hong Kong nor has a copy of this document been registered by
the Registrar of Companies in Hong Kong and, accordingly, (a)
the investments (except for investments which are a “structured
product” as defined in the Securities and Futures Ordinance
(Cap. 571 of the Laws of Hong Kong) (the “SFO”)) may not be
offered or sold in Hong Kong by means of this document or
any other document other than to “professional investors” within
the meaning of the SFO and any rules made thereunder, or in
other circumstances which do not result in the document being
a “prospectus” as defined in the Companies (Winding Up and
Miscellaneous Provisions) Ordinance (Cap. 32 of the Laws of Hong
Kong) (“CO”) or which do not constitute an offer to the public within
the meaning of the CO and (b) no person shall issue or possess
for the purposes of issue, whether in Hong Kong or elsewhere, any
advertisement, invitation or document relating to the investments
which is directed at, or the contents of which are likely to be
accessed or read by, the public in Hong Kong (except if permitted
to do so under the securities laws of Hong Kong) other than with
respect to the investments which are or are intended to be disposed
of only to persons outside Hong Kong or only to “professional
investors” within the meaning of the SFO and any rules made
thereunder.

Singapore

Singapore Interests in the funds mentioned herein are not allowed
to be made to the public or any members of the public in Singapore
other than (i) to an institutional investor under Section 274 or 304
of the Securities and Futures Act (Cap 289) (“SFA“), as the case
may be, (ii) to a relevant person (which includes an Accredited
Investor) pursuant to Section 275 or 305 and in accordance with
other conditions specified in Section 275 or 305 respectively of
the SFA, as the case may be, or (iii) otherwise pursuant to, and in
accordance with the conditions of, any other applicable provision
of the SFA.

Important Information

DWS is the brand name of DWS Group GmbH & Co. KGaA. The
respective legal entities offering products or services under the
DWS brand are specified in the respective contracts, sales materials
and other product information documents. DWS Group GmbH &
Co. KGaA, its affiliated companies and its officers and employees
(collectively “DWS Group”) are communicating this document in
good faith and on the following basis.

This document has been prepared without consideration of the
investment needs, objectives or financial circumstances of any
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investor. Before making an investment decision, investors need to
consider, with or without the assistance of an investment adviser,
whether the investments and strategies described or provided by
DWS Group, are appropriate, in light of their particular investment
needs, objectives and financial circumstances. Furthermore, this
document is for information/discussion purposes only and does not
constitute an offer, recommendation or solicitation to conclude a
transaction and should not be treated as giving investment advice.

DWS Group does not give tax or legal advice. Investors should
seek advice from their own tax experts and lawyers, in considering
investments and strategies suggested by DWS Group. Investments
with DWS Group are not guaranteed, unless specified.

Investments are subject to various risks, including market
fluctuations, regulatory change, possible delays in repayment and
loss of income and principal invested. The value of investments can
fall as well as rise and you might not get back the amount originally
invested at any point in time. Furthermore, substantial fluctuations
of the value of the investment are possible even over short periods
of time. The terms of any investment will be exclusively subject to
the detailed provisions, including risk considerations, contained in
the offering documents. When making an investment decision, you
should rely on the final documentation relating to the transaction
and not the summary contained herein. Past performance is no
guarantee of current or future performance. Nothing contained
herein shall constitute any representation or warranty as to future
performance.

Although the information herein has been obtained from sources
believed to be reliable, DWS Group does not guarantee its accuracy,
completeness or fairness. No liability for any error or omission is
accepted by DWS Group. Opinions and estimates may be changed
without notice and involve a number of assumptions which may
not prove valid. All third party data (such as MSCI, S&P, Dow
Jones, FTSE, Bank of America Merrill Lynch, Factset & Bloomberg)
are copyrighted by and proprietary to the provider. DWS Group or
persons associated with it (“Associated Persons”) may (i) maintain
a long or short position in securities referred to herein, or in related
futures or options, and (ii) purchase or sell, make a market in, or
engage in any other transaction involving such securities, and earn
brokerage or other compensation.

The document was not produced, reviewed or edited by any
research department within Deutsche Bank and is not investment
research. Therefore, laws and regulations relating to investment
research do not apply to it. Any opinions expressed herein
may differ from the opinions expressed by other Deutsche Bank
departments including research departments. This document may
contain forward looking statements. Forward looking statements
include, but are not limited to assumptions, estimates, projections,
opinions, models and hypothetical performance analysis. The
forward looking statements expressed constitute the author’s
judgment as of the date of this material. Forward looking
statements involve significant elements of subjective judgments
and analyses and changes thereto and/or consideration of different
or additional factors could have a material impact on the results
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indicated. Therefore, actual results may vary, perhaps materially,
from the results contained herein. No representation or warranty is
made by Deutsche Bank as to the reasonableness or completeness
of such forward looking statements or to any other financial
information contained herein.

This document may not be reproduced or circulated without
DWS Group’s written authority. The manner of circulation and
distribution of this document may be restricted by law or regulation
in certain countries, including the United States.

This document is not directed to, or intended for distribution to or
use by, any person or entity who is a citizen or resident of or located
in any locality, state, country or other jurisdiction, including the
United States, where such distribution, publication, availability or
use would be contrary to law or regulation or which would subject
DWS Group to any registration or licensing requirement within such
jurisdiction not currently met within such jurisdiction. Persons into
whose possession this document may come are required to inform
themselves of, and to observe, such restrictions.

Unless notified to the contrary in a particular case, investment
instruments are not insured by the Federal Deposit Insurance
Corporation (”FDIC“) or any other governmental entity, and are not
guaranteed by or obligations of DWS Group.

© 2019 Deutsche Asset Management (Asia) Limited

Publisher: DWS Investment GmbH, Mainzer Landstraße 11-17,
60329 Frankfurt am Main, Germany
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