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Funding Corporate Pension Plan Liabilities
Can hedging increase risk in the current regulatory environment?

Executive Summary
§	Recent legislation may make liability driven investing (“LDI”) unattractive for some U.S. based  

pension plans.

§	Traditional “core” fixed income strategies will likely struggle to deliver returns that improve or even 
maintain a plan’s funded status.

§	We believe plan sponsors can more effectively manage risk and improve funded status through fixed 
income strategies that deliver higher total return by investing across a wider range of securities.

LDI—Is Now the Time to Adopt?
The term “liability driven investing” (LDI) can mean different things to different people. All interpretations 
have one thing in common: they connote a strategy of managing and reducing the financial risk that 
comes with sponsoring a pension plan. For the purpose of this paper, we use the term LDI to mean a 
strategy where a pension plan invests its fixed income assets in long-duration bonds in order to create a 
hedge against the interest rate sensitivity of its long-duration liabilities. 

Broader definitions of LDI include “glide path” strategies that are generally applicable to underfunded 
plans. These glide path strategies initially invest fixed income assets in accordance with a benchmark that 
has a considerably shorter duration, such as the Barclays U.S. Aggregate Index. As funded status improves, 
duration is extended and the allocation to fixed income typically increases. 

The universe of corporate pension plans can be divided into two groups:

§	Pension plans that are underfunded on a mark-to-market basis

§	Pension plans that are fully funded on a mark-to-market basis

For an underfunded plan in the first group - especially one whose sponsor is sensitive to managing ERISA 
minimum required contributions—recent legislation has created an environment where “hedging” with an 
LDI strategy actually creates added risk in the near-term1.  In this case, it may be advisable to defer extending 
fixed income duration, and in addition, consider employing as part of a “glide path” a fixed income strategy 
designed to improve the plan’s funded status more rapidly than a traditional “core” fixed income strategy.  
This paper will focus on the group of plans which are underfunded on a mark-to-market basis.

In contrast, for a fully funded plan in the second group, LDI remains an extremely effective risk management 
strategy.  Sponsors of fully funded plans are not required to contribute to the plan (and are not affected by 
the legislation) and there is little or no incentive to take on investment risk to improve funded status. Rather, 
the primary objective generally would be to ensure that the plan remains fully funded on a mark-to-market 
basis. In this situation, LDI remains an attractive strategy, and one that we plan to discuss further in a 
future paper.
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1 As of 06.30.2014, the average funding ratio of the 100 largest U.S. corporate defined benefit pension plans is 85% according to the Milliman 100 Pension 
Funding Index.
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Related Terminology
Before continuing our discussion, we want to define several terms that we’re going to use in the remainder 
of this paper. These are not “terms of art,” but will be useful in explaining key concepts.

§	ERISA Discount Rates: The rates used to value ERISA liabilities for minimum funding purposes, as 
specified in recent legislation

§	ERISA Plan Liabilities: The value of liabilities used to determine a plan’s minimum annual required 
contributions

§	ERISA Funding Ratio: The funded status of a plan using the value of plan liabilities and assets for ERISA 
minimum funding purposes

Implications of Recent Pension Legislation
On August 8, 2014, President Obama signed the Highway and Transportation Funding Act of 2014 (HATFA), 
extending funding of the Highway Trust Fund. This legislation was financed by including a “pension 
smoothing” provision that extended provisions originally enacted in 2012’s Moving Ahead for Progress in 
the 21st Century Act (MAP-21). This provision allows plan sponsors to take into account 25-year averages  
of interest rates when valuing ERISA liabilities in order to reduce the volatility of minimum annual 
contributions, an approach that is consistent with the long-term nature of pension financing2. Since MAP-21 
was enacted in 2012, minimum required contributions have been lower than they would otherwise have 
been in the current low interest rate environment. Interest rates have been on a steady downward trend 
since the mid-1980s, so the 25-year average of rates is substantially higher than current rates. Using these 
higher discount rates to calculate the present value of their liabilities, pension plans that are only 80-85% 
funded on a mark-to-market basis can appear to be fully funded on an ERISA basis, resulting in lower 
minimum required contributions.

