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DIRECT TESTIMONY
OF
DAVID G. PITTS

LACLEDE GAS COMPANY
MISSOURI GAS ENERGY

CASE NO. GR-2017-0215
CASE NO. GR-2017-0216

INTRODUCTION

PLEASE STATE YOUR NAME AND YOUR BUSINESS ADDRESS.

My name is David G. Pitts, and my business address is 33 Amesbury Circle, Crossville
TN, 38558.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am the sole proprietor of Independent Actuarial Services, an actuarial consultancy
specializing in retirement system and economic damage analysis.

WﬁERE WERE !éOU EMPLOYED PRIOR TO INDEPENDENT ACTUARIAL

SERVICES?

Immediately prior to starting my consultancy, I worked for Moody’s Analytics in a group
devoted to developing and leasing simulation based risk management software. Within
this group, I worked directly with the asset managers, insurers, and investment/actuarial
consultants that service the retirement industry. While in this role, T developed a
prototype for linking strategic pension asset allocation decisions with indicative credit
1‘atihgs. Earlier in my career, I spent several y'ears with Towers Watson, Mercer, Buck,
and other consultancies, focused primarily on the retirement needs of Fortune 100

companics. I consulted on a variety of pension and retiree medical matters, including
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benefit design, communication, valuation, risk mitigation, service provider fee analysis,

pension financing alternatives, and enterprise risk management.

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL QUALIFICATIONS?
I am a Fellow in the Society of Actuaries, and have a BS in Mathematics from Tufts
University.

HAVE YOU TESTIFIED IN OTHER REGULATORY PROCEEDINGS?

Yes. 1have testified on rate cases in Colorado on Behalf of the Public Utility
Commission, and in Connecticut on behalf of a public utility. I have also served as an
actuarial consultant to commissions in New Mexico and Missouri on retirement matters.
EXPLAIN HOW YOUR BACKGROUND QUALIFIES YOU FOR PROVIDING

THIS TESTIMONY TO THE MISSOURI PUBLIC SERVICE COMMISSION.

As a pension actuary, I have significant pension and retiree medical valuation experience,
and am well versed in the accounting, funding, and risk management issues that are -

integral in this proceeding.

I have additional experience that is relevant in my testimony, based on my volunteer
activity with the Society of Actuaries. First, as the ongoing pension representative of the
Enterprise Risk Management Curriculum and Examination committees, I am current on
emerging best practiccs that address risk measurement and mitigation, competencies that
were in short supply in the period leading up to the 2007-2008 financial crisis.
Additionally, as a member of the former Pension Finance Task Force, I worked on
several projects integrating basic principles of finance and economics into retirement

actuarial practice.
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Finally, as an indepeildellt consultant, my analysis is not encumbered by any ongoing

actuarial relationships I have with individual companies.

PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

I was hired by the Office of the Public Counsel to perform a review of Laclede’s and
MGE’s pension and retiree medical programs, present my findings, and recommend

changes to better align Laclede’s policies with established regulatory principles.

SUMMARY OF FINDINGS

BRIEFLY SUMMARIZE THE RESULTS OF YOUR REVIEW

The combination of the Laclede pension, 401k and retiree medical programs can be
thought of as a refirement system. Stakeholders in this system include employees and

pensioners, Company management, sharcholders, and ratepayers.

Employees and pensioners have benefitted from this system, as their total retirement

package is quite gencrous — more valuable than their counterparts in non-regulated
utilities, and far more valuable than the general ratepaying public.! Sharcholders have

been enriched by this system, as they enjoy near riskless profit on the financing of

! See attached “Non-Bargained New Hire Retirement Survey” from Moody’s Analytics and “Utility Industry
Benchmarking Report” from Aon for more information on the differences between regulated and non-regulated
retirement benefits,
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pension deficits through rate base.” Company management benefits from the system, as
they enjoy substantial “tail winds” in meeting financial targets within various incentive

programs. Each of these stakeholders benefit at the expense of ratepayers, in particular

Jfuture ratepayers, who are saddled with increasing amounts of pension and retiree

medical debt.

The system dynamics arc as follows: (a) retirement costs have been systematically
understated, (b) risk exposures borne by ratepayers have been actively downplayed, and
(c) ratepayers have been subject to excessive plan maintenance fees. The system
perpetuates since current utility rates are kept artificially low relative to the true cost of
providing the retirement package. In keeping retirement costs artificially low, much of
the cost of benefits already earned is being put to future generations of ratepayers. These
dynamics violate established regulatory principles of expense fairness and

reasonableness, and revenue/expense matching.

The policies which led to these outcomes are permissible under the current funding and
accounting regimes, and are unfortunately prevalent within the regulated utility sector.
However, these outcomes could have been avoided under Spire’s stewardship through

more proaclive management of the various retirement financial policies under its control.

? The Company can borrow at cost-of-debt, and then immediately earn pre-tax weighted average cost of capital on
contributions made into a irust. Such actions are generally considered credit nentral, as companies are exchanging
one form of debt for another. See p. 2 of atiached “Pension de-risking gathers pace...” Special Comment from
Moody’s Investor Service. :

4
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Finally, there is a clear difference expressed in the way non-regulated companies manage
the various retirement policies vs. their non-regulated counterparts. Non-regulated
companies more proactively manage costs and risks, increasingly within a holistic
corporate finance perspective, in their quest to maximize shareholder value, Regulated
companies also seek to maximize sharcholder value — however in this instance, to the

detriment of ratepayers.

ANALYTICAL FRAMEWORK

DESCRIBE YOUR FRAMEWORK FOR PERFORMING YOUR ANALYSIS

Retirement system finance is complex, in that there are elements of operational cost,
investing activity, and debt financing. There are several layers of cashflows that must be
examined. The analysis is complicated by the arcane accounting and funding rules which
tend to obfuscate the underlying economics. For example, accounting rules under GAAP
do not adequately address the price of risk, and include arbitrary “smoothing techniques”
that mask the underlying economics. Funding rules under ERISA are driven largely by

tax policy which is independent of current market realities.’

WHAT ARE THE PRIMARY CASHFLOWS YOU ARE CONSIDERING IN

YOUR ANALYSIS?

? MAP-21 created a “corridor” around the “24 Month Average Segment Rates” which had the practical impact of
lowering minimum funding requirements. The corridor is not market-based, however. See attached “Funding
Stabilization and PBGC Premium [ncreases” release from Aon Hewitt.

5
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A:

T will address each of the relevant cashflows in turn.

The first cashflow to be examined is between employee and Company. Employees “give
up” current compensation in exchange for a deferred payout structure in the form of
pensions and retiree medical. The long-term nature of these benefits leads many
practitioners to describe such arrangements as “bond-like”. FASB refers to such deferred
. o, WY T
compensation arrangements as “debi=like.”" Moody’s treats unfunded pension liabilities
as corporate debt in its rating process.” The obvious question for this first order level of
financing becomes “are the costs of these debt-like obligations properly measured and
disclosed?” The answer is important for regulated entities that seek to ensure service is
provided at reasonable and fair prices. Like other forms of debt, the liability is interest

sensitive. For regulated entities, the interest accrual on this debt-like obligation is

“passed through” to ratepayers in the form of allocated costs.

The second set of cashflows to examine relates to the cost allocation methodology. Since
ratepayers are ultimately responsible for paying the retirement benefits of utility workers,
the question becomes “are the deferred compensation costs of the workforce properly

allocated to the customer base receiving utility service?” If not, then future generations

4 See page 4 of attached “Financial Statement Adjustments in the Analysis of Non-Financial Corporations™
methodology paper from Moody’s Investor Service.
> See page 4 of attached “Financial Statement Adjustments in the Analysis of Non-Financial Corporations”
methodology paper from Moody’s Investor Service.
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of ratepayers are responsible for paying the pensions of former workers, an

intergenerational inequity.

A related question is what becomes of the money earmarked for retirement that is
collected in rates? Does the Company contribute the amount directly into a dedicated
pension or retiree medical trust? What if the Company contributes more into trusts than
is collected? If there is a mismatch between what is collected in rates vs. what is funded
in trusts, will the difference earn a return? If ratepayers are charged pre-tax weighted
average cost of capital (“WACC”) on excess contributions paid by the Company above
and beyond what they’ve collected in rates, how does that compare to other forms of

financing that may be available?

Importantly, how is the Company investing pension and retirce medical assets, i.¢., the
strategic asset allocation? Since qualified retirement benefits must be funded through a
dedicated trust, the costs are ultimately met through a combination of earnings and
contributions. How much risk is being undertaken in the hopes of earning additional
returns? Do ratepayers understand the level of risks that are being taken? Are there
additional risk mitigation techniques that could be employed? Do accounting

conventions incent plan sponsors to take on additional risk when managing carnings?

Lastly, are there excess frictional costs, such as Pension Benefit Guaranty Corporation
(“PBGC”) variable premiums that could be avoided? The following section summarizes

my analysts on each of these issues.
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V. FINANCIAL ANALYSIS

Understated Costs

TABLEDGP-L ,

: ; _ Pensions _ OPEBs

L LAC  MGE ~ Totai tac  MeE  Total

2016 Net Periodic Expense , . , , ;
Service Cost : 77 21 .88 ... . 103 0.2 105
Interest Cost TR - - ST £ R 71 10 8.1
ExpectedROA  (166), (10.3) @7 . @3 2 @85
_Amort PSC 04 - 0.4 0.8 {0.5): 0.3
Amort Loss 6.3 1.4 7.7 3.5 03" 3.8
‘Net Periodic Expense 11.7 0.9 12.6 145 . (0.3). 142

Discount Rate 4.40% 4.50% 4.00% 4.30%

(Compensation Increase | 3.00% 3.00% . 300% N/A:

‘Expected Return on Assets 7.75% 7% _ 5.00% 4.75%
" Medical, Life, Group, Senior Officers Life.

Table DGP-1 shown above summarizes the 2016 net periodic expense development

included in the actuarial reports provided during discovery.

There are two shortcomings in the Financial Accounting Standards Board (“FASB”)
methodology underlying these expense calculations that serve to underprice the true

economic cost of the retirement programs.

First, the “discount rate” shown above for pensions is based on the “settlement rate™

guidance pui forth by FASB.® However, ihe FASB guidance fails to capture the nature of

® The PBGC provides protections up to specified maximums on qualified pension benefits in the event the plan
sponsor is unable fo meet its obligations,
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_the pension promise both in theory and in practice. Since pensions are protected under
ERISA’, the theoretical construct of using anything other than US treasury securities as a
discount rate introduces an clement of default which is contrary to the nature of the
promise. Ini addition, pension liabilities using the FASB settlement rates typically
underestimate the market price of pension liabilities. In practice, FASB liabilities are
often 10-15% below the market value that is observed in the growiﬁg and competitive

risk transfer market.®

Second, the expected return on asset component of periodic expense does not reflect the
inherent riskiness of a portfolio strategy.” It is nonsensical that a Company can boost its
carnings simply by taking a highly aggressive investment strategy in its pension fund —
although that is precisely what happéns. As an example, the net periodic pension expense
of $12.6 million shown above would almost double to $24 million if the Liability Driven
Investing (“LDI”) strategy adopted by the Company were fully in force — a perfectly

reasonable investment Stratcgy.w

" The PBGC provides protections up to specified maximums on qualified pension benefits in the event the plan
sponsor is unable to meet its obligations.

¥ Examples include the GM and Verizon retiree risk transfer transactions with Prudential.

? The LDI strategy is a perfectly reasonable alternative for Companies to employ, as “low risk” portfolios are by
definition on the Efficient Frontier, _

1% The LDI strategy is a perfectly reasonable alternative for Companies to employ, as “low risk” portfolios are by
definition on the Efficient Frontier.
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Based on the 2016 Annual Report, Lacléde Gas pension assets were invested 57% in
equities and 43% in debt. While the expected return on such a portfolio is greater than
the expected return of a lower risk LDI portfolio, by no means is the expected return
guaranteed. In fact, the current asset allocation strategy is probably not much different
than what was in place immediately prior to the financial crisis which generated losses in

the tens of millions of dollars.

The current Spire portfolio has significant asset/liability mismatch risk — the very same
risk that drove the Savings and Loan crisis in the 1980’s. Witness Glenn Buck

acknowledges this volatility when he states:

“Prior to the 2002 case, the Company’s rates were based on pension expense as

calculated pursuant to FAS 87 and FAS 88. Our experience during those years was that
FAS 87 and FAS 88 had produced unacceptable volatility and cash flow effects in setting
rates.” (Buck direct, p. 6)

An inherently risky investment strategy cannot reduce cost volatility simply by changing

accounting conventions.

10
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Misallocation of Costs Among Ratepayer Generations

TABLE DGP-2

: : i Pensions OPEBs

‘Funded Status 9/30/2016 LAC  'MGE  Total ract™ ‘MGE Total

DiscountRate & 350%  3.50% :

‘Funded Status : i G :
"PBO/APBO , 361.9 - 192.2 5541 1828 2510 207.9
FVA _ E 246.0 149.7 3957 1349 . 248 159.7
unfunded 115.9 . 42.5 158.4 47.9 0.3 48.2
% funded ‘ 68.0% 77.9% 714% - 73.8% 98.8% 76.8%

AoCI :

: ‘Unrecognized Losses 1094 233 132.7 368 86 434
PriorServiceCost 31 50 . 81 10 (4.4) L (34)

_Total S 112.5° 28.3 140.8 37.8 22 40.0 -

Expected Cashflows 2007 - e

“Trust Contributions 290 - 29.0 10.7 - 10.7 :
- _:Be_n_eﬁt Payments : 309 16.7 476 10.0 2.3 12.3:

7 W Medical, Life, Group, Senior Officers Life

Table DGP-2 shown above summarizes selected accounting disclosure information from

the actuarial reports provided during discovery.

The AOCI entries indicate there is $181 million of “unrecognized” amounts. Under

GAAP, these “unrecognized amounts” ultimately flow through into expense, cither

through the FAS87/106 amortization process, or through FAS88 accelerations.

Translating this to English: there is $181 million in expense that has yet fo be allocated

11
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to ratepayers under GAAP!!, There are technical reasons why GAAP allows this to

oceur, primarily related to ineffective amortization and smoothing techniques'?.

The funded status entries also indicate the plans are underfunded by $207 million",
Unfortunately.for the ratepayer, very little of the $181 million in future expense will go
toward eliminating the plan deficits. In fact, $157 million is owed to the Company in the
form of prepaid assets.'* Thus, ratepayers currently have unfunded retirement (;bligations

of $364 million: $157 owed to the Company, plus $207 owed to the plan trusts.

Excessive Fees

I have not performed a comprehensive expense review analysis, however there are two
obvious areas where ongoing plan maintenance fees have been excessive: first in the
amount of PBGC insurance premiums that have been incurred, and second in the amount

of finance charges that have been asscssed on prepaid assets.

PBGC Premiums

The Moving Ahead for Progress in the 21* Century Act (MAP-21) enacted in 2012

significantly increased PBGC premiums for underfunded pension plans, by dramatically

" Equals $140.8 +40.0

'2 See attached “The smoothing of pension expenses: a panel analysis” research paper by Xiaowen Jeng
"* Equals $158.4 +48.2

" Schedule E-5, Noack Direct

12
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increasing the “Variable Rate” portion of the premium". In response, most plan sponsors

sought to minimize the variable premiums through accelerated funding. PBGC variable

premiums can be thought of as a penalty, since the payment goes to the PBGC and not

the pension plan.

The table below summarizes the PBGC premium history for LAC and MGE during the

last few years.

LACLEDE RETIREMENT INCOME PLAN

MGE RETIREMENT INCOME PLAN

Plan Year PBGC Premium Plan Year PBGC Premium
2016/17 Flat $170,624 | 2016 Flat $93,952
Variable 999,810 Variable 326,400
Total 1,170,434 Total 420,352
2015/16 Flat 139,992 | 2015 Flat 86,070
Variable 731,592 Variable 239,736
Total 871,584 Total 325,806
2014/15 Flat 122,157
Variable 0
Credit (210}
Total 121,947

As indicated, the LAC and MGE plans paid variable premiums to the PBGC of $2.4

million. These premiums could have been mitigated had the Company chosen to fund

more money into the pension trusts. However, as indicated in the response to DR-50006,

1% See attached “Funding Stabilization and PBGC Premium Increases” publication from Aon Hewitt

13
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“We typically fund the minimum amount.” Laclede’s current funding policy makes no

attempt to minimize the frictional cost of PBGC variable premiums.

Rate Base Financing

Rate base financing of incremental contributions to retirement trusts is unreasonable in
my opinion, as it forces ratepayers to “borrow” at above market rates's. Conceptually,
ratepayer debt is swapped from “mortgage-like” debt (at mortgage interest rates) to

“credit card-like” debt (at credit card interest rates). Consider:

. Prepaid pension and retiree medical assets are based on financing choices unilaterally

placed on ratepayers. The Company sets accounting and funding policy.

10
11
12
13
14

15

The Company controls how much cash is contributed into the trusts. Funding policies
which reference “between the minimum required by federal funding standards and the
maximum amount that would be deductible for tax purposes” (DR-5006) are not terribly
meaningful. By way of example, under this policy the LAC plan could contribute
anywhere between $18 million and $239 million for the 2015 plan year (10/1/2015

Actuarial Report).

'8 While there is no active market for ratepayers to borrow directly, it is important to note that the credit worthiness
of ratepayers is quite high, especially when a negotiated settlement is obtained. Rates approaching municipal bond
rates might be appropriate, rather than pre-tax WACC as is typical in rate base returns.

14
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While many utilities claim they are simply following GAAP in setting expense, it is
permissible to accelerate recognition of losses!”. The impact of accelerating loss
recognition would be to control the growth of prepaids, and better align costs with the
generation of workers driving those costs, a key regulatory principle'®.

Laclede was unable to provide projections indicating exactly how long the prepaids
would remain in rate base.

This treatment is especially harsh when one considers the events surrounding the
financtal crisis. Through no fault of their own, ratepayers were subject to massive losses
which dramatically reduced pension assets. The federal government dramatically
lowered interest rates as part of its stimulus package: cash became very cheap to borrow.
Companies were in a position to borrow cash (at historically low interest rates), and then
immediately fund the trust back up (covering the losses they created), while
simultancously earning above-market returns on the prepaid. In my opinion, this is a
form of arbitrage.

Finally, prepaid assets result from complicated financing transactions and are very

different from typical “investments” such as power plants.

"7 See attached “Pre-empting FASB: mark-to-market pension cost accounting” practice note from Russell

Investments.
'® Witness Glenn Buck acknowledges this goal:; “One of the primary objectives is to ensure that pension and OPEB

costs are assigned to the time periods in which benefits are eamned.” (Buck Direct, p.4).

15
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The following table demonstrates that ratepayers are paying $7.2 million in additional

finance charges above a reasonable amount (i.e., based on a long-term cost of debt)."” If

a more reasonable rate of return is applied, the prepaid can be fully amortized over a 20

year period for a minor increase in rates.

