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… Corporate Pensions Remain Significantly Underfunded 
Median S&P 500 pension plan’s funded status at fiscal year-end (percent) 

After Years of Low Interest Rates … 
Citi Pension Liability Index at month-end (percent) 

Corporate Pension Funding Still Under Pressure  

Source: Citi, Bloomberg, FactSet. 

Note: The Citi Pension Liability Index (CPLI) is an approximation for the discount rate used to value GAAP pension liabilities. 
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Pension Benefit Obligation of the Dow 30 
Pension Benefit Obligation (% of Market Capitalization) 

Large Cap Industrials’ PBOs Are Largest in the Dow 30 

Industrial companies tend to have the largest pension obligations, both on a dollar basis and as a percentage of 

market cap, in the Dow 30. 

Source: Company Filings. FactSet, Moody’s, S&P. Market data and credit ratings as of 03/31/2018. 

Note: Pension data as of last available fiscal year-end. 
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Focus on Size of Pension Liability 
 

Size of Pension Liability a Significant Driver of Value  
Cumulative shareholder returns (%), PBO as percent of market capitalization 

…As do Firms With High Equity Allocation 
Cumulative shareholder returns (%), pension asset equity allocation (%) 

Firms With Large Pension Deficits Underperform… 
Cumulative shareholder returns (%), pension deficit as percent of market capitalization 

Pension Problem Creates a Drag on Valuation 

Empirical evidence suggests that corporates with smaller pension liabilities, smaller deficits, and lower equity 

allocation in plan assets outperform. 

Source: FactSet. Company Filings. 

Note: Stock price return based on annual year-end sorting of companies in the S&P 500 based on whether they are above or below the median level of pension deficits relative to 

market value in the industry, equity allocation in the industry, or pension liability size relative to market capitalization in the industry.  
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• Risks imposed by pension plans can be directly linked to 

the size of liabilities: 

• Value of pension liabilities changes with interest 

rates and mortality trends, exposing firms with 

larger pension plans to greater risk 

• Many institutional investors consider the overall 

magnitude of pension liabilities as an important 

factor in deriving their investment thesis for a firm 
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Pension Funding Can Improve Asset Sale Likelihood and Returns 

Sales Less Likely When Burdened by a Large Pension… 

Annual likelihood of S&P 1500 company being acquired, 2005-2017 

… with Lower Premiums Received … 
Average one-day premium paid in acquisitions of S&P 1500 companies, 2005-2017 

… and Increased Time to Complete Transactions 
Average time to completion in acquisitions of S&P 1500 companies, 2005-2017 

Source: FactSet, SDC. Note: Based on the regression on the value of the firm’s pension deficit, or a binary variable indicating the presence of a pension  plan, and the following control variables: total assets, earnings before interest and taxes, cash plus 

short-term investments, total debt plus pension deficit, year fixed effects, and industry fixed effects. Sample includes S&P 1500 non-financial firms from 2004 through 2016, and every acquisition $500 million or greater that was announced during the 

period from January 2005 through April 2017. Companies with “large” (“small”) pension deficits are those whose pension deficit (as a fraction of total assets) was in the top (bottom) quartile of their industry peers.  
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Total WACC Operating
WACC

Pension
WACC

 The cost of capital should include both operating risks and pension risks 

 The riskiness of the pension, and the corresponding impact on cost of capital, depends on the overall size of 

the pension liability, the amount of underfunded deficit and the riskiness of the plan assets 

 Strategies that reduce or transfer the riskiness of the pension exposure can reduce equity beta and lower the 

cost of capital 

Pensions Inflate Firm Risk and Increase the Cost of Capital 

Equity Beta Reflects Both Operating 

and Pension Risk 

While the Operating WACC Is 

Independent from Pension Risk… 

…Transferring the Pension Portfolio 

Reduces Overall WACC 

Total Assets Operating
Assets

Pension Assets

83% 

17% 

Reducing 

Pension Asset 

Beta to 0 

Eliminates 

Pension WACC 

Total WACC Operating
WACC

Pension
WACC

Total WACC = 

Operating WACC 

Illustrative Example 

83% 
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Pension risk contributes to overall risk of the company. De-risking the pension could lower the asset beta and 

hence the cost of capital. 
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In a Stress Scenario the Pension Deficit Can Materially Increase Leverage 
Moody’s Adj. Debt / EBITDA with Stress Case Bridge, Illustrative 

Significant Variability in (Under)funded Status 
Distribution of Pension (Under)funding Outcomes, Illustrative 

Pension Volatility Can Increase Leverage 

A more volatile pension is more likely to result in a large underfunded status, which will weigh on agency-

adjusted leverage metrics. 
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PBGC Premiums Are Schedule to Rise 
PBGC Premiums 

Tax Reform Curtails Benefits of Later Contributions 
Illustrative NPV of funding $500 million pension deficit today ($ million) 

The Pension Plan is Unlikely to Self-Fund 
Required Return on Rates and Equity to Fully Fund Deficit 

Why Address the Pension Now? 

Even with rising rates, the pension deficit is unlikely to fund itself organically. More firms are taking advantage of 

accommodative debt markets and rising PBGC premiums to fund their pensions now. 

Source: Company filings and press releases, Bloomberg, Citi, EIU, Pension Benefit Guaranty Corporation. 