Exhibit 1: The Evolution of Interest Rates from 1988 - 2014

2 See Part A of the Appendix for a more detailed explanation of liability valuation rules under PPA, MAP-21, and HATFA. 
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Source: Guggenheim Investments, Internal Revenue Service. Interest rates shown are the annual averages of 24-Month Segment 
Rates, which are used to develop the 25-year average under MAP-21 and HATFA. Segment rates refer to the rates that pension 
plans use to discount their plan liabilities under the Pension Protection Act of 2006. The interest rates are published by the US 
Treasury and derived from high-grade corporate bond yield curves. The first segment covers benefits payable in less than 5 years, 
the second segment covers benefits payable 5 to 20 years out, and the third segment covers benefits to be paid more than 20 
years from now.
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The outcome of LDI will 
be the potential need for 
larger cash contributions 
to the pension fund or, 
alternatively, better returns 
on the underlying assets.

Over the next several years, the 25-year average of interest rates will almost certainly decline further. The 
high interest rates of the late 1980s and early 1990s will drop out of the calculation and, unless current 
market interest rates rise by several hundred basis points, be replaced by lower rates going forward. As a 
result, the ERISA discount rates will continue to decline (with a corresponding increase in ERISA plan 
liabilities), even if current interest rates increase moderately3. That said, the 25-year average rates will still 
remain higher than market rates, and plan sponsors will continue to benefit from lower minimum 
required contributions.

So far, so good — but there is a downside to this legislation, particularly for plans using an LDI strategy. If 
interest rates increase gradually as the market currently expects, the value of a pension fund’s fixed 
income assets may fall without an offsetting decline in the value of its ERISA plan liabilities. In effect, 
MAP-21 and HATFA generate an “effective regulatory duration” near zero for ERISA plan liabilities, as 
movements in current market interest rates have very little impact on ERISA discount rates, and 
consequently, on ERISA plan liabilities. Meanwhile, the relationship between market interest rates and 
the value of a plan’s fixed income assets continues to apply. While LDI may provide a hedge on a mark-to-
market basis, it provides anything but that for plans that will use ERISA discount rates4. The outcome of 
LDI will be the potential need for larger cash contributions to the pension fund or, alternatively, better 
returns on the underlying assets. 

Below we illustrate the potential change in a hypothetical plan’s ERISA funding ratio over the next year 
with a simplified example. We assume the plan is 100% funded on an ERISA basis in 2014 (as previously 
mentioned, this equates to about 80-85% funded on a mark-to-market basis), and has all of its assets 
invested in fixed income with a duration of 12 years, corresponding to the duration of its liabilities on a 
mark-to-market basis.

Exhibit 2: Changes to a Hypothetical Plan’s ERISA Funded Status Under 
Different 2015 Interest Rate Scenarios5

Change in Value of 
ERISA Plan Liabilities

Change in Value 
of Plan Assets

(A) 
2014 ERISA  

Funding Ratio

Change in 
Market Interest 

Rates

(B) 
Impact of 1-Year 

Update in 25-Year 
Average Rates6

(C)
Impact of Market  
Rate Movement

(D) 
Impact of Market  
Rate Movement

(A - B - C + D)
2015 ERISA 

Funding Ratio

100% Increase 100bps +2% +0% -12% 86%

100% Increase 50bps +2% +0% -6% 92%

100% No shift +2% +0% 0% 98%

100% Decrease 50 bps +2% +0% +6% 104%

A true hedge would result in the same 2015 ERISA funding ratio regardless of interest rate movements, 
which clearly is not the case. In fact, as a result of the smoothing mechanisms in MAP-21 and HATFA, the 
ERISA plan funding ratio actually decreases in the base case assumption with interest rates unchanged. 
Bottom line: an LDI hedge actually creates minimum funding requirement risk.