TABLE DGP-3

. ) ~ Return
Prepaid Pension/OPEB
:Deferred Income Taxes
Net Rate Base
Tax Grossed Up ROR/Cost of Debt
"Return on Rate Base

Prepaid Pension/OPEB

Deferred Income Taxes

Net Rate Base

Tax Grossed Up ROR/Cost of Debt
Return on Rate Base

. ......Amortization
:Prepaid Pension/OPEB
‘Amortization Period
‘Amortization

Prepaid Pénsion/OPEB
" .Amortization Period
‘Amortization

1? See Ahern Direct, Schedule PMA-DI

 laclede Proposed @ WACC:

153,687,092
 {58.033.783)
95,653,309
116%
$11,087,861

2,812,626
{1.062,076}
1,750,550

11.6%

$202,919

LACLEDE
153,687,092
0
%0

MGE

2'812‘6.26..

50

16

Revenue
Requirement
Difference -

OPC Proposed @ Wet
Cost LTD
153,687,092
(58033783)
95,653,309
4.2%

$3,978,221 ($7,109,640)

OPC Proposed @ Wgt
: MGE Proposed @ WACC = .

_CostiTD

2,812,626

{1,062,076)

1,750,550
4.2%

$72,805 . ($130,113)

..opC
153,687,092
20 :
47,684,355 $7,684,355 .
- opC
2,812,626
$140,631 $140,631
Net $585,232
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VL.

RECOMMENDATION

My analysis and review of the Laclede retirement system suggests there are a few areas
where policies can be improved to better align the system dynamics with established

regulatory principles. My recommendations are as follows:

Create a 20-year amortization payment to write down the prepaid assets. At the same
time, lower the return on prepaids from pre-tax WACC to pre-tax cost of debt. This
would have the practical effect of keeping rates unchanged while simultaneously

addressing the intergenerational inequity problem.
Change funding policy to minimize the frictional costs of PBGC variable premiums.

Mandate a strategic financing review, considering options such as “borrow-to-fund”
strategies that take advantage of historically low interest rates, enabling companies to de-

risk more rapidly (e.g., accelerate the glidepath).2®

Mandate an independent retiree medical benefit review, recognizing the dramatic

differences in relative richness between MGE and LAC programs,
DOES THIS CONCLUDE YOUR TESTIMONY?

Yes.

2 See attached “Pension Funding Strategy” whitepaper from Aon Hewitt.

17
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Execufive Summary

Ouwr research finds that the Utility Industry continues to provide very valuable retirement benefits to its
employees and, despite broader industry trends o the contrary, remains commilted to the defined benefit
{DB) pension system for providing those benefils. That sald, the level of spending on retirement benefits
and the de(g;?ee of commilment toward DB pensions vary considerably among Utility industry companies.

Retiremj nt Plan Design for Salaried Employees: Trends and
Benchm; rking

In studying e retirernent benefits offered to salaried employees by Utility companies, the following
retirement glan design trends emerge:

* The Uii;fy industry—aspecially the farger companies—is more committed to defined benefit plans
than geferal industry.

* The prithary vehicle for delivering retirement benefits is a cash balance plan.

*  Over a participant's lifelime, ulility companies contribute more than 10% of pay annually toward
retireménl benefits.

Retirement Plan Costs: Trends and Benchmarking -

We also sty died what utilities spend on retirement benefits and how that has trended over time:

*  The Utifity Industry spent 1,6% of revenues on retirement benefits in 2015—significantly more than
generaf industry, which spent only 0.9%. However, utililies tend to spend less on other benefits and
direct compensation .

= Significant variation exists, as demonstrated by the fact that the utliity spending the most on
retirement benefits is spending more than 10 times that of the utility spending the least.

= Despilg actions laken by the Wlilily Industry, utilities are spending more on retiremsnt benefits now
than inhe previous 10 years.

Retiree ;gVeIfare Plan Design: Trends and Benchmarking

As we see with retirement income benefits {defined benefit {[DB] and defined contribution [DC]}, the thility
industry aldo sponsors richer and more broadly avaifable retiree welfare programs (medical, prescription
drug, and aﬁ(; insurance). This, of course, leads to higher levels of spending than other industries, With
regard to rgliree welfare, the following key themes emerge:

= The U] ity industry has retained material financial risks related to their retiree welfare programs.

= Significant changes are anticipated in the next few years to contain these risks.

* Polenifal changes, especially for pre-Medicare coverage, may be delayed due lo the uncertain future
of the Affordabla Care Act of 2010 (ACA) given the cutcome of the recent presidential alection.

* Aon Hewill Benefit SpecSelect™ database & 2045 Form 5500s as provided to the U5, Depardment of Labor and other publically
available infofmation.
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Retiremeht Benefit Management Strategies: Recent Activity and a Look

Ahead

o Ultility ©

recoveryis not at risk.

= Utility
oniy slig

(;éhpanies are interested in reducing pension risk with setttement initiatives as long as rate

o_gnpanies are offering lump sum windows to terminated vested participants at a pace that is
tly behind that of general industry. Take rales are slightly lower than those observed in

general [ndustry.

= Rale-requlated utility companies are structuring settlement initiatives to avaid ASC 715 setifement
expense;

« Retirce

Utility tndustd

ft-gut aclivity is expecled to increase in the near fulure.
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About This Report

We present gata thal compares ulility companies to each olher and to general industry, including
obsewationg on frends wilhin the Utility Industry over time. The focus of this report is on the relirement
plan design within the Utility Industry, and it is the first such report, We plan to publish a second repor in
the spring o£2017 that focuses on the financial position of utility-sponsored retirement programs and

associated

Detaiis 0

Strategies for the financial management of their programs.

: Employers Included

The utility cdmpanies represented in this report include those that are in the S&P 500. These 26

companies @nge in size from 6,000 to 30,000 employees with an average employee population of
14,000,

AEE Ameren Corporation

AEP American Electric Power Co., inc.
"CNP CenterPoint Energy, inc.

CMS CMS Energy Corp,

ED Consolidated Edison, Inc.

D Doeminion Resourcas, Ing. -

DTE DTE Energy Company

DUK Buke Energy Corporation

EIX Edison international

ETR Entergy Corporation

ES Eversource Energy

EXC Exslon Corporation

FE FirstEnergy Corp.

NEE NexiEra Energy. Inc.

NI NiSource Ing,

NRG NRG Energy, ine.

PCG PG&E Corporation

PNW Pinnacle West Capital Corporation

PPL PPL Corporation ~

PEG Public Service Enterprise Group Inc.

3CG SCANA Corp,

SRE Sempra Energy

SO Southern Company

AES The AES Corporation

WEC WEC Energy Group, Inc.

XEL Xcel Energy Inc.
For plan dasign purposes, we have used the plan that covers the largest portion of each company's
populaliond’
Ultility Induste§ Benchmarking Report Kl
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New Hirg Plan Prevalence

st majority of general industry has moved away from offering a defined benefit plan to newly

While the va
ees, defined benefit plans remain quite prevalent in the Ulility industry, with 17 of the 28

hired emplo

organizations continuing to allow newly hired salaried employees to enter a defined benefit plan. That

anly one of

ly industry has moved away from offering a traditional, annuity-based defined benefit plan—

said, the Uti
i¢ 26 S&P 500 ulilities continues o offer such a traditional plan, Cash balance plans have

emerged in

helr place, as 18 of the 17 organizations that still offer a defined benefit plan now offer cash

halance designs.

General Industry Utility Industry

:~1 6% _ f-'ﬂ'%

- — L. i
2016 2000 2005 2010 2012 2014 2048

2010 2042 2014
8 Traditional # Cash Balance - DC Only

Source: Gen Industry - Aen Howilt Benefit SpecSelect™, Utility [ndustry - Form 5500s as provided o the U.S. Depariment of
Laber and othgr publically available information,

Why have slilties remained committed to defined benefit plans while general industry has moved away?

Utilitie bperate In a heavily unionized environment, which makes changes o existing benefits—in
paﬁ%cu%r. pensions—very difficuit. Utilities also often promote from the union to the supervisory level,
such that large differences betwean union and nonunion benefits present business challenges.

Utitiﬂé%#aiue the experience and knowledge of long-service employees. Pension benefits tend to

, as the company is able lo invest the funds and manage longevity risks belter than individual

lcipants,
Utilitz‘e_' can, in some.cases, be more tolerant of volatile pension costs due to the nature of their
business, competitive forces, and the long-term nalure of their management horizon.
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iRetirement Benefit Changes in the Utility Industry

Specifically fbr the 26 S&P 500 ulility companies, the chart below {racks the changes to defined benefil

plans over &

timeline, an

plan design ;

the primary

made for the

e past 20 years. The changes to cash balance designs are denoted in green at the top of the
{ the closures are shown betow the timeline. Companies that originally transitioned to a hybrid
and taler closed that pian are denoted in purple. Note that the chart caplures the changes for
plan covering management, or nonunion, employees. ln some cases, similar changes were
unions at or around the same time, while in other ¢ases the changes were negotiated with

the unions rduch later or not at all.

Change o Hybi
f Pension Profection Act passed I August 2005 wilh
tighter keding nles Tt alse abdaton of fytad plans
Coun chad'engss 10 hybid plans
PEG - FE
: [REs ] [rec [ Em
(1835 [ 19573] 1998 [ tyea | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2066 | 2607 | 2008 | 2008 2019 | 2011 | 2012 | 2043 | 2014 | 2015 |
NRG Tw} GTE DUR [ WEC ]
” ) PPL 5C6
— > >
Defned benest plan perfect slom Very high cost penod for DS ptans
Cigsures
Tragtional
* $O has maloned thei laditional retirgment piss

Sourea: Form;

A glear tren
companies

5:5005 as provided lo the U,S. Department of Labar and cther publicaby available informatior,

0 was the adoption of cash balance plans in the period 1996-2001, with 13 of the 26
doing 5o in this period. This trend mirrored general industry as cash balance plans emerged

as a portable replacement for raditional pensions thal was generally more cost-effective than a

comparablg
reguiatory
2014,

defined contribution plan. While the pace of cash balance adoption siowad as a cloud of
neertainty hovered over those plans, ulilities continued io adopt cash balance plans through

It is interesfing to note that not a single S&P 500 wlility has frozen their plan entirely, whereas
approximatgly 25% of generat industry has done so. We did see a handful of companies close their

defined beljz

efit plans to new entrants, bui at a much more reasured pace than other industries, We do

expact to sge more plan closures, but those likely will cccur where there is a catalyst, such as a business

combinatich.

3

Organizatigns with a different mix of business will tend to drive different retirement benefit sirategias. For
example, diversified energy companies with fewer regulated businesses tend to be lass unionized and
compete {ar talent with other industries, resulting in more emphasis on DC programs, while heavily
unionized, heavily regulated companies have been and will likely continue to be more focused on DB

programs.

Ulitity Industry
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Defined ;enefit Plan Coverage in the Utility Industry

Given the befichmarking information provided above, it should come as no surprise that a majority of

employees continue to be covered by defined benefit plans. Fourteen companies cover
nearly all the]r employees, while only two companies cover fewar than 50% of their employees, Even
companies Bat have closed their DB plan o new entrants in the recent past will still often have a
significant mgjority of employees participating in a OB plan due to the relatively low turnover in this
indusiry, !

Structure "of Retirement Benefit Formulas

For the 18 cmpanies that still offer an ongoing cash balance plan for new hires, a full-career em_pioyee?'
will receiveog,n average annual employer contribulion of about 11% of pay. If an employee saves §% of
his or her oWjh pay, the tolal annual savings rate is approximately 17%, which our research suggests
would allow & fuil-career employee fo retire with adequale retirement income.

Retirement Spend for Age 25 New Hire at Various Career Milestones
{Percentage of Annual Pay Employer Contribution)

Age

R

Lifetime
Contribution
Average

Sourca: Aon

rg’ewiu Beneht SpecSetect™, 2015 Form 5500s as provided to the U.S. Department of Labor and other publically
available inforiiation.

Cash balan
service, a
contributior

Ce designs within the Utility Industry have generally been designed as graded based on age,

on average, 4.3% of pay——as compared to long-service participants who have, on average,

rgiar both. As seen in the chart above, entry-leve! participants have a far lower cash balance

a 7.9% pay credit contributed on their behaif al age 65.

Full-career efployee is dofined here as someone hired at age 25 who works through age 65,

Ulikty Industry
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Comparatively, there is far tess differentiation on the defined contribution match portion of participant
benefils. Thd difference between the maich for an entry-level versus a caraer participant is only 0.2% of
pay, as onlybne company provides a graded match (based on service).

The graded i

to reward lo

tructure that is typical of cash balance ptans can be parially attributed to a desire fo

g-term service and incent retention, as discussed earlier.

replicate theébeneﬁ; accrual patiarn that existed in the prior {raditional pension plan, as well as the desire

AverageiCareer Retirement Contribution? for Utility New Hires
We now co %zider the lifetime average conlribution by company, where we conlinue {o see a wide
dispersion i the total annual conlribution. Interestingly, there is as much, if not more, differentiation in the
leval of 401{K} contribution as {here is in the cash balance benefil. Perhaps less surprising is that the
replacemeng DC benefils generally provide lower levels of benefits, when measured in terms of the
average anrfual contribution, than cash balance plans.
Lifetime Average Retirement Contribution as a Percentage of Pay
{Reflecting New Hire Programs)
16% o
14%
12%
10% 1
8%
60/0 3
4%,

2%
0%

‘SR N S A
ﬁ‘m_,_@__h EAN T S O

Q\‘\Q’Q\S{‘,\Q/ \A Q/G')*’(S \g%&é_o < \\\é)@‘}- ‘Q‘QOO

3

8 DC Malch #DC Nonelective Cash Balance

Source: Aon Hewitt Benefit SpecSelect™, 205 Form 5500s as provided lo the U.5. Depariment of Labor and olher publically

avaitable infor

The nine ¢4
retirement [
aless gene
contribution

Utility Industr

nau‘on

mpames that have closed their defined benefit plans generally provide less generous

enefits to their employees. Further, the companies without defined benefit plans also provide
rous match in their defined contribution plans. The comparison between total employer

s is shown in the following chart.
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Percentage of Employer Contributions Based on DB Plan Status

) L L e L i1 ;

D.0% 2.0% 4.0% 6.0% 8.0% 10.0% 12.0%

BDC Match @ DC Nonelective - Cash Balance

Spurce: Aon }-%wi!t Benefit SpacSelect™, 2015 Form 5500s as provided to the U.S. Department of Labor and other publically

avaitable inforg

This analys
employees
offer any ty

ation. .

s is based on 16 companies offering defined benefit plans covering non-collectively bargained
and nine companies with closed defined benafit plans, One of the nine companies does not
e of nonelective contributions. if that company is exciuded from the analysis, the tolal

nonelectiveicontribution would increase by 0.5% for the closed OB company average, still falling far shor

of the avers

Utility Industry

ye defined benefit cash balance contribution.
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Retirement Plan Costs: Trends and Benchmarking

As we shift diir focus 1o the cost profile of the relirement programs sponscored by ulility companies, similar
themes emetge. In general, the Utility Industry spends more on retirement benefits than general induslry,
although sigéiﬂcanl variation does exist among companies within the Ulility Industry. Let us separate the
cost of retireient benefits into two pieces:

=  CurrentiService Cost, or the cost directly associated with the benefils employees earn during a
given yegr in exchange for their service during the year. This is the service cost component of DB
pensionexpense and is the total cost of any DC program in effect. This cost represents the
compengation cost associated with retirement benefits and are driven by the value of the henefit and
the unddrlying employee demographics. Current Service Cost is the focus of this paper,

ice Cost, which consists of the remaining portions of pension expense, composed moslly
of finanging costs (interest growth on accrued liabilities and expected return on trust assets) and
amaortizdtion payments on unexpected changes in assets and liabilities in prior periods. These costs
are not the focus of this paper as they are primarily driven by financing decisions such as how much
to fund, how to invest the assels, and how plan experignce has varied from assumptions over time.

indeed, the Utility Indusiry average Current Service Cost for 2015 was 1.68% of revenues while general
industry (exéluding utilities) was 0.9%. This is particularly noteworthy as the Utility Industry tends 1o invest
more in ph%cat capital than in human capital due to the nature of its business and the importance of
infrastructu £ assels. While utilities do spend more on retirement benelils {as measured as a pércentage
of revenua)ihan other industries, it must be noled that they often spend less on cther beneti programs
and on diregt compensation, such thal the overall compensation package is market-competitive.

2015 Utility Spending on Retirement Benefits

The chart off the following page shows the distribution of Currenl Service Cost, allocated among DB and
DC plans, fdr each ulility. The dispersion is striking, with three companies spending less than 1% of
revenues ad ancther three spending more than 2.5%. While the DC cosls do vary, the dispersion is
primarily dri¥en by the wide range of DB plan costs.

itis worth nipting thal certain factors can cause distortions in comparing organizations based solely on
publicly disgiosed financial information, such as the materiality of business operations oufside the U.S.
and the preyalence of DB pensions in those geographies.

Utility tndustrd Benchmarking Repont 9
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2015 DB and DC Cost as a Percentage of Revenue
4.0% ¢

35%

3.0% r
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2.0%

15% t
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e [ B Service Cost as % of Revenue ==z DC Cost as % of Revenue ===Ulilities Average

Source: S&P ?piia] 1Q, Company 10-K filings, Acn Hewilt.

Changes in Retirement Program Spend Over Time

Median Gurrent Service Cost, which was 1.5% in 2015, has increased by approximalely 50% since 2006,
when it wasjonly 1.0% of revenues. This comes as a bit of a surprise given the overall economic
tandscape dnd the general trend away from defined benefit plans toward cash balance and defined
contributionplans that are often designed to be less expensive. It is particularly remarkable givan that
revenues far the Utility indusiry increased by more than 20% over this same period,

Utility Industrd Benchmarking Report 10
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The chart below shows the distribution of Current Service Cost for the Utility Industry aver this period. The
chart clearly ihows that costs have risen almost across the board over this period. ! also shows how the
distribution of spend has changed. Less than 1.5% of revenues separated the Sth and 95th percentiles
back in 2006 while this difference had increased to more than 2.0% by 2015,

DB + DC Gost as Percentage of Revenue

3.0%
Perceatilo

: 95th
2.5% g

; 75th
2.0% t

1.5% 50th

1.0% 25th

0.8% 5th

0‘0% — Y i H Y i 5 o N S |
2006 2007 2008 2008 2010 2011 2012 2013 2014 2015

Source: S&P %pitai 1Q, Company 10-k lings, Aon Hewitl,

So why havg cosls continued to increase while numerous utility companies took steps to move away from
traditional défined benefit plans toward programs that often provided less generous benefils? Actuarial
assumptiong are certainly a factor. Discount rales have declined and life expectancies have increased,
exogenous ﬂéacters that both served to meaningfully increase the cost of defined benefit programs.

i we normalize results for fluctuations in discount rates, we see the impact that falling interast rates had.
The foilowir?d chart shows the average Current Service Cost for DC, for DB, and in aggregate over the
10-year period, where DB Current Service Cost has been normalized to reflect a flal 5% discount rate in
all years. V\%ﬁe less pronounced, we continue to see an increasing cost profile with aggregate costs rising
from 1.2% tb 1.4% of revenue,
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DB and DC Cost® as a Percentage of Revenue

1.6% «
1.4% +
12% |
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e B Cst as % of Revenue =2=DC Cost as % of Revenue - DB+DC Cost as % of Revenue

Source; $&P Capital 1, Company 10-k filings, Aon Hewitt,

-When we logk at resuits by delivery system, we see that DC plan costs have increased by more than
50%, from 0;29% to 0.45%, contributing 16 of the 20 basis point total increase. This makes sense as we
have seen sbme companies shift emphasis io the DC plan by increasing benefits in those plans while at
the same lirge reducing or eliminating benefits under the DB plan. Over this same period, auto-
enroliment—ZFwhich serves to increase employee participation and associated employer matching
contribution§—was infroduced and is now exceedingly prevalent.

