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S&P 500 pensions exit equities as funding status improves
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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 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 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 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. 

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 (IG) 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 
Corporation and allow earlier use of pension related deferred tax assets. 
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A basis point equals one-hundredth of a percentage point, shown as 0.01 percent. The decimal equivalent is 0.0001. If a mortgage-backed security 
yields 2% more than a comparable Treasury security, the spread is 200 basis points. 
 
Duration is a measure in years of interest rate risk for a specific security or portfolio. Used by bond managers instead of maturity as it accounts for all 
principal and interest cash flows in addition to the final maturity payment. For example, the duration of a ten-year zero coupon bond equals its maturity 
of ten, while the duration of a ten-year 7.5% coupon bond is less than seven years. The latter bond carries less risk because of the coupon payments 
received each year. 
 
Market capitalization (market cap) is the total dollar market value of a company’s outstanding shares. 
 
A recession is, technically, when an economy contracts for two successive quarters but is often used in a looser way to indicate declining output. 
 
The S&P 500 Index includes 500 leading U.S. companies capturing approximately 80% coverage of available U.S. market capitalization. 
 
The spread is the difference between the quoted rates of return on two different investments, usually of different credit quality. 
 
The Pension Benefit Guarantee Corporation is an independent federal corporation that insures private defined-benefit plans. Pension Benefit Guarantee 
Corporation (PBGC) 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. 
 

 

 

 

 

DWS does not render legal or tax advice, and the information contained in this communication should not be regarded as such. The comments, opinions and estimates contained herein 

are based on or derived from publicly available information from sources that we believe to be reliable. We do not guarantee their accuracy. This material is for informational purposes 

only and sets forth our views as of this date. The underlying assumptions and these views are subject to change without notice.  

Past performance is not indicative of future returns.  

Forecasts are based on assumptions, estimates, opinions and hypothetical models that may prove to be incorrect. Investments come with risk. The value of an investment can fall as well 

as rise and your capital may be at risk. You might not get back the amount originally invested at any point in time.  

The brand DWS represents DWS Group GmbH & Co. KGaA and any of its subsidiaries, such as DWS Distributors, Inc., which offers investment products, or DWS Investment 

Management Americas, Inc. and RREEF America L.L.C., which offer advisory services. 
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