3See Part B in the Appendix for a table of future ERISA discount rates under various market scenarios.  
4We are oversimplifying the ERISA funding rules in this analysis.  Under ERISA, you can use an “asset valuation” method that smoothes asset returns that 
differ from an expected level.  As a result, there could be situations where we are overstating the magnitude of the downside risk from LDI.  From a 
conceptual standpoint, however, the risk still exists. 
5Source: Guggenheim Investments. Model assumes that plan assets are marked-to-market and the plan uses the ERISA funding segment rates, as 
published by the IRS, for discounting. Model does not incorporate the assumed rate of return on plan assets, the assumed growth rate of liabilities, or 
actuarial smoothing of asset values. 
6This refers to the decline in the segment rates caused by shifting the time period used for calculating the 25-year average of interest rates forward by  
one year.
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Conclusion

There is a Better Way to Manage Risk and Improve Plan Funded Status

Against the current regulatory and interest rate backdrop, we question whether traditional LDI duration 
matching strategies are suitable for sponsors of underfunded plans who are concerned about managing 
their ERISA contribution requirements. In addition, for those pension plans that have not yet adopted LDI, 
relying on low-yielding “core” fixed income strategies will make it difficult to achieve returns that improve 
or even maintain their funded status. So what is a plan sponsor to do?

We believe that pension plan sponsors should move away from traditional core fixed income approaches 
and embrace a broader investment framework, incorporating a wider range of securities in their investable 
universe and more actively assessing relative value opportunities. By shifting allocations towards the 
sectors and securities that offer the best total return profiles, opportunities exist to increase returns 
without extending duration at a time when extending duration doesn’t truly provide a hedge. With the 
near-term challenges that LDI strategies will likely face, we believe this variation on the traditional 
approach is a more viable solution to manage a pension plan’s risk exposure and ultimately improve its 
funded status.

The Expertise of Guggenheim Investments

Guggenheim Investments manages $132 billion in fixed income, including more than $90 billion in core 
and core plus fixed income mandates. Performing rigorous bottom-up research across the full spectrum of 
the fixed income market enables us to deliver portfolios that meet our clients’ total return objectives 
without assuming unnecessary credit or duration risk. From off-the-run corporate credit to complex, 
underfollowed asset-backed securities, we cast a wider net than generic market indices to uncover value. 
Our portfolios are constructed to reflect Guggenheim’s extensive macroeconomic and relative value 
analysis, which has helped us successfully navigate client portfolios through the 2008 sub-prime crisis, 
multiple rounds of quantitative easing and Fed-induced volatility generated by speculation over tapering. 

Our innovative investment approach has delivered strong absolute and risk-adjusted returns since 
inception and outperformed many traditional core and core plus strategies that tend to closely track the 
low-yielding Barclays U.S. Aggregate Index. With our strong performance track record, unique expertise 
and objectives-based approach to portfolio construction, we can partner with plan sponsors to deliver 
investment solutions that improve their funded status and manage risk in this challenging market and 
regulatory environment. 
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Appendix

Part A. The Different Regulatory Methods for Determining a Plan’s Minimum Required Contributions

Beginning with the enactment of the Pension Protection Act of 2006 (PPA), pension plans have had the 
option to use three 24-month average interest rates, known as “segment rates,” as the discount rates for their 
plan liabilities. The interest rates are published by the US Treasury and derived from high-grade corporate 
bond yield curves. The first segment covers benefits payable in less than 5 years, the second segment 
covers benefits payable 5 to 20 years out, and the third segment covers benefits to be paid more than  
20 years from now.

As interest rates decreased in the aftermath of the financial crisis, the 24-month averages of the segment 
rates trended downward as well, increasing the value of ERISA plan liabilities and resulting in increased 
minimum required contributions. In 2012, Congress passed the Moving Ahead for Progress in the 21st 
Century Act (MAP-21) to provide funding relief, incorporating a long-term average of the segment rates into 
the calculation. Under MAP-21, the 24-month average rate was initially constrained to a 10% range around 
the 25-year average of the segment rate, with this percentage band set to increase in width over time 
beginning the following year.

Last month’s Highway and Transportation Funding Act (HATFA) delays the expansion of the corridor 
around the 25-year average segment rate. The 24-month average rates will continue to be subjected to the 
same 10% range around the 25-year average of the segment rates through 2017. With the 24-month average 
rates currently falling below this corridor, HATFA’s tightening of the corridor results in higher segment 
rates for plan liability discounting.