DB plan cosls (once normalized} were relatively stable, moving within a range of 0.8% lo 1.0% of
revenue, rising 4 basis points from 2006 to 2015. While the Utility Industry has generally shifted away
from higherscost DB programs, in many cases these changes have been made for new hires oniy, and on
a staggeredibasis when considering collectively bargained and nonbargained employees. As a resull, il
can often take years if not decades for the savings of the lower-cos! program to materiatize as the longer-
service employees conlinue in the DB plan, where they carry significant cosis.

itis also wo,g_th noting that stating these costs as a percentage of revenue is helpful when comparing one
company taganother, but it does present some challenges in the time series data as revenue does
fuctuate. THe spike upward in 2008 can be attributable to the decline in revenues as the economy was in
recession irf the wake of the financial erisis. Similarly, strong revenue performance in 2014 accounts for
the apparert decline in retirement costs,

‘DB Current Srvice Costis normalized 1o a 5.0% discount rate in al years.
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Mix of D

In what can

H and DC Plan Spend

rabably be gleaned from the information presented thus far, DB plans continue to capture

the tion's share of utility spending on retirement benefits, with more than two-thirds of Current Service
Cost deliveréd through DB plans. This compares to only about one-third delivered through DB plans for
S&P 500,

the broader

100% ¢
90% 7
80%
T0% ¢
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50% T
40% ¢
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20"/;3

0% ¢

0% =

Historical Split of Total Cost® (DB vs. DC}

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

g DB Current Service Cost
=z DC Current Service Cost
DB % of Total for S&P 500

Sourco: S&P Chpitat 10, Company 10-k filings, Aon Hewitl.

In the chart

above, we have again normalized DB Current Service Cost to a level 5% discounl rate over

the period. The share of costs delivered through defined benefit plans has decreased from approximately
76% in 200§ to 68% in 2015, a decrease of jess than 10%. Over this same period for the rest of the S&P
500, defined benefit plans started at 57% of total retirement plan cost in 2008, decreasing to 34% in 2015,

with DC pla

s exceeding half the lotal spend starting in 2009.

*DB Current Si

Utility Industry,

rvice Costis normalized to a 5.0% discount rate in alt years.,
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exists within the industry, with similar themes. Less heavily regulaled, diversified energy companies tend
lo have redugéd their exposure o defined benefit plans while more regulated organizations have not,
That said, even those companies with the lowes! preporiion io defined benefit plans still exceed the
overall S&P §00 average (excluding ulilities). .

It the fo!towi?? chart, we consider this mix for each organizétion in 2015. Again, significant variation

2015 Split of Total Cost (DB vs. BC)
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Source: S&P Cabilal 1Q, Company 10-k filings, Aon Hewitt,
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RecentiActions and Outlook for 2017

_ Thus far, we have focused on the current state of retirement benefits in the Utility Indusiry and the trends
that have Iec%\_:s to where we are. We observed that to a great extent, the industry has already made

changes to tHeir retirement income programs {(defined benefit and defined contribulion}, and that activity
has appeared to level off. While ulilittes have not been focused on structural redesigns of their programs,
it has by no heans been a sleepy period for pension plans. Instead, there has been an increased focus
on pension di-risking actions. In this section, we examine the strategies that have been at the top of our
clients” agengas over the past few years, as well as whal we expect to see in 2017 and bayond,

- Pensio :Settlement Initiatives

Settlement initiatives, such as lump sum windows to participants with deferred benefits and small annuity
lift-outs, havg been increasingly popular in reducing pension risk in both general industry and the Utility
Industry. While settlement initiatives do not generally reduce pension expense, they do reduce peansion
risk by reduding the size of the pension plan relative to the sponsaring company. n many cases, the long-
term costs of the plan are also reduced by avoiding per capita costs such as Pension Benefit Guaranty
Corporation {PBGC) premiums.

Terminad Vested Lump Sum Windows

Lump sum véndows for tarminated vesled participanis are a first-step settiement initiative for many
companies. Terminated vested participants are participants who have terminated employment but have
noi commenied retiree annuity bonefits®. Utilities that have historically offered traditional pension plans
which did nat offer lump sum payments may have significant liabilities for terminated vested participants.
Even ulilitieg ihat now accrue cash balance or defined contribution benefits will often maintain liabilities
for legacy tefminated vested participants for many years after the plan change.

Adump sumégjffering to terminated vested participants provides a benefit that many find attractive. In
addition, lumip sums are settled at market interest rates without margins for profit or anfi-selection, making
them atiractie to employers. In addition to reducing pension risk by reducing the size of pension
obligations a?nd assets, jump sum windows have been popular over the last three years because they:

= Reduceiprospeciive PBGC premiums, which are becoming increasingly burdensome;
» Reducenngoing administralive carrying costs; and

= Reflect bw-cost mortaiity tables that generally assume shorfer life expectancies than companies
assumejwhen reporling thelr accounting obligations in their financial statements.

“The IRS has § énerally imposed a maratorium on lemp sum activity for retirees who have already commenced an annuity benefit,
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GC Premium Savings Potential May Be Significant

ose variable-rate PBGC premiums are capped {8517 per participant in 2017} will find
fuction through setilement nitiatives the most effective way to immediately reduce ongoing
ms. For a plan that Is currently underfunded® and at the variable-rate cap, reducing
1,000 participants will reduce annual PBGC premiums by $586,000 in 2017 ($517.000 in
remiums plus $69,000 in flat-raté pfemaums) Sawngs of this magnilude continue annually
: PBGC funded status improves,

Mortality Tables Continue to Be Available for 2017 Lump Sum

‘requirement for lump sum payments from a pension plan is currently based on a mortatity
bets shorter longevity than is indicated by recently published tables, Experience published in
ociety of Actuaries indicates participants are living longer. Annuilies will be paid over a

nd therefore, the lump sum equivalent of an annuity will be higher. While most companies

have adopted the newer "RP-2014" family of tables for purposes of pension accounting, pension plans

are not yet r
indicated thal
payments pr

Interes! rate
Interest rates
such that the
vary by plan,

juired to pay out lump sums based on the new tables. In fact, the Internal Revenue Service
new tables will not be required until at least 2018. Therefore, lump sum windows that make
br 1o 2018 may calculate lump sums based on the shorter longevity tables.

levels during 2016 will also influence the atiractiveness of lump sum windows in 2017,

have been very volatile during the year, in patticular in the wake of the presidential election,
impact this will have on potential lump sum windows in 2017 is difficult to predict and will
Sponsor.

Term Vegsted Lump Sum Prevalence in the Utility Sector

PBGC data
lump sum w
sponsors offi

dows almost as much as general industry, The percentage of utilily defined benefit plan
ring a lump sum window was slighlly less than the percentage of general industry.

%om 2014 shows that the Ulility Industry believes in the regulatory viabllity and impact of

*PBGC underfu
Budget Act of 2
funding shonfa

Litility Industry Benchmarking Report

iding for premiums is based an market interest rates that do not reflect interest rate relief provided by the Bipartisan
115, The plan funding shortfail used for PBGC premium determination will be significantly higher than the plan
used for minlmum annual contribution requirements and benefit restrction testing.
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Lump Sum Window Prevalence {2014)
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Source: Aen Hepilt & PBGC filings,

There are mdny factors that influence how many participants will accept a lump sum window offer. Among
the strongestare the robustness of communication efforts and the size of the lump sum amounts, The
utility sector population shows a somewhat lower election rate than that observed in general industry with
a median ela%ion rate of 47% in the utility sector versus 53% in general industry. Possible drivers for this
disparity incléde a historic emphasis of defined benefit paternalism by utility companies. and possibly
higher beneflls.

Lump Sum Window Election Rates (2014)
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Source: Aon Hegtt & PBGC filings.
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to a window offering of a lump sum is the permanent addition of a lump sum option to
terminated vdsted employees. A window approach is the most effeclive al maxirizing the immediate
pension risk @duction and potential econamic savings, using current mortality tables. A permanent lump
sum feature Will, however, continue to provide an opportunity for the plan to setlle some risk over time

Rate-Ré%éjlated Utility Considerations

For most reghiated utility entities, reducing long-term pension costs uitimately reduces cuslomer rates
since adminigirative carrying costs and PBGC premiums are typically paid by the pension plan.
Pension risk Js often quantified as volatifity in pension funded status and pension expense. For
companies whose rate recovery is depandent on pension funded status or expense, a reduction in
pension volafility is a reduction in rate volatility. In some cases, volatility may imperil full recovery of
pension expdnse in years in which expense spikes. Then, reduction in pension risk is potentially
beneficial to both ratepayers and the regulated business units of the company.

Avoiding {One-Time Accounting Settlement Expense

Lump sum window design in the Utility Industry is substantially influenced by aversion to Accounting
Standards Chdification {(ASC) 715 setllement expense. A seftlement expense is mandatory if lump sum
payments arid other plan settlements during the fiscal year exceed the sum of the plan's ASC 715 service
and interest §asts. The one-time expense consists of an acceleration of unrecognized plan losses,
excluding ahy offset from a pension regulatory asset. If required, the one-time expense will be
material for fiost pension plans because they have accumulaled significant unrecognized losses over the
last 10 years during which markels have been volaile, discount rates have generally been decreasing,
and estimatds of pardicipant longevity have increased.

Analysis of seitlement expense potential is critical to utifities due to recovery considerations. The vast
majorily of shate utility commissions use ASC 715 expense as a consideration for rate recovery’. In these
cases, amorfization of unrecognized losses may be included in the basis for recovery. Since settlemant
expense accelerates recognition of these unrecognized losses, the future amortization will be reduced.
But, wiff a utllity's regulated business units be able to negotiale recovery of the one-time expense in every
jurisdiction ig.order to racord an offsetting regulatory assei? if not, the company has permanently forgone
recovery on Bome of its past-service pension obligations.

None of the Investor-owned utility companies who offered a lump sum window in 2014 recognized a
selllement expense in 2014%, Either the windows were insignificant in size, or the utilities decided the risk
to recovery Was significant and implemented design features that capped window payments,

Design feat ires that reduce or eliminate the risk of selllement expense include individual fump sum imits
and aggregate lump sum thresholds. Utilities contemplating tump sum windows should consider
implementing these design features if setllement expense is of concern.

‘85% of state u ility commissions use ASC 715 expense as a hasis for deciding lavel of racovary as raported In the Oragon Public
&Jliliry Commisdion Pension Survey "Pension Treatment in Rate Making Survey® published March 28, 2013.
*Source: 2014 §0-K reporting for companies publicly traded who reported a 2014 terminated vested lump sum window to the PBGC.
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efit Retiree Annuity Lift-Outs

¢ settlement initlatives have also addressed retiree obligalions, Although the IRS has issued
a moratoriumjon retiree lump sum windows®, companies may still seltie retiree obligations with the
purchase of dnnuity contracts from insurance companies, With utility companies carrying large retiree
obligations, we expect more of this “retiree lift-oul” activity in the Utility industry in the future after term
vested windoly aclivily diminishes.

A retiree lift-dlit is not a plan termination and avoids many of the complexities associated with the plan
termination pfocess. The plan sponsor will still need to follow a formal insurance company selection
procass, but gyeraii! lhe entire transaction is considerably shorter in duration than a plan termination.

Similar to a lump sum window, the retiree lift-out has the objectives of eliminating pension risk and
reducing longrterm costs. Typically, the plan sponsor will quantify the costs of carrying retireas, such as
administrativd fees and PBGC premiums, and compare those with estimates of annuity pricing from an
insurance braker. The smaller the annuity payment, the more likely the company will see a reduction in
long-term cogts because:

* Flatrale fees and premiums are a higher percentage of cost for smaller-henefit retirees: and

*  Insurancg companies typically provide beiter pricing for smaller annuities based on statistics
indicating:that smaller benefits are associated with shorter longevity. A break-aven analysis will
indicate the range of annuity benefit levels that reduce long-term cost.

: p sum, a retiree lif-out is a selllement under ASC 715. To avoid settiement expense, the

sum of lump ;Ums and annuily purchases during the fiscat year cannot exceed the sum of the ASC 715

annual servicé and interest costs.

’Ss_ee RS Notipg 015-49. Lump sums may be affersd to retirees as part of a plan tarmiration, An extant approach la efiminating
relires obhganqns through lump_sum payments is to spin off retiree obligations into a separate pension plan, and then teaninate the
tefiree plan. This Jess commen “spinflenm” method is complex and is beyond the scope of this paper.
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Retiree éHealth Care Programs

Employers have been actively changing their U.S. retiras health care programs to reduce fulure employer
subsidies singe the late 1980s, when the Financial Accounting Standards Board announced that private
sector employers would be required to account for the costs of health and other postretirement benefits
for current ard fulure retirees. This started the steady erosion of the employer's share of retiree health
care costs. ' : : e e

Reduction of Employer Subsidies

The first area of reduction was the elimination of employer subsidies for new employees. The 2016

Aon Hewitt Benefit SpecSelect™ database shows that only 15% of general industry employers offer a
subsidy for r§iree medical coverage for new salarled employees compared to 85% of such employers in
2001. While

employees,

higher perceniage of utility employers provide employer subsidies {o new salaried
ore than half of utility employers no longer provide any subsidy.

3

Percenthge of Employers Providing Retiree Medical Subsidy for New Salaried Empioyees

67% 6%  66%  S9P  gum UtHity industey

51% 82%
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Sy, 8% “
M1 o 25% 26% 24%

General Bidusiyy R

s O 18%

45%

t . L. L

2001 2003 2005 2007 2009 2010 2011 2012 2013 2014 2015 2016

Seurce: Aon Hewitt Bonofd SpecSeloct™ historical database.

Employers hdve also been implementing other changes to reduce accounting obligations. These changes
have inctude}raising deductibies, Increasing retiree contributions, and implementing caps on the level of

employer subsidies. In some cases, current relirees have been insulated from these changes while the
employer-paid benefits for fulure relirees have been reduced.

In some instafices, employer changes allowed for the more efficient delivery of health care benefits, such
as transitioning to an exchange for Medicare-eligible retirees, and did not have a material impact to the
retirees. Howgver, most of the lime, the retirees had to assume the costs being eliminated by employers.

Accounting Obligations Remain Material

The continua - of legacy programs for certain employee groups, combined with high heaith care
inflation aver the past 25 years, has resulted in employers retaining significant retiree health and welfare
benefit obligafons despite changes to reduce benefits. This is especially true for the Utility Industry,

The materiali of the reliree weifare obligations can be measured in ¢comparison to the pension
obligations, ag virtually all employers providing retiree heaith care benefits also carry a pension obligation.
As shown in the graph below, 11% of S&P 500 companies have a retiree welfare obligation that is at east
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20% of their gension cbligation. This stands in stark contrast to the Utility Industry, where 62% of
employers have a malarial retiree welfare obligation,

Pé?rcentage of Employers by Materiality of Retiree Welfare Obligations

S&P 500

Utility Industéy

Source: S&P Gapital [O, FYE 2015. Nope = <—10% u10%-20% ®20%+ of pension obligation

n Health Care Inflation

grs have adopted subsidy caps or shifted to a defined contribution approach for al least a
portion of thelr current and future ¢etirees. These caps mitigate company risks and higher accounting
obligations agsociated with health care inflation. However, some risk still remains where caps are not in
place for alf garticipants.

The risk fromihealth care inflation can be measured by the impact that a 1% increase in heaith care trend
assumptions has on retiree welfare obligations. The graph below shows thal most S&P 500 companies
have eliminated the potential company risk of health care cosis rising faster than expected. The Utility
Induslry has also taken steps to reduce this risk, though meaningful exposure remains for some ulility
employers. .

Percentage of Employers by Health Care Inflation Risk

S&P 500

Utility Industy CT%

Source: &P C,épﬂai 1Q, FYE 2015. None #<5% ®5%10%  810%+ of retiree welfare obligation

Looking Ahead: Changes Expected but Direction and Timing Uncertain

The ACA incl des several provisions that offer employer incentives to substantially reduce accounting
obligations fog retiree health care. Some employers have acted on these incentives, aithaugh most have
waited to malge major changes until the new provisions are fully effective and/or the market has stabilized.

With the resu§$ of the 2016 presidential efeclion, the uncertainty around the ACA has only grown, Given
the possibllity.of key ACA provisions belng repealed, we expect many employers who ware considering
changes vill now delay action until there is more clarity around future legistation. Actions most likely to be
delayed would be those related {o pre-Medicare coverage and the excise tax for high-cost employer-
sponsored plans. '

The fo!iowing: nformation summarizes the areas where the ACA had the greatast impact on retiree health

care and refaled actions being considered by employers. Note that the survey data shown below was
collected befofe the 2016 presidential election outcome.
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For pre-Medicare retirees and their former employers, the most significant ACA change was the crealion
of the new state/federal exchanges with insurance reforms. For the first time, pre-Medicare retirees can
purchase heglth coverage on a guaranteed-issue basis with no pre-existing condition exclusions at
below-markel premiums through federal mandates and incentives. While few employers are currently
using these &xchanges for their retirees, the majority are considering their use in one of two ways. The
first Is {0 provide an employer subsidy that can be used to purchase coverage through the exchanges.
The second & to eliminate pre-Medicare coverage entirely, which would require retirees to purchase
coverage independently. If refirees choose lo purchase coverage thraugh the exchanges, they would
potentially bg eligible to receive the federal subsidy.

Pre-Medicre Coverage Changes Since 2010 (n=229} Changes Being Considered (n=164)
tndividual Ma%et With T

Employer Sulisidy
Eliminate PreiMedicare
Coverage :

No Major Chajiges

Cther FREr . §3%

Sowrce: Aon Heuilt's 2018 Retiree Haalth Carg Survey

will apply to any employer plans for pre-Medicare retirees. White the effective date of this tax is delayed,
many employers already have to reflect the cost—lo the extent it will be employer-paid—in their benefit
obligations. There are several opfions being considered by employers to mitigate this excise {ax, as
shown below:

The ACA al§ created a 40% excise tax for high-cost employer-sponsorad plans beginning in 2020 that

Tax Mitiga;t;ion Strategies Changas Baing Considered (n=179)

Raise Premijns
{relirees will gay tax)
Reduce Covefage
{e.g., highor geductibles or coinsurance)
Individual Malket With

Employer Suffsidy
Efiminate PreiMedicare
Coverage &
Already Mitigdted
(e.g.. cappediubsidy)
Mo Changes 3°
{employer v pay lax)
Other

Sowce: Aon Hlwitt's 2016 Retiree Heslth Car{;-:ﬁ; \
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For Medicarg-eligible retirees and their former employers, the significant changes in the ACA were
efimination of the tax advantages assuciated wilh the federal Retiree Drug Subsidy (RDS}in 2013 and
enhancemenys to the Medicare Pari D program that is gradually reducing the cost for prescription drug
benefits. These events have encouraged plan sponsors to change their prescription drug programs, by
shifling to thd individual market where retirees can purchase Medicare Part D policies, integrating directly

with Medicarg

Part D, or switching o employer group waiver plans (EGWPs), an altractive alternative to

receive govefnment subsidies for group post-Medicare prescription drug coverage.

