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Trump’s tax cuts in 2017 helped decrease risks for
pension plans

When pension plans pay pre-defined benefits to retirees, the responsibility for funding future benefits falls primarily
on the company sponsoring the plan. The large and unpredictable contributions needed for defined-benefit plans
act as a constraint on sponsors’ investment activities, and underfunding often occurs. This has been driving an
increasingly vocal conversation on de-risking these plans. Divya Anantharaman, Saipriya Kamath, and
Shengnan Li analyse how Donald Trump’s Tax Cuts and Jobs Act of 2017, one of the most dramatic changes to
the US tax landscape in decades, has served as a driver of pension de-risking.

Defined-benefit pensions are an economically significant source of retirement income in the United States. About 37
million private sector workers rely on one of the 25,000 defined-benefit plans sponsored by the Pension Benefit
Guaranty Corporation (PBGC) for retirement income. These employees receive a defined sum of money, i.e.,
“defined benefit’, on retirement. A key feature of defined-benefit plans, which differentiates them from defined-
contribution plans, is that the responsibility for funding future benefits falls primarily on the company sponsoring the
plan (“sponsor”). More often than not, these plans are underfunded, i.e., plan liabilities exceed plan assets.
Sponsors also remain heavily invested in equity markets to “earn their way” out of underfunding using the higher
expected returns on equities. However, equity investments come at the cost of volatility in plan funding, with
consequent volatility in the cash contributions that sponsors are required to make into plans. Research shows that
the large and unpredictable contributions needed for defined-benefit plans act as a constraint on sponsors’
investment activities.

An increasingly vocal conversation on de-risking can be heard in the corporate defined-benefit pension arena
around the world. Sponsors are employing a range of strategies to de-risk — shifting pension asset portfolios away
from equity and towards fixed-income investments to better match pension assets with bond-like pension liabilities
(also known as “liability-driven investing”); or selling their pension obligations to insurance companies in pension
risk transfer transactions. Discussions in the media and by pensions commentators point to certain regulatory
triggers for the increasing de-risking activity observed in recent times. In a recent paper, we argue that the Tax Cuts
and Jobs Act of 2017 (the “TCJA”), one of the most dramatic changes to the US tax landscape in decades, has
served as a driver of pension de-risking.

Tax incentives are known to be an important driver of pension policy, as contributions to defined-benefit plans can
be deducted from the sponsor’s taxable income within certain limits, and all earnings within the pension fund are
tax-exempt. The TCJA decreased the tax burden on US corporations by eliminating the four-step graduated tax rate
structure (with a highest rate of 35%), replacing it with a flat rate of 21%; this reduction incentivises firms to
accelerate any tax deductions so as to maximise deductions obtained at the higher (“old”) rate. One such deduction
is the cash contribution towards defined benefit plans. Consistently, both news media and academic research
(Gaertner et al., 2020) document that US sponsors make sizeable discretionary contributions to their defined
benefit plans, motivated primarily by the tax law change. Figure 1 shows that there is a significant increase in
voluntary contributions after the passage of TCJA, while mandatory contributions (determined by formulae set by
federal pension regulation) remain fairly constant. We estimate TCJA-triggered contributions to be between $13.7 —
$37.9 billion.

Figure 1. Voluntary and mandatory contributions
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Figure 1 demonstrates the trend in average voluntary contributions and mandatory contributions (scaled by
beginning assets) by year for our full sample. We can see that there is a surge in voluntary contributions after the
passage of TCJA, while mandatory contributions remain fairly constant. Mandatory contributions are intended to
maintain minimum funding level and are determined by formulae set through federal pension regulation that is
updated periodically.
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In our first set of tests, we examine whether pension de-risking concerns drove this surge in contributions. A surge
in contributions, holding all else constant, improves pension funding status. Having a well-funded plan is a crucial
requirement for any de-risking strategy, be it a shift in asset allocation to better match pension assets with liabilities,
or a removal of the pension obligation from the balance sheet altogether. We expect the contribution response to be
higher from sponsors with relatively poorly funded plans, and uncertain benefit payouts in the future. These
sponsors can reap the most benefits from achieving (near-) full funding and proceeding to de-risk their obligations
now. We find evidence consistent with both predictions, suggesting that the desire to reduce long-term funding risk
is a key force shaping the TCJA response. Furthermore, sponsors facing higher premium costs from the Pension
Benefit Guaranty Corporation, which can be eliminated by selling the obligations to insurance companies, contribute
more.

Moving from plan-level to sponsor-level characteristics, defined benefit plans with their unpredictable cash
requirements could pose a greater burden for firms that have substantial investment opportunities. Despite high-
investment opportunity firms having more competing demands on their resources, we find that they increase
voluntary contributions significantly more than firms with lower investment opportunities. We interpret this as high-
investment opportunity sponsors attempting to immunize/remove pension risks, so that they can proceed with their
investment agenda unhampered by pension funding requirements in the future. We find similarly for dividend-
paying firms.

In our second set of tests, we investigate whether the TCJA drove subsequent pension de-risking, through the
improved funding that it facilitated. Identifying the sponsors whose pension funding has improved more post-TCJA,
we find that these firms also tend to shift their pension asset portfolios away from equity and towards fixed-income
securities. We depict this graphically in Figure 2. On the x-axis, we sort all sponsors into deciles by their change in
funding status, with decile 10 capturing sponsors whose funding ratio has improved the most. The y-axis captures
the change in proportion of pension plan assets invested in equity or fixed income securities. We can see from this
figure that firms that had the highest improvement in funding ratio (decile 10), had the highest decrease in equity
investments and a corresponding increase in fixed income investments.

Figure 2. Change in plan asset allocation by sponsors’ funding response to TCJA
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Figure 2 demonstrates the de-risking behaviour of sponsors according to their responsiveness to the TCJA. On the
x-axis, we rank all the sponsors by their change in funding status and divide them into deciles. The y-axis captures

the change in percentage of plan assets invested equity or fixed income securities. We can see from this figure that
firms that had the highest improvement in funding ratio (decile 10), had the highest decrease in equity investments

and a corresponding increase in fixed income investments in their pension asset portfolios.
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We also confirm that shifts in asset allocation occur sharply around the events we study, suggesting that the TCJA
acted as an inflexion point for pension asset risk policies. While the shifts we document indicate sponsors’ attempts
at risk management of liabilities currently owed, we further explore whether the TCJA spurred pension risk transfer
transactions, which represent even more drastic attempts to remove pension liabilities off the corporate balance
sheet altogether. In exploratory analysis, we find that the more TCJA-responsive sponsors also complete more and
larger pension risk transfer transactions, through settlements with insurance companies (which transfer risks to the
insurer), or lump-sum payouts to plan beneficiaries (which transfer risks to plan beneficiaries). The incidence of
pension risk transfer almost doubles in the most TCJA-responsive sponsors, while remaining broadly constant in
less TCJA-responsive sponsors.

To conclude, we examine the role played by the TCJA in altering defined benefit pension risk; our evidence
collectively points to the TCJA serving as a driver for increased de-risking of defined benefit pensions, through
multiple channels. The complete article can be found here.
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Notes:

e This blog post is based on The Tax Cut and Jobs Act (2017) as a Driver of Pension Derisking: A
Comprehensive Examination.

¢ The post gives the views of its authors, not the position of LSE Business Review or the London School of
Economics.

¢ Featured image by Dimitry Anikin on Unsplash
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