Corridor around 25-Year Average Segment Rate in Future Plan Years

Plan Year MAP-21 HATFA

2014 80% to 120% 90% to 110%

2015 75% to 125% 90% to 110%

2016 70% to 130% 90% to 110%

2017 70% to 130% 90% to 110%

2018 70% to 130% 85% to 115%

The table below shows hypothetical segment rates for July 2014 using each of the three methodologies.

PPA MAP-21 HATFA (current)

First Segment 1.14 4.43 4.99

Second Segment 4.04 5.62 6.32

Third Segment 5.11 6.21 6.99

 
Part B. Future Segment Discount Rates Under Various Interest Rate Scenarios

MAP-21 and HATFA both utilize smoothing mechanisms to dampen the impact of market interest rate 
movements on the valuation of ERISA pension liabilities. In practice, this means that the future path of 
ERISA discount rates over the next several years is already largely set, with future market interest rate 
movements having only a minimal impact. To illustrate, the table below shows the segment rates that 
would be in effect over the next three years, assuming an instantaneous and parallel shock to the market 
yield curve in August 2014.

First Segment Second Segment Third Segment

Curve Shock None +50 bps + 100 bps None +50 bps + 100 bps None +50 bps + 100 bps

Plan Year 2015 4.72% 4.72% 4.72% 6.11% 6.11% 6.11% 6.81% 6.81% 6.81%

Plan Year 2016 4.43% 4.43% 4.44% 5.92% 5.92% 5.93% 6.65% 6.66% 6.66%

Plan Year 2017 4.15% 4.17% 4.19% 5.72% 5.74% 5.76% 6.49% 6.51% 6.53%
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Guggenheim Investments
Guggenheim Investments is the global asset management and investment advisory 

division of Guggenheim Partners and manages $186 billion1 in assets across 

fixed income, equity and alternatives. We focus on the return and risk needs of 

insurance companies, corporate and public pension funds, sovereign wealth funds, 

endowments and foundations, wealth managers and high net worth investors. Our 

250+ investment professionals perform rigorous research to understand market 

trends and identify undervalued opportunities in areas that are often complex and 

underfollowed. This approach to investment management has enabled us to deliver 

innovative strategies providing diversification and attractive long-term results.

Guggenheim Partners
Guggenheim Partners is a global investment and advisory firm with more than 

$210 billion2 in assets under management. Across our three primary businesses 

of investment management, investment banking and insurance services, we have 

a track record of delivering results through innovative solutions. We have over 

2,500 professionals serving our clients from more than 25 offices around the world. 

Our commitment is to advance the strategic interests of our clients and to deliver 

long-term results with excellence and integrity.
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from Security Investors, LLC, Guggenheim Partners Investment Management, LLC, Guggenheim Funds and its affiliated entities, and some business units including Guggenheim Real Estate, LLC, 
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2Assets under management are as of 06.30.2014 and include consulting services for clients whose assets are valued at approximately $37 bn.
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affiliate businesses. 
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No representation or warranty is made by Guggenheim Investments or any of their related entities or affiliates as to the sufficiency, relevance, importance, appropriateness, completeness, or 
comprehensiveness of the market data, information or summaries contained herein for any specific purpose. The views expressed herein are subject to change based on market and other conditions. The 
opinions expressed may differ from those of other entities affiliated with Guggenheim Investments that use different investment philosophies. All material has been obtained from sources believed to be 
reliable, but its accuracy is not guaranteed. There is no representation or warranty as to the current accuracy of, nor liability for, decisions of any potential investors based on such information.

The information is not intended to provide, and should not be relied upon for, tax, legal, accounting or investment advice. Any statements of federal tax consequences contained in the presentation were 
not intended to be used and cannot be used to avoid penalties under the Internal Revenue Code or to promote, market or recommend to another party any tax related matters addressed herein. You should 
consult with appropriate counsel or other advisors on all matters pertaining to legal, tax or accounting obligations and requirements.
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