Because thege ACA changes are already effective, many employers have already implemented changes

to their post-%!edicare prescription drug programs. As shown in the chart below, 93 respondents already
changed theif program while 128 are considering changes.
Part D Stra égies : ...~ Changes Since 2610 {n=83) Changes Being Considered (n=128)
" Individuat Marfet Wilh e = '
Employer Subgidy
Group Plan Wih EGWP

Group-Based

_Medicare Advaritage

Eliminate CoveFage

Other

Sourcer Aar Hewilts 2018 Retiree Heaith Care Survey
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Aon Hewitt eénpowers organizations and individuals to secure a beller fulure through innovative human

capital soluti

ns. We advise, design and execute a wide range of solutions that enable our clients’

success. Ouffteams of experts help clients achieve sustainable performance through an engaged and
productive w ?rkforce; navigate the risks and opporiunities 1o optimize financial security; redefine heaith

managing wi

rk and life events. Aon Hewitt is a global leader in human resource solutions, with nearly

solutions fogrealer choice, affordability and wellbeing; and help their people make smart decisions on
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Legal Disclosures and Disclaimers

This documelit has been produced by Aon Hewilt Investment Consulting, Inc., a division of Aon pic and is
appropriate splely for institutlonal investors. Nothing in this document should be treated as an
authorilative 8tatemsnt of the law on any particular aspect or in any spacific case. i should not be taken
as financial affvice and action should not be taken as a result of this document alone. Consultants wilt be
pleased to arjswer questions on its contents but cannot give individual financial advice. individuals are
recommendet! 1o seek independent financial advice in respect of their own personal circumstancas. The
information cpntained herein is given as of the date hereof and does not purport to give information as of
any other d:g . The delivery at any time shall not, under any circumstances, create any implication that
there has bedn a change in the information sel forth herein since the date hereof or any obligation to
rolide amendments hereto. The information contained herein is derived from proprielary and
sources deemed by Aon Hewilt to be reliable and are not necessarily all inclusive. Aon
Hawilt does ot guarantee the accuracy or completeness of {his information and cannot be held
accountable gr inaccurate data pravided by third parties. Reliance upon information in this material is al
the sole discretion of the reader.

This documeiit does not constitute an offer of securities or solicitation of any kind and may not be kreated
as such, i) in Biny jurisdiclion where such an offer or solicitation is against the faw; ii) to anyone to whom it
is unlawful tonake such an offer or solicitation; or Hi} if the person making the offer or solicitation is not
qualified to dg so. If you are unsure as to whether the investment products and services described within
this documentare suitable for you, we strongly recommend that you seek professional advice from a
financial advider registered in the jurisdiction in which you reside. We have nol considered the suitability
andlor approgfiateness of any investment! you may wish to make with us. It is your responsibility to be
aware of andio observe ali applicable laws and regulations of any relevant jurisdiction, including the cne
in which you feside.

Aon Hewit! Lipdited is authorized and regulated by the Financial Conduct Authority. Registered in England
& Wales No. 4396810, When distributed In the US, Aon Hewitt investment Consuiting, inc. {{AHIG™}is a
registered invistiment adviser with the Securities and Exchange Commission (*SECT). AHIC is a wholly
owned, indire¢t subsidiary of Aan plc. In Canada, Aon Hewitt Inc. and Aon Hewilt Investment
Managementinc. (“AHIM") are indirect subsidiaries of Aon pic, a public company trading on the NYSE.
investment advice to Canadian investors is provided through AHIM, a portfelio manager, invesiment fund
manager andiexempt market dealer registered under applicable Canadian securities laws. Regional
distribution aid contact information is provided below. Contact yourlocal Aon representative for contact
information relevan! to your local country if not included below,

Aon pic/Aon }iewitt Limited Aon Hewitt Investment Aon Hevwilt Inc./Aon Hewitt
Registered office Consulting, Inc. Investment Management Inc.
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Pension de-ris'k'i'hg gathers pace - 2012 rule
phase in makes pension plan terminations
more economically viable
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Ateer the financial crisis of 2008 coupled with the stringent funding requirements of the
Pension Protection Act of 2006 (PPA}, we are observing many companies starting
implement strategies 1o reduce pension risk. Duc to regulations designed to protect
participants’ vested benefits, the cost of terminating a plan has been prohibitively expensive.
However, beginning in 2012, with cerain provisions contained in the PPA being phased in,
this roure will be mare economically viable.

In the coming years we expect 10 see more companies actvely ds-risking pension plans
through use of some or all of the following methods:

»  Making voluatary contributions to achieve fully funded status

»  lmplementing Habiliry driven investing strategies

»  Freezing plans

»  Defeasance of obligations

From 2 credit prispective, use of some or alk of the above methods will b, for the most part,
credit positive, depending on the individual company circumstances.
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~ " Various Options Exist to Reducing Pension Risk .

3" Plan sponsars have severaloptions ro reduce or complecely elimindte pension risk, We view the

elimination of reduction of peasion risk as 2 credit positive, however the resulting positive must be
weighed againist the cost involved. IFa company could eliminate pension rick at littke t 1o incremental
adjusted leverage or cannibalization of essential investment. we believe this could be a strong credit
positive, although an unlikely scenario.
See Table |-for a summary of the currently available main levers to reduce or eliminate pension risk
and our general view on the credic implicacions

TABLET

Sirategy Summary Cradit Implication
Voluntary Contributiens Contribuitions io exéess of required " Positive

Liability Driven lnvesting Switching asset allocation to more effectively match durations Meautral

plan freeze Ceasing some or ali benefit atcruals going forveard Positive
Defeasance of Pension Obligaticn  Plan termination Pasitive

In addition, due to provisions in the PPA coming into effect in 20127, the ability to completely
climinate pension risk by offering lamp sum buyoues to plan participants will become more
ceonomically viable,

Given the lingering hangover from 2008 and the lower cost to terminare plans beginning in 2012, we
expret to see many more companics implementing some or all of these strategics to de-risk their
pension plans.

increasing Amounts of Voluntary Contributions

Companies with under-funded pension plans may make volantary coneriburions in excess of those
required by the stringent funding requirements of the PPA. For example in Febraary 2011, Exclon
Corporation (Baa2 senior unsecared / stable outlook) announced $2.1 hillion of contributions to its
pension plans in 2011 even though it was only required to contribute $808 million. Due to the
contractual nature of pension obligations, we view the penston lability as "debe-like,” and any pay
down of pensien linbilities akin to pay down of deb,

While theee is no one-size-fits-all answer, the result of voluntary conrributions is likely to be credit
neutral o positive, dependent on the method of funding. Contriburions from excess free cash flow
which do not stress liquidity or require cutting of essential investaent will likely be viewed as a eredic
positive. Conversely, companies that borrow 1o fund their pension obligations are exchanging one
form of debt for another, which will typically be a credit neurral event. Moady's will evaluate the terms
of the borrowing, condidens and matueity profile consistent with how we evafuate any other debe
incurred,

Prior ta the PPA. discount fates for cafvulating Jump sum buvouts were based on 2 veasury rate. For years 2008 1w 2011 the PPA required the tate be a blended
treasuty and corporate mre;Commencing in 2012 e discount cate will be based on high quality corporare rates, thus resulting in lower fump nem payouis.
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On June 29, 2012, the House and Senate passed H.R. 4348, the Moving Ahead for Progress in the 21st
Cenlury Aci (MAP-21), which Includes hoth pension funding stabiization provisions and PBGC premium
increases. THe President signed MAP-21 into {aw on July 6, 2012. On August 16, 2012, the IRS issued
guidance on the MAP-21 interest rates to be used in 2012 valuations. Most recently, on September 1,
2012, the IRS issued further guidance on the implementation of the MAP-21 pension funding stabilization
provisions. :

This docum:ef\t provides an overview of MAP-21's pension-related provisions, an analysls of how they vill
impact plan §Donsors and participants, and a discussion of the sirategic implications for pension plan
funding and ibvestment policies.

Execujti%\/e Summary

MAP-21 ma:k_%s important changes to the regulalory environment facing pension plans. Most notably, it
reduces the r;equired contributions for many plan sponsors over the next several years. Further, MAP.21
raises the lorig-term administralive costs through a sizable PBGC premium increase, especially for plans
that run iargeji-deﬁ_cits. Pension plan sponsors will need to consider their funding, investment, and
administratiyipolicies in fight of these changes: -

= Most per{ fon plans will have lower required pension conlributions over the next several years, though
ultimatql;? plan sponsors are still required to pay for the benefits promised. )

= While réci;uired contiibutions are at least temporarily lower, per-participant PBGC premiums will rise
by 40%1}%! 2014, and variable rale PBGC premiums will double as a percentage of unfunded vested
benefits by 2015,

»  Furthermbre, sponsors that take advantage of MAP-21 to reduce their cash contributions will see
higher unfunded vested benefils than they would have in the absence of funding stabilization. PBGC
variable rate premiums, already doubling by 2015 as a percentage of the unfunded liabifity, will rise
further asithe unfunded liability increases.

+  Higher E’éGC per-participant and variable rale premiums raise the cost of running a pension plan,
espacially an underfunded one. Some sponsors will respond by seeking to reduce participant
headcount via lump sum cashouls and annuity purchass strategies, Others will respond by actually
increasing their pension pian contributions or changing to lower-risk Investment strategies in order to
minimize Current or prospective deficits,

= MAP-21 has effectively eliminated intarest rate risk from required funding calculations for the aext
several yéars. Sponsors who expect interest rates to rise may take advantage of this window to
maintain gr actually reduce interest rate duration in their investments, in the expectation that interest
rates will ise in the future, lurning short-term savings into long-term savings, Hewill EnnisKnupp's
plonesering risk management strategies can be used to create a structured, risk-controlled way to
implement this view.

«  Some sﬁd;nsors may choose to defer the MAP-21 funding stabilization provisions until 2013. Other
Sponsors;gilt need to revoke prior efections to use the full PPA vield curve in lieu of the PPA segment
rates in order to benefit from MAP-21's interest rate reliof.

2 Most sptf)risors will need to include additional disclosures in their annual participant funding notices for
2012 throfigh 2014.
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MAP- 21 Overvsew

The funding .tabullzatnon prowsaons in MAP 21 will prowde a near-term reducuon in minimum funding
requir emenls for singte employer defined benefit plans in response to the current, historically low interest
rate environment. The law does not necessarily reduce contribUtion requirements over the long term—

plans will stilf need lo be funded thraugh either cash contributions or investment returns. The purpose of
the change i¢ to delay near-term funding requirements in the hope that financial markets will rebound and
interest ratés will increase over the next few years, thereby reducing the need for larger contribuiions in
the future, |

I addition to the funding stabilization provisions, MAP-21 will also significantly increase PRGC premiums
over the nekl several years.

Pensmn Funding Stabilization Provisions -

. COrrsdorfor 24-Month AVeraga Segment Rates—In 2012 and beyond MAP-.’Z? estabflshes a
corndor éfor the 24-month average segment rates that are used for pension funding purposes. The
corridor |§ based on a 25-year average of the segment rates. Under current financial market
condlt;on§ the corridor is expecled to increase funding interest rates for the next several years,
producmg fower minimum required contributions in those years. This change does not apply to plans
using €h fult vield curve rather than segment rates,

- Corr:dor:Applaes for Many but Not All Purposes—The MAP-21 interest rate corridor will apply for

determmﬁg minimum required contributions (inciuding at-risk status) and benefil restrictions, but not
for deter flnang_ PBGC variable rate premiums, fump sum distributions, ERISA section 4010 reporing,
l‘ﬂaxlmurgl deductible contributions, or Internal Revenue Code (Code) section 420 transfers of excess
pension ssets to refiree health and life accounts.

Partlc:ipant Disclosure of Funding Stabilization Impact is Required—New disclosures on the
impact of Iund:ng stabilization will be added to lhe annual participant funding notice for 2012-2014.

Code Sggtion 420 Retiree Health Transfers are Extended—The expiralion period for Code section
420 transters of excess pension assets to retiree health accounts is extended from December 31,
2013 to December 31, 2021. In addition, transfers are permitted to be made to applicable retiree fife
msurancefaccounts

Anticupated !%npact—compared to prior law, near-term cash contribullon requirements could decrease by
up to 30% or more through 2017. Inn following years, cash contribution requirements are anficipated to be
higher than urfder prior law assuming fat or rising interest rate scenarios.

PBGC Premium Provisions

Flat Rate Premiums—The single-employer fiat rate PBGC premium will increase from $35 per
participant in 2012 to $42 per participant in 2013 and $49 per participant in 2014, and be indexed to
increasesin hational average wages thereafter.

Retirementinvestment Consulting
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* Variai:}l‘e’ Rate Premiums—The variable rate PBGC premium will increase from 59 per $1,000 of
unfundelt vested benefits {UVB) to at least $13 per $1,000 of UVB in 2014 and at least $18 per
$1,000 6f UVB in 2015. The premium rate will also be indexed to increases in national average
wages, fesulting in even further increases. A premium rate that is determined as a dolar amount per
$1,000 3! UVB is effectively indexed to UVB, so the indexation of the premium rate could be viewed
as a double-indexation of premiums. The variable rate préemium will be capped at $400 per
paz‘ucnpaﬁwl with the cap being indexed to increases in national average wages,

] Changes to PBGC Operatlons-—-Addmonal changes will be made to the operations of the PBGC,
but the %BGC is nof given the authority to increase premiums on its own.

" Anticipéted impact—In the aggregate, these changes are expected o increase PBGC premiums by
as muchsas 100% or more over the next ten years. The largest percentage increases will hit
employe!s who take advantage of the lower nearerm funding requirements under the new law.

Alleast $9
. Atleast $13
Atloast §18

CAtleasts4a

lmpaci of MAP-21 on Sponsors and Participants

With the abpé e as background, the following provides an analysis of the impact of MAP-21 on plan
sponsors and participants.

Impact cn Funding Interest Rates

Most plan spgnsors currently calculate liabilities for pension funding purposes using three segment rates,
which represdnt a 24-month average of interest rates. MAP-21 introduces a corridor around the 24-month
average segment rates, so thal each segment rate must be within a cenlain percentage of a 25-year
average. Thepercentage starls at 10% in 2012, and gradually increases to 30% by 2016. This corridor is
expected to_r icrease funding interest rates for the next several years compared to prior law. The actual -
impact of Mf\fé-?fs interast rafe provisions will depand on the path of fulure market interest rates, as
shown in the gharis on pages 4 and 5.

Rel:romenwnvestm #nt Consulting
Piopretay [ 3




On August 186,
the adjusted:

average segin
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2012, the Internal Revenue Service (IRS) issued Notice 2012-565 providing guidance on

segment rates for the 2012 plan year. The table below compares the unaagjusted 24-month

ent rates to the 25-year average segment rates and adiusted segment rates for a typical
plan with a Seplember lookback for determining funding interest rates:

. _Years 5-20

The adjusted

verage for typlcal plan::

segment rates shown above are what plan sponsors will be allowed to use. As the table

shows, the Ee'f_ectiv'e funding interest rate for a typical plan rises by 1.49% as of January 1, 2012,

Note that lhe
segment rates

Z24-month average segment rates are expected to be less than 90% of the 25-year average

for the remainder of 2012, unless there is an extreme increase in inferest rates, As a

result, all pifans applying MAP-21 for the 2012 plan year are expecled to use the same adjusled segment
rates, regardless of their valualion date or Jookback month,

The scenarios

below provide an estimate of whal future funding interest rates might be under MAP-21 in

plan years affer 2012, If interest rates remain at current levels, the effective interest rate in the short-term
could increase by approximately 1.5%, producing a Funding Target fability reduction of 15% or more for

most plan sp
plan sponsor:

Flat Intej

lnterest
9%

8%
7%
6%
5%

4%

nsors. Additional IRS guidance will be needed to determine the precise impact for a given
n years after 2012,

rest Rate Scenario—
?ates Rema!n at Juiy 2012 Leveis

3%
201

}

2013 2014 2015 2016 2017 2018 2019 2020 2021

Corridor for New Interest Rates (based on a 25-year average of interesi rates)
—a— Prior Law inlerest Rates

«w— Estimated New Law Interest Rates {must ba within the cormidor)
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Faliing: Interest Rate Scenario—

Interest{Rates Decrease by 1% and Do Not Recover

9% —

8%
7%
6%
5%

4%

3% i
20

Rising Ir

Interest Rates Increase by 1% in 2015

n
oy =) L L=y

2 2013 2014 2015 2016 2017 2018 2019 2020 2021

azzpe Comidor for New Interest Rates (based on a 25-year awerage of intersst rates}
—— Prior Law Interest Rates '

~x— Estimaled New Law Interest Rates {must be within the comidor)

terest Rate Scenario—

9% [

8%
7%
6%
5%

4%

3%

201

Retirementinvestn
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2 2013 2014 2015 2016 2017 2018 2019 2020 2021

w7 Comdor for New Interest Rates (based on a 25-year average of interest rates)
-=ge— Prior Law Inlerest Ratas

~g Estimated New Law Interest Rates (musi be within the corrider)
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n Caéh Contribution Requirements

{lustration shows the projected cash contribution requirements under MAP-21 and prior law
lan that is 80% funded, with $100 million in liability, $80 m;llton in assets, and

approx:matel( 2,000 particqpan!s

If interest ra}gs remain at curfent Jevels and asset returns are within a typical expected range, cash
contribution réquirements are expecled lo decrease compared to prior law through 2017. In 2018 and
beyond, c‘ajéfg conlribution requireinents are expected lo increase compared to prior law. This illustration
assumes th;a%PBGC premijums are paid from plan assels, so that an increase in premiums also resulls in

an increase it

For plan spb_{
contributions’
further under:

contributions.

sors that take advantage of the opportunity for reduced near-term contributions, total
over the next ten years are projected lo be slightly higher than under prior law. As discussed
‘Additional Considerations for Pension Financial Management (see page 8), plan sponsors

will need to carefully consider whether to take advantage of this opportunity for reduced near-term

contributions;
policies.

$ Millions
$42 4

5104

continue to budget for contributions based on prior law, or follow other strategic funding

Pro}ectgj Funding Requirements for Sample 80% Funded Plan

& Pgor Law, Funding the Mnimum

. Mew Law; Funding the tnimum

50 . _
2012 3 2043 2014 2045 7016 217 2018 2019 2020 20214
Total of 2012 - 2021
Contributions for 7% PV of Total
PBGC Employee 2012 - 2021

. ] Premiums Benefits Total Confributions
Prior Law; Funging the Minimum §2.0 5591 %61.1 $46.9
New Law; Fufm ing the Minimum $4.4 $62.5 366.9 $46.6

' Present valueé.

RetirementInvestm
Progtiatary

ent Consulting




Hewitt

Impact on PBGC Premiums

The impan ?f lhe increase in PBGGC premiums will vary based on a plan's size and funded status, and
whether the pian sponsor takes advantage of the opportunity for reduced near-term contributions based
on the MAP:21 interest rates. PBGC premiums will continue to be calculated using prior law interest
rates, so reduced contributions will result in higher unfunded liabilities just when a higher premium rate is
assessed oﬁ those unfunded liabilities. The example below shows the impact on PBGC premiums for the
same samfp___ plan as above—80% funded, with $180 million in liability, $80 million in assets, and
appr{_)ximeité, ¥ 2,000 participants. The example assumes that the plan sponsor reduces their cash
contribuliqn§ to the minimum required amount under MAP-21,

Plan spong.ufrs will need to consider whelher the advantages of potential delayed plan funding outweigh
the disadk{aﬁtages of increased PBGC premium requirements.