Note: Benefit obligations modeled as a fixed rate bond with a duration of 12.4. Volatilities and correlations based on 10 years of monthly data for the corresponding asset class benchmarks. Applies principal 

         pension allocation to entire pension program.  
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Key Pension Risk Considerations 

Important to Address Pension Risk Sooner Rather Than Later 

 Persistent low rate environment makes it difficult for the pension to “organically” fund itself with asset growth alone 

 Scheduled rise in PBGC premiums and impact of tax reform create an incentive to fund the pension now 

– Until September 2018, pension contributions will remain tax deductible at the old 35% rate; beyond that it will drop to the 

current 21% rate 

 

Addressing Pension Risks Creates Value and Maintains Financial Flexibility 

 The size of the pension liability can leave a company exposed to significant tail risks that could materially erode financial 

flexibility 

– Asset sales are more difficult when burdened by a large pension deficit 

– Equity investors view pension risks as a drag on valuation 

– Pension exposure also inflates the firm’s overall risk and distorts its cost of capital 

 De-risking or transferring the risk of a pension liability could: 

– Meaningfully reduce the cost of capital 

– Reduce risk of plan assets, decreasing likelihood of pension deficit growing 
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Disclaimers 

IRS Circular 230 Disclosure: Citigroup Inc. and its affiliates do not provide tax or legal advice. Any discussion of tax matters in these materials (i) is not intended or written to be used, and cannot be used or

relied upon, by you for the purpose of avoiding any tax penalties and (ii) may have been written in connection with the "promotion or marketing" of any transaction contemplated hereby ("Transaction").

Accordingly, you should seek advice based on your particular circumstances from an independent tax advisor.

In any instance where distribution of this communication is subject to the rules of the US Commodity Futures Trading Commission ("CFTC"), this communication constitutes an invitation to consider entering

into a derivatives transaction under U.S. CFTC Regulations §§ 1.71 and 23.605, where applicable, but is not a binding offer to buy/sell any financial instrument.

Any terms set forth herein are intended for discussion purposes only and are subject to the final terms as set forth in separate definitive written agreements. This presentation is not a commitment to lend, syndicate a

financing, underwrite or purchase securities, or commit capital nor does it obligate us to enter into such a commitment, nor are we acting as a fiduciary to you. By accepting this presentation, subject to applicable law or

regulation, you agree to keep confidential the information contained herein and the existence of and proposed terms for any Transaction.

Prior to entering into any Transaction, you should determine, without reliance upon us or our affiliates, the economic risks and merits (and independently determine that you are able to assume these risks) as well as the legal,

tax and accounting characterizations and consequences of any such Transaction. In this regard, by accepting this presentation, you acknowledge that (a) we are not in the business of providing (and you are not relying on us

for) legal, tax or accounting advice, (b) there may be legal, tax or accounting risks associated with any Transaction, (c) you should receive (and rely on) separate and qualified legal, tax and accounting advice and (d) you

should apprise senior management in your organization as to such legal, tax and accounting advice (and any risks associated with any Transaction) and our disclaimer as to these matters. By acceptance of these materials,

you and we hereby agree that from the commencement of discussions with respect to any Transaction, and notwithstanding any other provision in this presentation, we hereby confirm that no participant in any Transaction

shall be limited from disclosing the U.S. tax treatment or U.S. tax structure of such Transaction.

We are required to obtain, verify and record certain information that identifies each entity that enters into a formal business relationship with us. We will ask for your complete name, street address, and taxpayer ID number.

We may also request corporate formation documents, or other forms of identification, to verify information provided.

Any prices or levels contained herein are preliminary and indicative only and do not represent bids or offers. These indications are provided solely for your information and consideration, are subject to change at any time

without notice and are not intended as a solicitation with respect to the purchase or sale of any instrument. The information contained in this presentation may include results of analyses from a quantitative model which

represent potential future events that may or may not be realized, and is not a complete analysis of every material fact representing any product. Any estimates included herein constitute our judgment as of the date hereof

and are subject to change without any notice. We and/or our affiliates may make a market in these instruments for our customers and for our own account. Accordingly, we may have a position in any such instrument at any

time.

Although this material may contain publicly available information about Citi corporate bond research, fixed income strategy or economic and market analysis, Citi policy (i) prohibits employees from offering, directly or

indirectly, a favorable or negative research opinion or offering to change an opinion as consideration or inducement for the receipt of business or for compensation; and (ii) prohibits analysts from being compensated for

specific recommendations or views contained in research reports. So as to reduce the potential for conflicts of interest, as well as to reduce any appearance of conflicts of interest, Citi has enacted policies and procedures

designed to limit communications between its investment banking and research personnel to specifically prescribed circumstances.

© 2018 Citigroup Global Markets Inc.  Member SIPC.  All rights reserved. Citi and Citi and Arc Design are trademarks and service marks of Citigroup Inc. or its affiliates and are used and registered throughout the world. 

Citi believes that sustainability is good business practice. We work closely with our clients, peer financial institutions, NGOs and other partners to finance solutions to climate change, develop industry standards, reduce our 

own environmental footprint, and engage with stakeholders to advance shared learning and solutions. Highlights of Citi's unique role in promoting sustainability include: (a) releasing in 2007 a Climate Change Position 

Statement, the first US financial institution to do so; (b) targeting $50 billion over 10 years to address global climate change: includes significant increases in investment and financing of renewable energy, clean technology, 

and other carbon-emission reduction activities; (c) committing to an absolute reduction in GHG emissions of all Citi owned and leased properties around the world by 10% by 2011; (d) purchasing more than 234,000 MWh of 

carbon neutral power for our operations over the last three years; (e) establishing in 2008 the Carbon Principles; a framework for banks and their U.S. power clients to evaluate and address carbon risks in the financing of 

electric power projects; (f) producing equity research related to climate issues that helps to inform investors on risks and opportunities associated with the issue; and (g) engaging with a broad range of stakeholders on the 

issue of climate change to help advance understanding and solutions. 

Citi works with its clients in greenhouse gas intensive industries to evaluate emerging risks from climate change and, where appropriate, to mitigate those risks. 

efficiency, renewable energy and mitigation 
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