Projecit;ad PBGC Premiums for Sample 80% Funded Plan

) Thousar{d_
[ = Veluntarity Reduce Funding Level to New Minimum Required
S1000 7§ 5 Law Changs
g = Pror Law
$800
$600 A
5400 4
$200 4
§0 Lk i
20§2 2013 2014 2015 2018 2017 2018 2019 2020 2021
|
Total PBGL Premiums for 2012-2021 Under Priof Law 5 7
i L gl e i e o ' ._:_. ;
‘Premium licrease Due to MAP-21 Premium Provisions -~ .
‘Premium Increass Dus to Deferred Funding Under MAP-21

Total PBGE

Retirement/lnvesfment Consufting
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As noted a{b
more expens

\f PBGC Premium Increases on “Fully Loaded Pian Cost”

>9e, the increase in PBGC premiums means that maintaining a pension plan will become
ive. The chart below shows the impact of the PBGC premium increases on the "fully loaded

"

cost of prow;dmg pension henefits. In our fully loaded’ measure, we add the present value of expected

plan operatlr
compansoq
subsianfiaﬂy

Fully-Lo

$ Millions
$145 7

g costs to the pension henefit obligation. As the chart shows, the impact is relatively small in
0 the overall cost of running a plan, but plans currently in a deficit position will see
higher premiums until those deficits begin to shrink,

aded Pension Obligation Pre- and Post-MAP-21

100% Funded 70% Funded

$110 1

5105 4

$100 -

$95

$90 +

Befoge MAP-21

= Present valus of futire
PBGC premiums

4 Present value of future
operaling costs

Benefit obligalion including
future mestality
improvements, credil
losses, and antiselaction

Before MAP-21

After MAP-21 After MAPR-21

As underfundéd plans become betier funded over time, the variable rate premium will deciine, but the
higher flat raté pramium will persist. At the margin, the resulting increase in the fully-loaded cost of
providing pén_ ion benefils may lead some plan sponsors to consider alternatives to reduce the size of
their plans. MAP-21 is likely lo increase interest in seltiement strategies such as broad-based jump sum
offerings to inaclive participants. as well as annuily purchases and plan terminations, Such Increased

interest in se
could potenti
plan sponsor

Retiramentinvesti

Bromictary

ﬂiement slrategies among plan sponsors who are financially able to fund these setllements
a!ly increase risk o the PBGC by lowering its premium base and {aking financially sirong
s;oul of the defined benefit system.
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Strategy

her funding interest rales Under MAP-21 will creats an opportunity for plan sponsors o delay
itions, the increase in variable rate premiums will create a strong incentive for sponsors of
plans fo continue making their planned contribulions, or even increase them. Accelarating

to underfunded plans will result in ongoing reductions lo PBGC premiums, and the greater

the currentz favel of underfunding, the greater the financial benefit from accelerated contributions.

investnj,

ent Strategy

The Envestﬁient implfcations of the new rules will interact with a pian sponsor's contribution strategy. For

example, pla
slowly if the
the plan spor
in time). The
Sponsor's ris]
stahilization ¢

Potential in‘ip_

fus with dynamic investment policies that de-risk as funded status improves may de-risk more

fan sponsor reduces their contribulions. But aven more broadly, the new faw may change
sor's preferred investment strategy (rather than just the position on the glide path at a polni
implications of this new law on investment stralegy depend on the nature and level of the
tolerance. The grid below summarizes the mosl likely polential impacts of funding

n investment sirategy.

ct of Funding Stabilization on Investment Strategy

than 50%.
seeking a:
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For plan s§q1sors whose most important melric is acceunling, plan termination funded status, or
economic fufded status, there is minimal impact on investment strategy since MAP-21 did not change
any of theseé metrics.

spread risk, Which will gradually phase out over the next several years. Plan sponsors {ocused on
contributionswith a low risk budget will not typically need ¢ make significant changes on their investment
strategy. The;re are two reasons for this.

For plan sﬁ«}sors focused on cdnfrfbu'tions. there will be a short-term deferral of interest rate and credil

First, the neélaw delays the impact of interest rate risk on contributions, but interest rate risk will
eventually repppear when the corridor no longer dictates the rate levels. Plansponsors with fow risk
budgets will iypically be averse to contribution spikes a few years into the fulure when this happens, so
they would :ngnt typically want to adjust their investment strategy.

Second, mar?y plans in this category may have elected the full PPA yield curve rather than segment rates
to align iiabil}y changes with asset returns. However, the MAP-21 interest rate corridor does not apply to

plans that usé the full yield curve. These sponsors can elecl to move to segment rates in order to take

advantage ofithe lower contribution requiraments.
of q

Plan spensjoré with moderate o high risk budgets that are focused on contributions—the category we
think might}r%plude the largest proportion of plans——will have reduced shori-term exposure lo changes in
interest rates? reducing funded stalus volatility. Over the next few years, these plans may be able to take
on more ‘sn\'reétment risk while maintaining the same level of contribution risk. The additional investment
risk can comg in the form of higher allocations to feturn-seeking assets or lower duration of liability-
hedging assels. For those plan sponsors who choose to take on more fisk in the next few years, the
preferred pgri; of the portfolio in which to deploy that risk may be influenced by their market views,

Hewiti Ennisiknupp believes that interest rates will rise over the next few years, so we expect greater
advaniages {9 maintaining a low duration fixed income partfolio, as the new law reduces short-tarm risk
from interesl Eate mismatch. With interest rales at historically low levels, an increasing number of plan
sponsors will he implementing *hedge paths,” which use explicit interest rate triggers to maintain a low
fixad incomé"guration {and hedge ratio} when rates are low and extend the fixed income duration as rales
rovide a disciplined, methodical way lo manage the pension plan aut of the current interest
rate environmant. The following figure ilfuslrates how a glide path and hedge path can be integrated.

First Dimgnsion ~ Glide Path

Retirementinves
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nting Low Duration Strat'egiés '

Plan sponsbrs may deploy one or more of the Tollowing strategies to shorten duration in today’s low

interest rat{a 1

Rep!acéa

Replace

Maintain;

nvironment;

Jong duration bonds with infermediate duration bonds
ong duration bonds with relurn-seeking fixed income
physical fong duration bonds, but reduce the duration with derivatives

Let's exam{rﬁéééeh of these strategies further,

Replace loh

duration bonds with intermediate duration bonds, The simplest way to implement a low

duralion stré(gagy is to shift from a fong duration fixed income benchmark to an intermediate one. Plan
SPONSGTS wh3 do this should be thoughtiul about the types of long duration bonds sold as well as the
types of mtermed:ate duration bonds purchased. For example, it may be advantageous to sell fong
duration govarnmeni bands and purchase intermediate duration credit bonds to maintain credit spread
duration whlfe reducing interest rale duration,

Replace Iop'g duration bonds with return-seeking fixed income such as bank loans, complex credit
and direct !o%ns. Various types of relurn-seeking fixed income can be suitable for this role, Many are

bath more ¢of
much highef
returns. Ofter
effective way:
of these op{)o

Maintain phy
implement thi

epONSors whc
achieving higt
sponsor ock i

mplex and less liquid than traditional fixed income investments. However, they typically have

yield—often by several percentage points, with much of this.translating to higher potential

these instruments are based on floating rates or have other provisions that make them an
o reduce duration. Further, structural dislocations in fixed income markets can make some
rtunities attractive,

sical long duration bonds, but reduce the duration with derivatives. One way to

s is by holding physical long credit bonds and shorting long duration Treasury futures, Plan
already own long credit can use this approach o aveld round-trip iransaction cosls, while
‘credit spread dusation and low interest rate duration. This approach also helps the plan

i the higher credit spreads that currently exist at the long end of the curve.

The graphs bglow illustrate why plan sponsors might want 1o do this. The graph on the left side shows

that, as of Juls

credit. The gr3

advantage of

r 31, 2012, credit spreads for intarmediate duration credif were 1.5% versus 2,1% for long
ph on the right side shows that this 0.6% difference is near a hrstoncal hsgh suggestung the
plan sponsors using this strategy o lock in a higher spread level.

Intermediate and Long Credit
“ Yield Gomposition

Relative Option Adjusled Spread

Long Credit vs [mermediate Credit
9.87%

360
Q.40

| % Transury Yisld Cornpenent
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Impact%f

Unless a pla
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plan funded &
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of any existin
future. Parlic
accelerated t
modified to'a

Plan sponsor
contingent v
ehactment of
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ant Communications and Administration

Sn Benefit Restrictions

sponsor makes an election to delay the application of the MAP-21 interest rates for benefit
ronses (see Timing and Suggested Next Steps for Plan Sponsors on page 14), the improved
tatus that results from the use of those rates may cause the iifting of benefil restrictions that

viously communicated to participants for 2012, Plan sponsors will need to review the status

g reslrictions and any restrictions that may have béen expected to go into effect in the.
pants may need to be notifled of the removal of restrictions on benefit accruals and
enefit distributions (such as lump sums), and administrative systems may need to be
intinister a sponsor's plans accordingly.

s should also review the potential impact on any 2012 plan amendments or unpredictable
ents that were prevented from {aking effect due to a plan's funded status before the
MAP-21,

1 Disclosures in Annual Funding Notice

2garding the effect of funding stabilization will also need to be added fo the required annual
s for 2012 thraugh 2014 if the impact is at Isast a 5% reduction in liability and the unfunded

liability beford reflecting the MAP-21 interest rates is more than $500,000. An exception applies for small

gmployers (Wi
include a stat
when interest
the funding ta
SPONSOrs may
potential cong

ReUremenuinvesﬁm

Praprictary

th defined benefit plans covering less than 50 participants in total). These disclosures must
ement that, as a result of MAP-21, the plan sponsor may contribute less money to the plan
rates are at historical lows, A table must also beinciuded showing the resulting impact on
rget attainment percentage, funding shortfall, and minimum required contribution. Plan
want to include additional discussion in the annual funding notice to address participants’
arns about the funding of the plan,

a.nt Consulting
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Additional IRS Guidance: Notice 2012-61

On September 11, 2012, the IRS issued Notice 2012-61 providing further guidance on the implementation
of the MAP’-21 pansion funding stabilization provisions.

Belowis a partial summary of key clarifications included in Notice 2012-61:

v fthe MA -21 segment rates are used for minimum funding purposes, lump sums and other benefits
sui)ject t §417(e) must be valued using the MAP-21 segment rates.

« lfa p!an 2012 Adjusted Funding Target Attainment Percentage (AFTAP) was cerlified on or before
Septemb}r 30, 2012, based on pre-MAP-21 rates, the plan's actuary can recerify the AFTAP
reﬂeet:ﬁgﬁ,MAP-Z? rates and the plan sponsor can change benéfit limitations either prospectively or
retroactweiy

= Plan spoﬁsor elections lo defer MAP-21 to the 2013 plan year, or {0 revoke existing ¢lections to use
the full y;,gld curve rather than the 24-month average segment rates, must be made by providing
written nigtification to the plan’s actuary and pfan administrator,

U E[ec!ioﬁs to reduce funding balances made prior to September 30, 2012 may be revoked by the end
of the 2012 plan year provided the revocation does not impose benefit limitations that would not
otherwisa be imposed or result in an unpaid minimum required contribution,

As of the endiof September 2012, we continue to await guidance on certain other issues, such as how the
Treasury Department will calcufate the 25-year average segment rates for 2013 and later plan years, This
information will be needed to more accurately project the potential impact of MAP-21 in future years,

Reuremenulnves(rﬂant Consulling
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'and Suggested Next Steps for Plan Sponsors

The MAP~é1:ihterest rate provisions apply automatically to plans using segment rates for funding

ca!culauons

provisions a

i

“AETAP cert

{including aT:

cemf cahon] <

Has already; applied
“benefit restrjctions m
-2012 after 22012

available to plan sponsors,

gegmnmg in 2012, However, certain elections affecting the application of the mieresi rate

The AFTAP would
increase enough to:
relax 2012 benefit .=
'restnctnons but the pian
sponsor expects T
restrictions to apply

:aga:n n 201 '

- The filing date for the
/2012 Form 5500, but =
“per Notice 2012-61; . -
the election may need:
to be made earlrer lf d

,canon i j' :
ange ‘

"5 restnctioris

. The'due date of the =~
2012 Form 5500 fi Hng

The plan sponsor does

determined 2 * provisions until 2013 for. - “not wish to reduce 2012 -
«contributiong using - all purposes (including - . confributions and i is not “(unless an earier date -
f' PPA segme \t'r_at_e_s .. funding and benefit: - concerned about © - - for benefit restrtcilons

| Uses the
bond’ yseld;
__ fundsng i

c

Plan sponsors
funding strale
more atlractivi

While regulatg

changed: plaris

bodies can ¢h
aconomics of
managemerit

Aithough the n

the rules lengll
near-term poté
minimat effect]
adopting a hied

iriggers to len
axposures wit

;pOrate
lrve fcr.._.';

‘adding to the
: _prefund:ng bafance

I restrictions) . _jappi:es as above).

i One year after the
“enactment of MAP-21
. The plan sponsor may
“ra-glect the' corporate

: bond yéeid-curve ina:

The plan sponsor'

'Swrtch'to the segment -
e, wishes to take -

‘rates adjusted unde th
.._'_.'_newfaw :

should also consider how MAP-21 may impact their employee communications, their
gies, and potenlial pension setllement actions that may be under consideration or become
B a5 a result of MAP-21,

ry changes such as MAP-21 are important, long-term pension obifigations have not

s must pay the benefits promised to participants. Though Congress and other regulatory
ange how that obligation is measured and financed, sponsors should keep in mind the true
he plan as well as the regulatory environment they are in when developing risk

Strategies.

ew legisiation doesn’t change plan accounting or the fundamental economics of plan costs,
hen the pericd of time over which many plans will remain underfunded and reduce the

ntial for interest rate risk to cause higher confribution requirements. While this will have a
on the preferred investment strategies for some plans, many will see a stronger case for
ge path {hat maintains low duration fixed income when rates are low and uses interest rate
then duration as rates rise. This strategy can be an effective way to fine tune risk

in the current market environment and new regulatory framework.
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" Aon Hewilt i the global leader in humian resource sofutions. The company partners with organizations to

solve their mpst complex benefils, talent and related financial challenges, and Improve business
performance; Aon Hewitt designs, implemenis, communicates, and administers a wide range of human
capital, reliraiment, investment management, heaith care, compensation, and talent management
strategies, With more than 28,000 professionals in 90 countries, Aon Hewitt makes the world a better
place to work for clients and their employees. For more information on Aon Hewitt, please visit

www.aonhewitt.com.

About Blewitt EnnisKnupp

Hewilt EnnESignupp. Inc., an Aon plc company {NYSE: ADON}, provides investment consulting services 1o

over 450 ciiﬁeﬁ!s in North America with 1otal client assets of approximately $2 trillion. More than 240

inveslmenlb@ nsulting professionals in the U.S. advise institutional inveslors such as corporations, public

organizations

€ 2012 Aon plc
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union associations, heaith systems, endowments, and foundations with investmenis
ranging from §3 million to $700 billion. For more information, please visit www.hewittennisknupp com.
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CREDIT POLICY

Financial Statement Adjustments in the
Analysis of Non-Financial Corporations

Summary

This cross-sactor rating methodology explains Moady’s approach to making financial statement
adjustments for nen-financial corporations’. We adiust companies reported finzncial statements to
improve gnalytical insight from the perspective of assessing <redit risk and to wmprove the
cornparability of financial data between peers. Whan computing credit-relevant ratios, we use
adjusted data and base ouf ratings, in part, on those ratios *

Cur agjustments do not imply that a company's financial statements fail to comply with applicable
accounting rules. Our goal is to enkance the analyticsl value of finandial data for credit analysis,
We recognize that achieving full comparabidity of financrl statements an a giobat basis is wholly
impossible due to differeat measurement, racognition, sresentation and disciostive practices that
2x'st within and across varicus countries, regions and accounting regirmes, However, whare ouf key
mezsics may be significantly affected by differing accounting treatrents Lhat are generally well
disclosed, we make adjustmeants w0 improve the quality and comparabitity of the data. Gver time,
as globat reporting and analytical issues evolve, we may madily or add to sur adjustments.

This methodology distusses standard adjustments to financial statements prepared under US, Japan
and other local Country accounting principles {coliectively referred 1o as GAAP in this publication
untess noted otherwise) and International Financial Reporting Standards {IFRS). The adjustmants
vee discuss herein may be unigue to CAAPR or IFRS but may also be applied to other accounting
junsdictions, collectively terrned "loca CAAPT, whenever £ is appropriate 16 ¢o 50 10 order to make
staterments more comparable (0 corporat:ans that repart under GAAP or IFRS,

i

THIS REPORT WAS UPDATED ON DECEMBER 22, 2015 WATH ONLY ONE SIGRIFICANT TEXT CHANGE:
FOOTNOTE 1HAS BEEN REVISED TO CLARIFY THE SCOPE OF INFRASTRUCTLIRE ISSUERS COVERED BY THIS
MEFHOBROLOGY, NG OTHER SIGNIFICAMT ASPECT OF THIS METHODOLOOY HAS BEEN REVISED SINCE{TS
QRIGINAL PUBLICATION DATE. MO RATING CHANGES WiLL RESULT FROM PUBLICATION OF THIS UPDATE. |




CREDIT POLICY

Certain adjustments are considered 'standard-adjusiments’ and are designed to encapsulate adjustments
across it non-financial corporates, where applicable. In timited circumstances, our presentation of financial
inforration may differ from the standard adjustments indicated in this document because we think a
different presentation is rmore analytically appropriate, Where differences from standard adjustrments are
parvasive in g parlicular industry, we will generatiy note this in the industry methodology.

I~ addition to the standard adjustments, we may also make nan-standard adjustinents to financiat
statements for other matters to better reflect underlying economics and imprave comparability with peer
companies. Neon-standard adjustments tend to invelve a highar degree of anaiytic judgment. For example,
wa may adjust financial siatentents 1o reflact estimates ar assurnptions that we believe are more suitable
for credit analysis.

Purpose and Application

In general, Moody's adjusts financial statements to improve analyticel insight Trom the perspective of
assessing credit risk and 1o improve the comparability of a company's financial statements with those of its
: peers, I standardizing certain adjustments, Gur goal Is 1o enhance consistency of our global approach

Sk aceoss countries and industries, and to promaote wansparency for market participants. We adjust those
items for which reliable source data is avaiiable. However, we are cognizant of differences i reporting
requirernents and accounting regimes, and take such kmitations inta consideration when conducting our
analysis. :

More specifically, we adiust finandat staternents for the below Teasons:

T

»  Apply accounting principles that we befieve more faithfully capture underlying economics. Ora
sxamiple s aur view that operating leasss have debt-like financing characeristics that should be
recognized on balance sheets. Most of cur standard adjustments fatt in the accounting principle
Category.

s Improve comparability by afigning accounting principles. Fot exarnpie, we zojust LIFO {last-in-first-
cut) frventaries so that all companies in a peer group measure inventory on a cornparable FIFO (first-
in-first-gut) bass. :

»  Reflect estimales or assumptions that we beliave are more appropriate for credit analysis it a
company's particular circumstances. These adjustments typicatly relats to highty judgmental areas
such 3s asset valuation allowsnces, impairment of asseis, and contingent lisbiifties, No standard
adjustment falls in this category as the caltulations are 1o company-speahic. Instead, we adjusl
financials in this area basad on indiwvidual facts and circumstances,

: We make comprehensive adjustments 1o complete sets of financial statements and then compute ratios
based on adjusted financial statements. As a resuit, our Dasic finandial ratios do not contaln complicate

] add backs to the numerstors and denaminators, but instead are sirmpler construsts based on fully adjssted
sets of financial staternants.

Our adjusiments affect all three prrnary fimancial steternents which, sfter our adstrments, continue i
: interact

»  Balance sheet-\We edjust the value of certain items, remove e artficial effecis of smoothing
permitted by accounting standards, recognize certain off-balance sheet transactions, and change the
debt versus equity classification of certain hybrid financial instruments with botn debt and equity
features.

—— —
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» ' fncome statement: We eliminate the effects of cestain smoothing. recagnize additional expenses,
attritute interest to new debt that we recognize, and segregate the effects of unusual or non-recurring
irems

n  Cash flowstatement: We adjust, (he cash flow statement to be consistent with our adfustments 1o the
halance sheet and income staternent For example, we idantify and segregale the cash effects of the
unusuat transactions and events that we separate on the income statement,

Our sbiective is 1o fully adjust interine reporting periods in the same manner &5 we adjust full-year financiat
statements, However, in scme cases this may not be possible dug to more bimited accounting disclosures
that are made in interim reporting periods. In such Cases, we Lise ours judgment in determining whether of
not an adjustment can he made and how i should be caiculated. Where there islack of interim disclosure
information for an adjusiment, we tend to use the prior anaual disclosure to make estimates,

We maintain "uradjusted financials™ {La. publicly reparted finandials) and “adjusted financials” (e, publicly
reported data plus adjustments) In a database and vse it to generate peer comparisons and guantitative
data by industry, This data facilitates rating comparability and mare iransparent communication,

Standard Adjustments
standard adjustments are identified helow along with the applicable accounting regime. For example, the
defined benefit pansion plan adjustment applies 1o US GAAP, RS and Japan GAAP while the off-balance-
sheat finance lease adjustrent only applies to japan CAAP,

FAHIBIT 1
Standard Adjustment Application

L3 GAAP IFRS JGAAR
Oefined benefit pension plans i % X X
Multiemployer penasion plans ' X - -
gpe{ating leases ' b x . X
Dif-baiance-sheet finance leases 7 D - X
Capitalized interest % X X o
Capitalized developmant costs - x -
Interest expense related to discounted long-term liabilities other than debt . % -
Hybrid securities ' 7 X X %
Securitizations and factoring arrangements ) b X %
Inventory reported on aWOeostbass nx_ - -
Cansistent raeasurement of Funds from Ogerations ’ - X -
Unusuat and aon-recurring items o x %

The following exnitis provides a trief description of each the standard adjustments fach standaré
adjustment is described more fully fater in this repart.
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EXHINT 2
Financial Statement Adjustments in the Analysis of Non-Financial Corporations

Adjustment Purpose’

Defined benefit To eliminate the effects of artificial smaothing of pension expense parmitted by accounting standards

pension plans and recognize as debt the erount the pension obligation is underfunded or unfunded (subject to
equity tfedit). We also change the classification of cash <oniributed to the persion tust on the cash
flow statement under certain crcumstances.

Muitiempleyer Ta recognize as debt an estimate of the company's portion of an underfunded multiemployer pension
pensionplans . liability.

Cperating leases  To capitalize cperating and off-balance sheet finance leases and recognize 2 related debt oblgation,
We re-characterize renf expense on the incorme staternent by imputing interest on lease dent and
considesing the residual amount as depredation.

Capitalized interest. To expense interest capitalized in the current year. On the ¢ash fiow staternent, we reclassify
capialized interest from an investing cash outflow to an operating cash outflow.

Capitalized To expense development costs capitaized in the current year and adjust ntangible assets on the
developmant costs  balance sheet accerdingly. On the cash flow statement, we reclassify capitalized develogment costs
from an investing cash cutfiow to an operating cash outflow,

Interest expense 1o adjust interest expense toraclassify the accretion of discounted long-term fiabilities other than
related to debt as an operating expense, '

discounted lorg-

term Liabifities other

than debt

Hybrid securities  To classify securities with characteristics of both debt and equity in accordance with Moody's
ctassification of hybrid sacurities, which sometimes differs from accounting treatrment. We adjust
interast axpense, dividends and related cash flows consistent with our dassification of the hybrid
sacurity.

Securitizations and  To classify off batance sheet securitization and factoring arrangements as coliateralized borrowings.
factoring
arrangements

Inventory reported  To adjust inventory recorded an a LIFO tost basis to FIFG value.
on a LIFQ cost basis '

Consistent To adjust working capital where appropriate to include the difference betwesn tax paid and current
measurernent of  tax expense, and net interast paid and interest expense

Funds from

QOperations

Ungsual andnon-  To reclassify the effects of unusual or nonrecurring transactions and 2vants to a separate category on
recurring items the income and cash flow statements Our analytical ratics that include income or operating ¢ash
flows generally exclude amounts in thos? separate categories.

Non-Standard Adjustiments

In addition to the standard adjustnenis, Mocdy's may also make non-standar adjusiments to firancai
staterments for ather reatters to betier reflect underlying economics and imprave comparability with peer
companies. While not a comgrehensive list, below are some examples of non-standard adustments that
we might make based on the underlying facts and circumstances of each issuer

» Debt reported at feir value based on the election of a 'fair valuz option’

»  Other post-employee benefit {CPEB) obligation market changes reparted on the income staterment

HMHOIAL ST ATIONY
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Securities and Exchange Commission (SEC)
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General Note: As more fully described in About the Codification, the Codification includes selected
SEC and SEC Staff content for reference by public companies. The Codification does not replace or
‘affect how the SEL or SEC Staff issues or updates SEC content, SEC Staff content does not constitute
Commission- approved rules or mterpretattons of the SEC

General

> SEC Staff Guité_lance
> .Announcem?nts Made by SEC Staff at Emerging Issues Task Force (EITF) Meetings

>>> SEC Staff ﬁnnouncement; Selection of Discount Rate Used for Measuring Defined Benefit
Pension Obligation and Obligations of Postretirement Plans Other Than Pensions

;
715-20-599-1 The following is the text of SEC Staff Announcement: Selection of Discount Rate Used
for Measuring Defined Benefit Pension Obllgation and Obligations of Postretirement Plans Other than
Pensions. '

The SEC Observer made the following announcement of the SEC staff's position on the
selection of dlscount rates used for purposes of measuring defined benefit pension obligations
under paragraph 715-30-35-44 and obligations of postretirement benefit plans other than
pensions under paragraph 715-60-35-80. Those paragraphs provide guidance for selecting

discount rates to measure obligations for pension benefits and postretirement benefits other
than pensions. :

At each measurement date, the SEC staff expects registrants to use discount rates to measure
abligations for pension benefits and postretirement benefits other than pensions that reflect
the then current fevel of interest rates. The staff suggests that fixed-income debt securities
that receive oné of the two highest ratings given by a recognized ratings agency be considered

high quality (fot example, a fixed-income security that receives a ratmg of Aa or higher from
Moody's Investors Service, Inc.).

>> Comments M;ade by SEC Observer at EITF Meetings

>>> SEC Observer Comment: Determination of Vested Benefit Obligation for a Defined Benefit
Pension Plan

htxps:liasc.fasb.o:giprh\!&rendercri;d:secﬁon&tridn2559381
i
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715-20-899-2:
Obligation for a © efined Benefit Pension Plan.

- Print Friendly
The following is the text of SEC Observer Comment: Determination of Vested Benefit

Under the gujdance in paragraph 715-30-35-41, an entity has the option of determining
whether the vested benefit obligation for a defined benefit pension plan is the actuarial present
vaiue of the vested benefits to which the empioyee is entitled if the employee separates
immediately or the actuarfal present value of the vested benefits to which the employee is

currently entitled but based on the employee S expected date of separatlon of retirement. The
method used should be disclosed.

https:ﬁasc.fash.orglprinl&rem:!ercrﬁd=section&trid=2559381
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715 Compen,aatlon-—Retlrement Beneﬁts
30 Defined Benefit Plans—Pension
20 Glossary

General Note The; Master Glossary contains all terms identified as glossary terms throughout the
:Codification, Chcklng on any term in the Master Glossary will display where the term is used. The Master
Glossary may contain identical terms with different definitions, some of which may not be appropriate for
a particular Subtoprc For any particular Subtopic, users should only use the glossary terms included in
.the particular Subtoplc Giossary Section (Section 20)

Accumiilated Bene%fit Obhgat:on

The actuarial present value of benefits (whether vested or nonvested) attributed, generally by the pension
benefit formula, to employee service rendered before a specified date and based on employee service and
compensation (if applicable) before that date. The accumulated benefit obligation differs from the
projected benefit obf;gatzcn in that It inciudes no assumption about future compensation levels. For plans
with flat-benefit or non-pay-related pension benefit formulas, the accumulated benefit obligation and the
projected benefit ob Jgat|on are the same.

Actual Return on P;lan Assets (Component of Net Periodic Pension Cost)

For a funded plan, the actual return on plan assets is determined as the difference between the fair value
of plan assets at thelend of the period and the fair value at the begmnmg of the perfod, adjusted for
contributions and pa ,'ments of benefits during the period.

Actuarial Present Value

The value, as of a specified date, of an amount or series of amounts payable or receivabie thereafter, with
each amount adjusted to reflect the tirne value of money (through discounts for interest) and the
probability of payment {by means of decrements for events such as death, disability, withdrawal, or
retirement) between ‘the specified date and the expected date of payment.

Alfocated Contract '

A contract with an insurance entity under which payments to the insurance entity are currently used to
purchase immediate or deferred annuities for individual participants, See Anpuity Contract.

Amortization

The process of reducing a recogmzed liability systematically by recognizing gains or by reducing a
recognized asset systematicaily by recognizing losses. In accounting for pension benefits or other
postretirement benefits, amortization also means the systematic recagnition in net periodic pension cost or
other postretirement benefit cost over several perlods of amounts previously recognized in other
comprehensive mcome that is, gains or losses, prior service cost or credits, and any transition obiigation
Or asset,

g

Annuity Contract
https:!fasc.fasb.o:gfpn‘ni&tande:cr;jwd:gfossarysection&lrid=2235£}85 1740
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A contract in which an insurance entity unconditionally undertakes a legal obligation to provide specified
pension benefits to specific individuals in return for a fixed consideration or premium. An annuity contract
is irrevocablé and involves the transfer of significant risk from the empioyer to the insurance entity.
Annuity contracts are also called allocated contracts,

Asset Group -
An asset group is the unit of accounting for a long-lived asset or assets to be held and used, which
represents the lowest level for which identifiable cash flows are largely independent of the cash flows of
other groups of asséts and liabilities, = .

Assumptions _
Estimates of the occurrence of future eVents affectmg pension costs and other postretirement benefit costs
(as applicable), such as turnover, retirement age, mortality, withdrawal, disablement, dependency status,
per capita claims costs by age, health care cost trend rates, levels of Medicare and other heslth care
providers' rezmbursements, changes in compensation and national pensmn benefits, and discount rates to
reflect the time valué of money.

Attribution .
The process of assigning pension or other postretirement benefits or costs to periods of employee service,

Benefit Formula '
See Pension Benefit fterula.

[
i
£

Benefit-Years-of-Séérvice Approach
One of three beneﬁtapproaches Under this appreach, an equal portion of the total estimated benefit is

attributed to each year of service, The actuarial present value of the benefits is derived after the benefits
are attributed to the _perlods

E

Benefits

The monetary or in- !qnd benefits or benefit coverage to which participants may be entitled under a pension
plan or a health and Wwelfare plan (which can include active, terminated, and retired employees or their
dependents or beneffoanes) Examples of benefits may include, but are not Jimited to, health care
benefits, life insurance, legal, educational, and advisory services, pension benefits, disabllfty benefits,
death benefits, and heneﬂts due to termination of employment.

Captive Insurer
An insurance entity tﬁat does business primarily with related entities,

Career-Averag&Pa%( Formula
A benefit formula that bases benefits on the employee's compensation over the entire period of service
with the emplover. A tareer-average-pay plan is a plan with such a formuia.

T

Cash Balance Plan |

A plan with the folIOWgng characteristics:
i

a. A defined prmgpai-cred:tmg rate as a percentage of salary

hNps:-‘!asc.{asb,o;gfprinl&a’endercghd=glcssarysec!ion&tﬁd=2235{}85 210
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b, A defined, noncontingent interest-crediting rate that entlttes partlcipants to future interest credits
at a stated, fixed rate untif rettrement .

A cash balance plan communicates to employees a pensnoh benefit in the form of a current account balance
that is a function oficurrent and past salary-based principal credits and future interest credits thereon at a
stated rate based oﬂ those principal credits.

In a cash balance p an, individual account balances are determined by reference to a hypothetical account
rather than specific assets, and the benefit is dependent on thé employer's promised interest-crediting
rate, not the actual return on plan assets, The employer's financial obligation to the plan is not satisfied by
making prescribed principal and interest credit contributions—whether in cash or as a hypothetical
contribution to pa'rtiij:ipants’ accounts—for the period; rather, the employer must fund, over time, amounts
that can accumulate to the actuarial present value of the benefit due at the time of distribution to each
participant pursuant} to the plan's terms. The employer's contributions to a cash balance plan trust and the
earnings on the invested plan assets may be unrelated to the principal and interest credits to participants'
hypothetical accounts.

£
A cash balance planiis a defined benefit plan.
Component of an gntity
A component of an é;ntity comprises operations and cash flows that can be clearly dislinguished,
operationally and for financial reporting purposes, from the rest of the entity. A component of an entity
may be a reportable;segment or an operating seqment, a reporting unit, a subsidiary, or an asset group.

Curtailment %

See Plan Curtailmené,

Defined Benefit Plan

A defined benefit plan provides patticipants with a determinable benefit based on a formula provided for in
the plan.

a. Defined hené"ﬂt health and welfare plans—Defined benefit heaith and welfare plans specify a
determinable bepefit, which may be in the form of a reimbursement to the covered plan participant or
a direct paymen?to providers or third-party insurers for the cost of specified services. Such plans may
also include benef‘ts that are payable as a lump sum, such as death benefits, The leve] of benefits may
be defined or I:rrj,_;ted based on factors such as agé, years of service, and salary. Contributions may be
determined by the plan's actuary or be based on premiums, actual claims paid, hours worked, or other
factors determingd by the plan sponsor. Even when a plan is funded pursuant to agreements that
specify a fixed rate of employer contributions (for example, a collectively bargained muitiemployer
plan), such a plan may nevertheless be a defined benefit health and welfare plan If its substance is to
provide a defined benefit,

b. Defined beneéit pension plan—A pension plan that defines an amount of pension benefit to be
provided, usually as a function of one or more factors such as age, years of service, or compensation,
Any pension plan that is not a defined contribution pension plan is, for purposes of Subtopic 715-30, a
defined benefit p’ensi'on plan.

¢. Defined beneft postretirement plan—A pian that defines postretirement benefits in terms of
monetary amounts (for example, $100,000 of life insurance) or benefit coverage to be provided (for
axample, up to $2OO per day for hospitalization, or 80 percent of the cost of specified surgical
procedures). Any postretirement benefit plan that is not a defined contribution postretirement plan is,
for purposes of Subtop ¢ 715-60, a defined benefit postretirerment plan. (Specified monetary amounts

and benefit coverage are coliectively referred to as benefits.)
E

&

mlps:.’lasc.fasb.orgfpdnt&;endercgud=g[ossarysecliun&tzid=2235085 AR
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Defined Contrnbut:on Plan

A plan that provudes an individual account for each participant and provides benefits that are based on all
of the following: amounts contributed to the participant’s account by the employer or employee;
investment expeneiwce and any forfe;tures anocated to the account fess any administrative expenses
charged to the piarig - S RS :

715-30-20 Glossary - Print Friendly

a. Defined contribution health and welfare plans—Defined contribution health and weifare plans
maintain an mdlwduai account for each plan particlpant. They have terms that specify the means of
determining the contributions to participants’ accounts, rather than the amount of benefits the
participants aré to receive, The benefits a plan participant will receive are limited to the amount
contributed to ﬁhe participant's account, investment experience, expenses, and any forfeitures
allocated to the participant's account, These plans also include flexible spending arrangements.

b. Defined conirlbutxon postretirement plan—A plan that prw:des postretirernent benefits in return for
services rendered provides an individual account for each plan participant, and specifies how
contributions tq the individual’s account are to be determined rather than specifies the amount of
benefits the individual is to recejve. Under a defined contribution postretirement plan, the benefits a
plan participant will receive depend solely on the amount contributed to the plan participant's account,
the returns earned on investments of those contributions, and the forfeitures of other plan
participants' behefits that may be allocated to that plan participant's account.

Discount Rate

A rate or rates used‘_i_to reflect the time value of money. Discount rates are used in determining the present
value as of the measurement date of future cash flows currently expected to be required to satisfy the
pension obligation or other postretirement benefit obligation. See Actuarial Present Value,

Expected Long-Term Rate of Return on Plan Assets

An assumption about the rate of return on plan assets refiecting the av'erage rate of earnings expected on
existing plan assets and expected contributions to the plan during the period,

Expected Return oh Plan Assets

An amount calculated as a basis for determining the extent of delayed recognition of the effects of changes
in the fair value of plan assets. The expected return on plan assets is determined based on the expected
long-term rate of retlrn on plan assets and the market-related value of plan assets,

Explicit Approach to Assumptions

An approach under which each significant assumption used refiects the best estimate of the plan's future
experience solely with respect to that assumption. See Implicit Approach to Assumptions.

Final-Pay Formula :
A benefit formula that bases benefits on the employee's compensation over a specified number of years
near the end of the employee s sarvice period or on the employee's highest compensation periods. For
examptle, a plan might provide annual pension benefits equal to 1 percent of the employee's average salary
for the last 5 years {ar the highest consecutive 5 years) for each year of service. A final-pay plan is a plan
with such a formula,

Flat-Benefit Formula

A benefit formula that': bases benefits on a fixed amount per year of service, such as $20 of monthly
retirement income for-each year of credited service. A flat-benefit plan is a plan with such a formuia.

hitps:fasc.fash.org/print&rendercind=glossarysection&lrig=2235085
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Abstract The main purpose of this paper is to utilize recent developments in panel data
techniques to evaluate whether the smoothing of pension expenses is neutral in its long-
term etfect on reported earnings. Adopting a long-term perspective, the empirical analysis
also zdumﬁu sources of potential deviations. Results suggest that the current smoothing
menhdmem tends to induce significant biases in the recognized pension expenses. For a

ajorgy of the sample firms. the tendency is to overstate the sponsoring firms’ earnings in
the long run. To a Jarge extent, such biases reflect the combination of both ineffective
'11norum10n of the deferred gains and losses und questionable latitude in pension rate
dsscretmns

Keywi}rds Pension accounting - Accounting standard - Panel data dynamic model

JEL Classification  M41 . G23 - G28 - 23
1 Introduction
This study investigates whether the smoothing of pension expenses under current
1cc0uﬁtinﬂ standards is neutral in its long-term effect on reported carnings. The empirical
analyses identify sowces of potential deviations, Under Statement of Financial Accounting
Gtand.trds (SFAS) 87 (Financial Accounting Standards Board (FASB) 1985). the key
te‘ltums of the smoothing of pension expenses include the delayed recognition of actuarial
penston gains and losses and a corridor amortization scheme that requires amortization of
the unuwg,mzed gains or losses only when they exceed certain amounts, Initiafly intended
to reduae short-term volatilities that may be incorporated into sponsoring firms’ financial
smtementx due to volatile financing or investment aspects of defined benelit plans, the
i
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smooll ing mechanisin has been alleged o serve instead as a device for producing mis-
leading and overstated camings.! _

Effdctive as of December 2006, SFAS 158 removes the delayed recognition of pension
gains and losses in the balance sheel. It requires recogrition. through comprehensive
income, of changes in the nef pension assets in the year in which the changes oveur (FASB
2007).; However, the new standard maintains the SFAS. 87 smoothing mechanism for
incom¢  statement presentation. The FASB considers SFAS 158 as the first step in
reconsidering SFAS 87 and refated pronouncements. Currently, the smoothing and deferral
mechapisms in the income statement are among the key issues 1o be resolved in the joint
effort of the FASB and the International Accounting Standards Board (IASB) to improve
mcomitmg for postretirement henefits {FASB 2007,

The. primary motivations for this study are twofold. First, existing research provides
consistent evidence that investors apply the same, if not a higher, earnings mulriplier to the
‘:R‘lOOThLd pension expenses as they do to the sponsoring firms’ core. recuring earings
(Barth et al. 1992; Coronado and Sharpe 2003; Hann et al. 2007).2 Other comprehensive
mwmé ttems in the bulance sheet, however, tend to be prived as transitory income on a
dollar- for—dotlar basis (Chambers ¢t al. 2007; Mitra and Hossain 2009), Thus, if the
qmoollimu of pension expenses is not neutral in the long tenm, immediate recognition of
Lh.mges in the nel pension assets as other comprehensive income will not resolve the threat
that lhé bias component contained in the smoothed pension expense misleads investors,

S::c'mdl) Hann et al, (2007) show that, conmpared to a fair value pension accounting
model,; the SFAS 87 smoothing model enhances the relevance of sponsoring firms’
financial statements, The enhanced relevance results primarily from excluding highly
transitory pension gains and losses from pension expenses. Nonetheless, for the simoothed
pension expense to be useful, it must also be faithful, verifiable and neutral.? Brown (2004)
notes that the long-term nature of defined benefit plans makes it difficult for users to
identify errors or biases in pension estimates because the accuracy of the estimates is
usually not revealed until many years later. The lack of verifiability stems from the
inherent nature of the underlying transactions pertinent to defined benefit plans, It is thus
critical that the smoothing process produces pension expenses that are faithful and neuatral,

A nimber of prior studies document that managers choose pension rates and methods
opportinistically, reflecting various economic incentives (Ali and Kumar 1993 Bergst-
resser £t al. 2006; Godwin et al. 1996, etc.). However, the long-term impact of these
choices remains unclear. While the smoothing of pension expenses is often justified by
invoking the long-term nature of defined benefit plans, it is far from evident that oppor-
tunistic choices will wash out with time. In this study, I adopt a long-term perspective to
evaluiite the smoothing mechanism with an objective to document whether and in what
Wiy the standards open doors 10 abusive implementation and to shed light on how the
formation of standards can prevent such abuse.

To this end, my empirical tests analyze the time-series properties of the deferred gains
or lossgs in each period (i.e., the flow) and the cumulative unrecognized gains or losses

' For in;!mwe see Gold (2003 and Zion and Carcache (2002).
: By cofttrast. investors appear to have better understanding For balance sheet implications of the pension
smoothitg under SFAS 87 (Gopalakrishnan 1994),

* Staten uil of Financial Accounting Concepts No. 2. (alizative Characteristics of Ad Connting Information
states that relevance and relisbility are the two primuary qualities that ke accounting infonmation useful,
Reliability rests on faithfulness, verifiability, and neuteality, white neutrality interacts with faithfulness and
verifiability o afect the nsefulness of the information (FASB 1980, p. 6).
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{i.e:,. i'he, stock, hereafier the URGL). The research design centers on the SFAS 87
assumptmns that the deferred gains (or losses) in 1 year will be offset by losses (or
gains) fin subsequent years and that the cortidor amortization, while providing an
oppurtumly for such offsets to take place, also “systematically and gradually™ recognizes
the mm.nmng URGL in subsequem periods. In addition to firm-specific regressions,
empiri¢al analyses utilize recent panel data techniques to address cconometric issues
arising; from the relative short time span of data available. the presence of both cross-
\ccnon.rl and serial correlations. the endogeneitics between the deferred gains (or losses)
and pegﬁton rate choices and, in particuiar, the distortions msu!img from the aggregation
over fifms and years..

Maih tests are conducted in a iarge unbalanced panel commmw of 15-20 years of
observ:mom for 839 sponsaring firms from 1988 to 2007, The results suggest that the
smomhgng of pension expenses is generally not neutral over time and that the corridor
amortization and the latitudes in pension rates choices are likely sources of blame.

Spu,lﬁully results from panel unit root tests suggest a random walk process of the
URGL _tor sponsoring firms from 41 out of a total of 43 industries, as defined in Fama and
Frendf(l‘)‘)?) At a minimum, shocks to the URGL are highly persislent. There is no
mdm.umn of meun-reversion in the URGL of these firms, which would be expected if the
deferrc{l gains (or losses) were offset over time or if subsequent amoriization was effective
in reduémc the non-offset URGL.

Resul(s from firm-specific autorégressions reveal that the long-term expected deferred

ains (Or losses) are nonzero on average. These long-term cxpected deferred gains (or
fosses) -;reﬂect biases in the smoothing of pension expenses that persistently under- or
overstafc the sponsoring firms’ earnings. For more than 87% of the sample finns, the long-
ierm expeclcd value is a deferred loss, suggesting pervasively understated pension
expenses in the income statements. On the other hand, the subset of firms that have long-
term expccled deferred gains consists disproportionately of price-regulated utility and
telecommunication firms,

'Fo assess whether sponsoring firms' rate choices contribute to the bias component in the
deferred gains (or losses), Iemploy a partial adjustment model of the deferred giins (or
losses) that depicts the sponsoring firms’ pension rate choices as determinants of the long-
term expected deferred gains (or losses). I adopt the Arellano-Bond system generalized
method of moments (GMM) estimator for panel data dynamic models (Areliano and Bover
1995; Blundell and Bond 1998) to address unobserved heteroskedasticity within firms and,
to account for endogeneity in the rate choices, lagged deferred gains (and losses) and a
fixed tihe effect. Results suggest that the choice of the expectéd rate of refturn on plan
assets (HRR, hereafter) and the changes in the discount rate und the compensation growth
rate lend to have a permanent effect on the long-term expected value of deferred gains (or
losses), énnsistem with the inefficient URGL reduction interpretation of the panel unit root
results, Further, the discretionary component of the change in the discount rate is con-
sistently:associated with the bias component of the deferred gains (or losses) and is its main
contributor. The industry median-adjusted change in the compensation growth rate is also a
Sig;nhcam contributor to the bias.

Overill, evidence found in this study suggests that the corridor amortization procedure
is mcﬁmuve and, in practice, allows the deferred gains (or losses) partially resulting from
biased estimates to persist and accumulate. The results are robust to both the inclusion and
Lxclusmﬁ of the internet bubble and the subsequent market crash (1996-2002) and to
a]lermuve specifications of the deferred gains (or losses). Futther analyses suggest that the
biases tmm the smoothing of pension expenses are not driven by small plans. For more
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than 25% of the firms in the sample, the smoothing results in non-reversing deferred losses
that ate material in relation (0 the sponsoring firms’ prefax carnings.

The smoothing of pemmn expenses has been among the Rcy issues rajsed i m the ongoing
cunlmvemy over pénsion accounting among users, pnfp.xrers and regulators.” Surprisingly,
acad_equc research on the smoothing mechanism remains sparse. Davis-Friday et al. (2005)
study the use of market-related value inn caleulating the expected return cost component and
the mirket assessmiént of its impact ont reported carnings. Hann et al. (2007) evatuate the
releva icc of financial statements under the SFAS 87 smoothing mechanism. My study
contributes to the pension accounting literature by offering an assessment of the reliability
of em‘ljjings resulting from the smoothing mechanism and by identifving sources suscep-
tible 10 departures from neutral representations.

Fih&ings'in this study are relevant for the standard sctters’ current deliberations on the
smmzhmc mechanism for income statement presentation. As a caveat to the interpreta-
tions, t’hc evidence presented in this study does not necessarily support the elimination of
pensmn smoothing. [t does, however, cast doubi on the effectiveness of corridor amorti-
vation and urge tightened discretion in pension rate choices.

The! remainder of the paper proceeds as follows. Section 2 provides background
information on the smoothing mechanism, reviews related findings and lormulates
hypothéses. Section 3 describes the sample and provides descriptive statistics, Section 4
explaing the empirical melhods and presents the results. Additional analyses and robustness
tests are provided in Sect. 5. Section 6 concludes the paper.

2 Baclé_ground and hypotheses

2.1 Thég delayed recognition and corridor amortization of pension gains and losses®

Aclua_rift}! pension gains and losses” reflect two sources of changes in the net pension assets.
First, changes in the PBO resulting from chunges in actuarial assumplions used in the
valuation of PBO, including changes in the choice of the discount rate, the compensation
growth fi_rate for pay-related plans, assumptions on mortality, turnover, early retiremant and
so forth, Second, changes in the fair value of plan assets due to differences between the
actual qnd expected return on plan investments, where the calculation of the expected
return iS based on an expected rate of return (ERR) and a market-related value of plan
assets, ?In an attempt to reduce the volatility that may be incorporated into financial
:\mtemelgts due to the volatile financing or investing aspects of defined benefit plans, SFAS

t

* For instance. see Zion and Carcache (2002), Gold {2005) and Securitics and Exchange Commission (SEC)
(2005). :

* Under SFAS No, 87, the delayed recognition feature alse includes the delaved recognition of plan
amendmems. which results in unrecngnized prior service cnst. The current study addresses the delayed
recognition of actuarial gains and losses exclusively, Unreported large sumple unubysis reveuls that the
amaunt of the uprecognized prior service is much smaller than that of the unrecognized gaing or losses, The
median ralio of the twe is ubout one-tenth. The mediun ratio of the magnitude of the change ia the prior
service ¢ost to the magnitude of the change in the URGL is only about four percent.

T Actuariagl pension gains and losses are simply referred to as {peasion) gains and losses in subsequent text.

7 AL mm;kmm discretion. this market-related value of plan assets can be a-moving average of the fair
value of ;;!.m assets for up to § years, Davis-Friday et al. (2003} show that the difference between ihe
market-relted value and the fair value of plan assets results in differences that, on average, amount to 3,55
of the repéﬂed expected retums cost component in 1998 and 2.4% in 2001
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Practice? Note

By Bob Coﬂiﬁe. FIA, Chief Research Strategist, Americas institutional
Jign Ganr}o n, Manager, lnvastment Sirategy and Consulting

Pre-é*npting FASB: mark-to-
market pension cost accounting

Issue: Currie:n U.S. accounting standards offer corporations flexibility in how they
aceount for 1hé cost of pension benefils. In recent weeks, a number of firms have.
announced !hagt in their 2010 (and future years) corporale earnings stalements, they
wilf recognize more quickly changes in the value of pension assets and liabilities,
moving toward " mark-to-market” accounting. What are the implications of such a
change? '

Fespounse! The most volatife component of pension cost - referred to as
actuarial gain;s' and losses - has traditionally been spread over several years in the
earnings 'state@ﬁ*'ent. in order to aveid distorting earnings numbers and creating
excessive uari.ébiiity in the year-to-year resulls, However, this approach is complex
and opaque ch lhe numbers it produces don't necessarily mean a great deal.

A different apprqach proposed for example in a 2010 International Accounting
Standards Boar‘i (IASB) discussion document, is to recognize these gains and
losses more qy_: ‘kly. but to do so in a separate part of the earnings statement. This
allows analyst‘i_s' o easily delineate them from cther earnings. This principle is the

one on which Haneywsell's, AT&T's and Verizen Gommunicalions' recent

announcements :have been based.

Because accounting is an area in which common practice is important, the actions
of these firms may create a trend in advance of the widely-expected change in the
standards issued by the U.S. Financial Accounting Standards Board (FASB) or the
international Ac_c bunting Standards Board (JASB).
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On Novembet

that they will

18, 2010, Honeywel! issued an mvestor update in which they announced
nmially recognize mark-to-market gains and losses (oulside a 10%

corridor) in thelr income statement, and lhat they will séparate pansion expense into two
elements: engolng expense and mark-to-market adjustment. The mark-to-market
adjustment wi i be made in the fourth quarter of each yéar (and not in quarterly
statements). @n January 13, 2011, ATAT announced that they too wouid use a once-a-
year mark-to-tharket adjustment to recognize gains and fosses In the year incurred,
ATST also antounced & change in how cosls are assigned to business unils. On
January 21, Zf 11, Verizon Communications followed suit. AT&T and Verizon went
further than Haneywell in that they retained no corridor at all. Further details of ail thiee
anncuncemens can be found on the investor relations section of each company's
website',

These changes
Statement of F
how most ﬂrm<

5 are permissible tnder existing accounting standards (as set out in
inancial Accounting Standards No.158), but represent a departure from
‘currently account for pension expense.

Gaticitiones of Rey s

Before going apy further, we should be clear on the definition of two key terms.

Actualial gains and losses. These are easiest to think of as the change in the
value bf assets and liabititles that arises from unexpected sources, For example,
if at the startof a year a plan assumes fulure returns of 8% on a 360m asset
base, ihen expected investment returns for the next hwelve months are $4.8m: if
actua! elums are $5.8m then there is an unexpected gain of $1m. Actuarial
gams g d losses also cccur when there is a change in the discount rate for the
vafuattgm of Rabilities {which is tied {o the level of interest rates) or other
assumplions used in valuing the fiabilities, Under the approach announced by
the thrée corporations, these gains and losses are to be deail with through an
annuat L mark-to-market adjustment. Because of the uncertainty in investment
returng and interest rates, aciuarial gains and losses can be largs and can have
a subs?antial impact on the earnings result. For example, the restatement of
2008 résults for Verizon Communications and AT&T include a $15 biflion
adjustrient and a $25 billion adjustment respectively for that year's earings —
enough to tumn previously positive earnings-per-share (EPS) numbers for that
year info negalive ones.

Corrid
spredd
of year
lavel (s!
describy
ignored
(since §

5r. A comidor is a smoothing technique under which, rather than

ng gains and fosses in the corporate earnings statemant over a numbar
, they are ignored altogether untess they exceed a certain specified

ich as 10% of the greater of assels and Habilities). Thus, in the example
ed in the previous paragraph, the $1m unexpecled gain would be

for the purposes of corporate accounting if a corridor were being used
1mis less than 10% of the assef value).

' The websites arg e ioneywell cominvestor, winw. att Comanvesior and ww venzen cominvestor

respectively.

i
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The m:s;mf:%
We summariz
each of the th
under the new
rather thah an]
their case, ies

2 in the appendix to this note the expected impact on 2010 earnings for
ea firms. For two of the three firms, 2010 repored earnings are lower
approach (the result of actuarial losses in 2010 being marked to market
ortized), while for Verizon they are higher (2010's actual loss being, in

5. than the loss carried over from previous years that would have been
recognized untler the previous approach). For all three firms, the impact of the change is
expecled (o be positive in future years, since it removes the impact of past losses that
had not yet begn recognized under the old approach; the gain or loss in 2011 and
beyond will reﬁpeck that year's experience but be free fram any hangover caused by the
gradual recogrition of 2008's losses?.

The change bs; AT&T and Verizon in how cosis are charged to business units is
noteworthy. Aqluanat gains and losses will be included in the consolidated corporate
accounts, but fot in the results of the segments of the business. Indeed, not only are the
actuarial (i.e. upexpecte'd) gains and losses excluded from business segment resulis,
but so are all aSSet returns and interest cost. The business urits are therefore to be
charged for tha eslimated cost of benefits as they acerue, but from that point onward the
management o; the assels and liabilities becomes a purely corporate concern. We
believe this apgroach may appeal to other firms which are made up of a number of
distinct businjeis units.

A

Wihat Is bot ﬁf'tmmf‘

The change an éccoun!ang affects how business resulls are presented, but not the
underlymg opefauon of the husiness. In particular, the changes do not affect:

- SALES OR GA%H FLOW. There is no impact from the accounting changes on any of lhe
three firms' blisiness operations.

» EMPLOYEE BéNEFH‘S While the cost of employee benefils that is shown in company

accounts will

: PENSION FUNC
plans are una

+ BALANCE SHE
balance shee

+ PENSION PLAN
the plan from
general have
one reason fo
that risk on th
change may p
Honaywell's.a
strategy of the
the misalignm

The changes 3
that they redug
anything other:

2 In Honaywell's case;

recognition - abeul §

shange, the benefits themselves remain the same as belore,

ING. The cash contributions made by the corporations to their pension
flected by accounting chiange.

ET. The changes affect only the profit and loss slatement, and not the
of ihe corporations in question.

INVESTMENT STRATEGY OR RETURNS. While there is no direct impact on
hovws the corporation chooses to account for its cost, plan fiduciaries in
become increasingly conscious of investment risk in recent years, and
that is the greater awareness at the corporate feve! of the jrmpact of

- heaith of the plan and its impact on the corporation. Hence accounting
otentially have an indirecl impac! on pension slrategy. Indead,
pnouncement included comment on the future funding and Investment

r plans. One unsatisfactory alement of the existing accounting regime is
ent of interests it can create (a subject we have explored elsewhere ).
nnounced by the three corporalions are a step forward o the extent

e the incentive o base pension plan asset allocation decisions on

than the true tradeoff between risk and return.

Lhe retention of a coridor means that some kosses vwill sti¥ be defermed for future
.Obn rather than $7.5bn.
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Share prices
Since there isTno impact on corporale cash flow or pension funding, the change that is
being made ligs not in the underlying economic events but entirely in how the results are
reporied. In that sense, there is a strong argument to be made that there should be no
impact on the share price of a corporation, no matter what their approach to pension
cost accountirig. This ignores the guestion of perception, however.

Pitor {o annqui;icing ihe change to a mark-10-market approach, Honeywell already used
a shorter amoflization perod than peers, The belief that this hurt its share price was a
factor in the ddcislon to change (they rejected the Idea of moving in line wilh peers as an
inferior appr{_}%’c’h. so chose inslead to creale d@ more obvious qistmct_!on in their
approach). This implies that the market is not processing available information perfectly.

It could be séﬁé. then, that thesé'éo'mp'aniés are faking a fisk in making the move-to a
mark-!o-ma;k’eji'approach. If analysts and investors fail to understand or react negatively
to the change, itheir stock valuations could be hurt.

However, asiv’fe have described elsewhere, this is a subject that has been analyzed
exiensively if) Etécent years.? Internationaf and U.8. accounting standards are expecied
1o move in th_is?direclion within a few years. These significant moves — by three major
corporations = Will increase awareness of the issues and could themselves cause a
change in perceplion. Alf things considered, then, it seems to us that the market is fikely
to be able to ;é}ionaiiy pracess the new presenltation of pension expense, and that the

impact on sharg prices should be minimal,

R—

The féxiimmsié
Each corporafﬁén argues that the changes improve fransparency and reprasent betler
accounling. In AT&T and Verizon Communications' case, the removal of interest cost
and asset returhs from business unit results also appears o have been a faclor.

P

1t could be sa:idzihat this represents a watershed for pension cost accounting, in that we
have reached d point where the complex adjustments required to amortize market
fluctuations er 2'ugh the samings statements over several years are no longer seen as
viorihwhile. Intrpducing the change, AT&T CFO Rick Lindner observed that “the more we
jooked at difx’e;rén! methods, the more complex the amortization and the benefit
accounting becime and we finally stepped back from it and said ‘let's go in the opposite
direction: let's nake this simpler™. The drawbacks of the change {will investors
understand why eamings numbers have become more volatile? will it affect share price?
will we be forced to change again when accounting standards are next revised?) now
appear, to thesd CFOs al least, to be outweighed by the advaniages.

There is also zii'timing consideration here. Honeywell noted that there is the possibility of
actuarial gains gver the medium term should rates rise: the new approach alfows
corporalions to fook those gains faster.

We would also fiote that most corporations — including these three — suffered large
actuarial losses jn 2008. Those losses would have impacted earnings for several more
years under the previous accounting approach. By making the change now, companies
can put 2008’s l9sses behind them,

? Gannon (2009) d:eét_ribas how analysis are tramed {o adjust company results 10 remove the effects of different
choices int how lhey gresent pansion expense.
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Wilh these ﬁnns having beaten the path, it wil be easier for others to follow. One of the
biggest risks ifi moving toward mark-to-market is that investors will misunderstand it of
perceive il ne@alwefy Thatrisk Is great!y reduced if others have already made !he '
change. }

The nmporianoe of peer actions was acknowledged by Vedzon CommunmazaOns CFO
Fran Shammo;, who indicated that the actions of ATAT and Honeyweli had accelerated
Verizon's chalige {which would Irkely othervwise have been made a year later at the end
of 2011) | i

W!desmead_clgange among corpurations could force the hands of the FASB, Wa have

previously predicted a change in U.S. standards sometime around 2014 (a prediclion I IR R I LY

based on the Progress of changes to intemational standards and efforts to standardize
across regimes)’. The dynamics of change would be transformed if a substantial number
of others foitc\@ the lead of these three corporations.

If the principle i‘)f marking fo markel wins out, then some questions would stifl remain,
One is the uselof a corridor. On that question, we would expect a single approach lo
dominate even?ualiy it seems to make little sense for half of the market to use a corridor
and half not te.:The reaction to the two telecommunications companies’ decision to rip
off (he band-aid in one move and abandon the coridor altogether will therefore be
imporant.
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Appendixj:; Estimated Effect of Changes on 2010 Pension Expense
Souice: chgc ate Statements

Exhibil 1

Honeywell Jnc. ]
{0.3) (0.3)
(1.0} (1.0
1.2 1.1
0.7) na
nla (4
(0-8) (1.8

EPS impact: $0)86 per shara foss for 2010

Exhibit 2
AT&T Inc.
(0.8) {0.8)
(5.6) {5.6)
5.8 48
(@7 na
nfa (2.7
! {1.3) {4.3)
EPS impact: $0.29 per share loss for 2010
Exhibits
| Verizon Copymunications inc.
(113 ' (1.1 )
(34} (34)
28 2.4
(0.4} nfa
! (1.7 n/a
nfa {0.6)
(3.8} {2.8) J
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Execulive Summary

Seven years after the U.8. stock market bottomed in the global {inancial crisis, U.S.-qualified defined
benefit (DB) pension plans continue to run significant deficits. Al year-end 2015, we estimate the
aggregate pension deficit for S&P 500 companies to be $445 billion. One might expect that the prolonged
underfund_eé!’ position would result in significant required contributions on the horizon. However, two key
themes havfe emerged from regulatory activity over this period:

1.

2.

Required contributions have been deferred by Congress; and

2
3

The andual penalty for maintaining an underfunded plan has increased significantly. The Pension
Benefit Quaranly Corporation {PBGC) premium assessed on pension deficits from will rise five-fold,
from 0.90% in 2013 to 4.50% by 2020.

£

This mixed gag of regulatory changes has given plan sponsors the flexibility to reduce contributions to DB

pension pla

s, while at the same time increasing the financial penalties for doing so. These confiicting

factors havd prompted many plan sponsors 1o review their approach to pension plan funding. This paper
lays out the gonsiderations for prefunding an underfunded pension plan:

"

The deb sion to make discrelionary pension contributions (i.e., prefund) should be considered as par
of an organization’s overall capital budgeting strategy. Like other capital budgeting decislons, pension
funding should be evaluated both relative to the organization's cost of capital and other uses of
capital. § '

Many bl_c;m sponsars will find significant advanlages to prefunding to avoid PBGC premiums.
Qrganizétions without sufficient cash reserves may find it aliraclive to borrow to fund the plan.

Borrovgir%g to fund sffectively exchanges soft debt for hard debt. While most rating agencies and
lenders éonsider pension deficits lo represent long-term liabilities similar to long-term debt, there are
differences In the impact on other financial risk measures such as interest coverage ratios that should
be consiglered,

The atfr: gcliveness of such a strategy depends on the pension discount rate {typically investment
grade c%porates}, the tax status, and borrowing costs and capacity of the sponsor.

If the aﬁér—tax borrowing cost is less than the sum of the pension discount rate and PBGC variable
premiumirate, the math is likely favorable fo borrow to fund the plan.

Lo i ) \ . . . .
The impgct on investment policy, actuariat assumplions and methods, and potentially plan design
also shouid be considered in determining whether to borrow to fund, as well as the implications for
the plan and the organizalion’s capital structure.

Pansion FundirfzgiStrategy: Considesations for Prefunding a Pension Plan §

g
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Penskw1FundMg

Introdu "tzon

A holistic ¢ a;; proach to pensron risk management integrates four key
dlmenszons :

1. Invesgfrent Policy

2. Funding Strategy

3. Pian I?Es’ign

4. Assunapﬁons and Methods

These four dimensions are highly interdependent as, for exarmple,
changing inferest rate assumplions dictated by new laws will
influence fugding strategies, which in turn shoufd impact
investments; Therefore, effective plan management requires
conmderaho% of all four dimensions. This white paper focuses on
the key rofe bf funding strategy. We should note that a funding
stralegy, pafticularly when it involves borrowing to fund, also entails
another elément—that is, the capital structure and borrowing
capacity of the plan sponsor. All funding decisions should be made
in the context of the plan sponsor's assessment of this use of
capital in its pverall capital sirategy.

Reoeni' Trends

The intraduction of the Pension Protection Act (PPA) effective
beginning in 2008 for most pfans coincided with the biggest U.S.
recession in Blmost 80 years. Aon Hewitl analysis indicatas cash
contributionsias a percentage of operaling cash flow {OCF) jumped
from 2.8% ini2007 to 5.3% in 2009 at ihe median. One in four
sponsors say conlributions spike {o atleast 10% of OCF, For gne
in 20, this ratio jumped lo over 35%.

While equity markets took fime to recover, Congress interceded
with successive rounds of funding refief In 2010, 2012, 2014, and,
most recenlly, 2015. Given the new higher-funded ratios under the
latest funding relief measures passed into law, sponsors generally
reported thatthey expected to contribute even less to their plans in
20156 than in the prior two years. Instead of being held lo a more
rigid {unding fegime under PPA, plan spansors have been afforded
flexibility to fund less. However, contributions are not going away
entirely and?r} any plan sponsors report making discretionary
conlributions.

Pension Funéirig'B!rategy: Congiderations for Prefunding a Pension Plan 2




Aon Hewitt

Retirernent & favestment

implications of Maintaining an Underfunded Plan

Increasingls
perspective
form of deb
of a pensiof
rate is the d

Pension de
appealing. £

returns;

might &3

PBGC P

Pensior

Pensior
F'ensi{m
Pensl{;ﬁ
F‘ensién

. plan sponsors are considering penslon funding strategy from a corporate finance
:Stakeholders often consider the gap betwaen pension liabilities and pension assels as a

to be incorporated inlo the capital structure of the company. in basic terms, debt in the form
deficit Is like a rmortgage in that the principal and interest are paid over time and the interest
scount rale on the liability-—long-duration investment grade corparate bonds in most cases.

st has different characteristics than hard debt, which influences which type of debt is more
Aimong those differences are;

debt is much more volalile, as its value is infiuenced by changes in interesl rates, equity
and sponsor funding. If the long-anlicipated rise in interesl rates ever oceurs, pension debt
an be forgiven, as higher discourit rates reduce funding obligations.

debt has different payback terms than other forms of debt.

debt does not {directly) impact debt coverage ratios.

debt does not always (or directly) impact an organization’s borrowing capacity.
debt carries a significant “tax” (i.e., PBGC premiums).

emiums

Peinsion pf’_a@s appear better funded as the new funding relief rules reduce the minimum required

contributions, thereby reducing corporate tax deductions and increasing the taxes paid by corporations
sponsoring geﬁned banefit pension plans. in fact, a staled goal of two recent funding reliel measures
{MAP-21 ang HATFA) was lo increase government “revenue” to pay for some of the cther provisions in
the bills in which they were included (i.e., transportation and highway bils).

Al the same

g fime, both the flat-rate and the variable-rate PBGC premiums have been (and are) increasing
significantly;fas shown in the table below:
Flat-Rate Variable-Rate
Plan Year {per participant per year) {per $1,000 of unfunded vested benefits)
2012 ? $35 $9
2013 542 $9
2014 349 $14
2015 $57 - |
2016 o 564 $30
2017 569 $34
2018 574 839
2019 380 $44
2020 $82 {indexed) $45 {indexed)

Companies'e

scting o fund their plans according to the new rutes may leave their plans well underfunded

on a PBGC premium basis (where deficils are measured under the old rules) and expose themseives to a

significant pre

pension deb

financing, and

Pension Fundirig

mium—d.50% by 2020—on the amount of the deficit. This increass in the carrying cost of
has a significant impact on how the cost of this form of debt compares 10 other traditional
Is fikely to continue to spur many investment grade companies to reduce pension debt,

t

Strategy: Considerations for Prefunding a Pension Plan
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-Risking

a poor!y funded pension plan makes it difficult for {he plan sponsor to implement some

bus:ness ob jectwes

on plan funded below the 80% threshold would not be able to take advantage of one of the

most prgvafent strategies foday: de-risking a pension plan via a lump sum window for inactive
pari!c;pan!S Lump sum windows allcw plan sponsors 10 both reduce their pension foolprint and future
adm:mstratton and PBGC costs.

1. 'A pens
2. A paqu
are not:
exposu
3. Finally,
on corp
While the fu

_rfunded plan alse may resuit in a deferral of asset portfolio de-risking as glide path triggers
met as quickly. This leaves plan sponsors with the difficult decision of maintaining market risk
e for longer.

é poorly funded plan could be an obstacle ta mergers and acquisilions because of its impact
arate valuations.

ndmg relief rules give more flexibility to defer plan funding, the factors described above make

it less desnrabie to make use of this enhanced flexibility.

Econon
There areLn
“fuﬂd-now{’ 3
Pension:

The followin
January 1;

‘HCS_ of Prefunding vs. Minimum Contributions

J_memus perspectives and factors that the plan sponsor should consider when comparing
nd “fund-fater” strategies, as oullined by the exampiles below.

Plan Perspective

g example studies the case of an ongoing pension plan that is 80% funded as of
2018, with $4 billion in assets and $5 billion of llabilities measured using current interest rates

(approleatﬁly 4.50%).

Two aﬁemalsve funding strategies are considerad;

1.

The funéi -row strategy assumes the plan sponsor would fund $400 million per year aver the next

three years, which will fully fund the plan and allow it lo remain over 100% funded for the next

10 year

.

The fuh&j—!a!'er strategy assumes the plan sponsor contributes just the miriimum required conlribution

determiﬁ'ed using the current rules,

Ff

For purpose of this comparison, the interest rate environment has been assumed to remain constant at
January 2015 levels (approximately 4.50%), the plan's assets were assumed lo return 7.00% per year
and the ptamsponsor pays the PBGC premiums out of company assets rather than the pension trust.’

The 7% ass
hetween th

t return assumption for both scenarios is reasonable for an apples-to-apples comparison

?two alternatives. However, many plan sponsors may have a glide path sirategy in place, so

that once a ﬂensaon plan is better funded, the asset allocation will shift more towards fixed income,

resulting in 8
cash require

lower expected rate of relurn on assets. The following chart and lable shows the impact on
ments under these two funding strategies.

'Most plan spo
economic and

Pansion Funding Stralegy: Considerations for Prefunding a Pansion Plan

nsors pay PBGC premiums from the trust, However, this is just a timing issue and the long-term
accounting impact of this assumption is very smail.
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Contribulions = "Fund Later® Coninbutions

2048 20%19 2020 2021 2025

' : o7 2022 223 2024
10-Year
3 23162020 2021-2025 Total
_“Fund Nov/* Goniributions § 1200 % 0 $1200
*Fund Now' BBGC VRP $ 25 $§ 0 $ 25
"Fund Later” Contributions $ 648 $ 842 $ 1,480
“Fund Laler;" "BGC VRP 3 83 5 48 3 142

in this exa:m'lple, following a fund-later strategy resulls in paying
$290 millicnjmore over the 10-year period in contributions. The
funded status under both scenarios at the end of 10 years is

approximate|
contributions
additional $7%
(VRP) under:

y 100%. However, on top of the $220 million in cash
to the plan, the plan sponsor will have paid an

17 miflion to the PBGC in variable rate premiums
the fund-later scenario. Given the magnitude of this

tax, the PBGE premiums should indeed be a major consideration.

The exampla
is not reache:
that if a pens
cap, addition
premium sav]
slatus below:
contributed ¢
Rising VRP r
the VRP cap?

Pension Fynding

above assumes the PBGC variable rate premium cap
d in any of the years, However, it is Important to note
on plan is currently impacted by the per-participant

ai cash contributions will not result in any PBGC

ngs unless they are farge enough to bring the funded
a certain threshold. In other words, the last dollars

‘the plan may be more valuable than the first ones.
ates ensure that many plans will be newly impacted by
n the near future,
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Corporate Balance Sheet Perspective
Fund wath Existing Co'rpo_ra'té Assets

Plan s;:briSn_rs also should take into account firiancing costs, tax implications, and potential impacts on
earnings par share, debt-to-equity and inlerest coverage ratios before deciding the best strategy for their
current situation. Lel's assume a U.S. tax-paying corporation has cash available and is evaluating the
ecbnomfcib priefits of making a'dééc’:retionary contribution to the pension plan versus using the cash for a
different c;ofg!porate project. We further assume that the plan sponsor will not take on additional risk
exposure and will invest this additional coniribullon in some form of long-duration fixed income with a rate
of return of 5.00%. Any contribution (o the pension plan will grow tax-free and eliminate a 3,00% variable
rate premfu’:;n paid to the PBGC in 20186 (if the plan is underfunded). So, the 2016 RO} for the pian
sponsor d':eéiding to use company cash to fund the pension plan is 5.00% + 3.00% = B.00%.

To the extedt this return on investment is atiractive refative to other uses of cash, strong consideration
can be'mad to funding tha pension plan. For a cash taxpayer, the benefits are more significant due to
the fax defdt ction generated by the pension contribution. The hurdle rate above grows over time as the
PBGC prenium amounts increase as summarized on page 3. The key takeaway from the above example
is that, if théZcompany has cash available, the fund-now siralegy has merits thal need to be considered
fram an ovelall corporate finance perspective.

Borrow—tio- Fund Sirategies

When cash Is not readily avaifable, considerations should be given to borrow-to-fund strategies. In recent
years, the cr. st of borrowing has dropped o historic lows. Tharefore a horrow-lo-fund sirategy becomes
an even mofe appealing alternative, especially considering the dramatic increase in PBGC premiums, if
the plan squ nsor gets the funding from external debt, the attractiveness of the fund-now strategy will
fargely be bqsed on the after-lax borrowing rate of the plan sponsor, and how thal compares to the hurdle
rate {i.e., pefsion discount rate plus PBGC premium rate). As long as the company has not used up their
borrowing bé;paci!y, the return on corporale assels becomes irfelevant, bacause this stralegy involves
swapping o:nga form of debt for another and therefore does not necessarily divert funds from investment in
other p_roie:c_!;g‘

A simple rul § of thumb is that a fund-now stralegy makes sense as long as the borrowing cost is less than
the penslon giscount rate plus the PBGC variable rate premium, The rule of thumb for the breakeven
point can be Augmented to reflect the fact that the interest on the nowly created debt may be tax
deductivle: |

. Borrowing Cost x (1 — Tax Rate) = Pension Discount Rate + PBGC Variable Rate

In today’s int;’érest rale environment, this means that borrowing o fund can present favorable economic
outcomes fpé_urganizations with an after-tax borrowing cost of 7%~8% or less. The table on the following
page shows Which sirategy is more favorable under different scenarios,

Pension Fundiﬁg_SLraiegy: Considerations for Prefunding a Pensicn Plan 6
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Discount 3%
Rate f
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To put the table above in the context of our earlier example, if the plan sponsor can borrow at a cost of
tess than 11% (11% x (1 - 35%) = 7.15% which Is less than 4.50% discount rate + 3,00% PBGC
premiums), there may be significant financial benefits associated with borrowing cash to fund the pension
plan soonet rather than later. For example, if the plan sponsor can borrow funds at 4.00% to fully fund the
plan over thg next three years {following the schadule shown on page 5), the company's overall balance
sheet at the:end of 10 years will have improved by an amount in excess of 3350 mitlion.

mu

Conc!u Ions

Recent regt{!atory changes provide plan sponsors additional cash flexibility and may imply a lower focus
on the key cflmens:on of funding strategy. However, PBGC premium costs are higher than ever as the
premium rat;es paid on underfunded fiabilities are scheduled to quintuple by 2020 from their 2013 levels.

Recent datazshows that many U.S. companies have significant stores of cash available that could be
used for diséretionary funding of the pension plans they sponsor. We showed thal when the company
decides to hbld that cash for a different corporale purpose, the return on that investment needs to be
signifi canﬂy iugher for the two stralegies to be equivaient. We also showed that consideration should be
given to borfow—to fund strategies becatise borrowing costs have been at historic lows in recent years, In
genearal, if thie after-tax bofrowing cost is fower than the discount rate used for liabilities plus the PBGC
variable premium rate (7%-8% as of early 2018), a borrow-to-fund strategy may be appealing from a
corporate ﬁrgance perspective,

1
Combining these facts, the environment has changed to make the case stronger than ever for pension
plan sponsofs to consider a funding strategy different from the regulatory minimum,

Pension Funding Strateqy: Considerations for Prefunding a Pensfon Plan 7
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