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PRECIS

A pension plan often tends to be one of the company’s biggest liabilities. Before 2008,

pension plans were not directly included in the financial statements, but could only benfound i
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the footnote disclosures. Such accounting convention essentially made pengensfapff-
balance sheet financing resulting in a misrepresentation of valuatios @aatl earnings due to

the exclusion of such a significant liability. The objective of this reseatohdstermine whether
the funded status of a pension plan will significantly affect a company'stsfider equity. As

part of this research, | analyzed 4 years (2001-2004) of financial statdoremtsample of 30
companies, focusing on earnings per share, book value per share, and percentage bg which t
pension plan is overfunded or underfunded. Using regression analysis, | determine thieethe

funded status of a pension plan will affect the company’s stock price.

The results indicated a statistically significant correlation betmevel of pension plan
funding and shareholder equity, with ahdR0.65 and 0.59 in years 2001 and 2004 respectively.
In 2002 and 2003 the results were less conclusive exhibiting a I6wérR.44 and not
providing enough evidence to conclusively reject the null hypothesis. The lattegBnday be
attributed to an inadequate sample size or other significant external factoessoterest rates

and economic conditions, which may have a critical affect on my findings.

Pension plan underfunding, plan freezing, and the recent implementation of FAS 158
result in significant accounting issues for today’s companies. The most nexabiple with
wide media coverage was the General Motors debacle, which resulted frorsizerpassion
liability. This liability would become the responsibility of the Pension Béiaiaranty Corp
(PBGC), an entity that protects the pensions of 44 million American workers amtlexifby
the premiums from the participating companies in case the company gobanituptcy. This
could set precedence for companies with massively underfunded pension plans whislanbn’t
to pay pension obligations to their employees. Another important issue affeatnanies and
their pension plans is pension plan freezing. In order to reduce costs and stalytieempere
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firms are freezing their defined benefit pensions. The last issue coulsisi¢ne recent
implementation of FAS 158, which requires companies to put their pensions on the financial

statements preventing off balance sheet reporting and leading to increaspditency.

Given current financial and actuarial challenges in valuing their plangjltsaggest
that companies use realistic discount rates, expected rates of return aniylongdels.
Additionally, it is essential that the duration of plan investments is appropmaééthed to
expected liabilities. Such practices will lead an increase in agcafgension plan valuations.
Since companies are now obligated to record their pensions on the financia¢statehey will
be increasingly focusing on decreasing their liabilities as welleagdlatility of their financials

in order to enhance shareholder value.

TABLE OF CONTENTS
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Company pension plans have always been a topic of discussion between employers,
employees, investors, and regulation agencies. Beginning in the 1920s, the faaarable
treatment of employment-based retirement programs encouraged the expariseddrofed
States pension system (Rajnes). A pension plan is a “type of retirement pldly, tagswexempt,
wherein an employer makes contributions toward a pool of funds set aside for anes'sploy
future benefit. The pool of funds is then invested on the employee's behalf, allbeving t

employee to receive benefits upon retirement” (Investopedia.com).

Over 60 million American workers are covered by pension plans and the United States
pension funds are about the size of Japan’s gross national product. While the coriigte lia
for providing pension plans is massive and pension cost constitutes one of the largessexpens
many companies have, firms establish these plans to provide employeedireitherg security,
to increase job satisfaction and encourage company loyalty (Sepe, Sgidedenassini, 828).

This large liability is usually not found on companies’ balance sheets andrigddfeas off
balance sheet financing (Investopedia.cddfj.balance sheet financing is a “form of financing
in which large capital expenditures are kept off of a company's balancelsbeaghtvarious
classification methods. Companies will often use off-balance-shentiiigato keep their debt
to equity (D/E) and leverage ratios low, especially if the inclusion of a lamenditure would
break negative debt covenants” (Investopedia.com). However, in recent yeavsuthbés
shifted to the mobility of the retirement plan rather than company loyadtyadiine increase in

employee movement.

There are two types of pension plans: defined benefit plan and a defined contribution
plan. In a defined-benefit plan, the employer guarantees that the empitiyeeeive a definite

amount of money based on a designated formula including years of service and fiftalipay
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obligation is borne by the employer regardless of how well the investment fund er@mrthe
other hand, in a defined-contribution plan the employer makes predefined contributions for the
employee, but the final benefit received by the employee is based the imtEspreformance
(Investopedia.coi Currently, more companies are shifting away from defined benefit plans to
defined contribution plans due to the lower costs associated with defined contribut®anmda

increased industry competitiveness.

There are many complexities in pension plan accounting. One difficultydetng the
retiree population, longevity, salary increases, and other factors. Whileiestimato estimate
these factors in order to discount the future stream of estimated paymerisingle present
value, there will always be deviations. The second complication is the useualamounting.
Accrual accounting states that items are recognized in the period theyegatdiess if a cash
transaction has taken place. This means that the actual cash flows are remt eaahtyear and
the annual pension expense is based on an attempt to capture changing assumptitines about
future. The third problem is that companies smooth their pension accounts. Pension smoothing is
done to decrease fluctuations in the plan from year to year. While it is a comactog)it

tends to distort the quality of the financial statements and reduces tranggdarencestors.

Before the issuance of FAS 158 in 2008, the previous statement for accounting for
pensions was FAS 87: Employer’s Accounting For Pensions issued by the Finacoahifyog
Standards Board in 1985. FAS 87 summarizes delayed recognition, net cost and offsetting
Delayed recognition means that the changes in the pension obligations and valats @rassot
recognized as they occur, but systematically and gradually over futimdgdrosses, for
example would not be recognized in the year they occur, but amortized or deferreditorthe f

Net cost is when the transactions affecting a pension plan are reportsithgle aet amount on
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the financial statements because the assets and liabilities affbedther. Offsetting means
“that recognized values of assets contributed to a plan and liabilities ®opgmecognized as
net pension cost of past periods are shown net in the employer's statement iafl fo@estoon,
even though the liability has not been settled, the assets may be still geblled, and
substantial risks and rewards associated with both of those amounts arebdewlipy the
employer” (Investopedia.com). Offsetting distorts the reliability wdificial statements by not

disclosing all the details that go into the net pension cost.

Other aspects that affect the pension plan cost are the discount rate, expectexd re

plan assets and salary increases.

Impact of Assumptions on Pension Cost/lExpense —the income
statement charge that reduces reported profits
1. Discount Rate it Cecrease in Service Cost
Higher + Increase in Interest Cost
= Overall Decrease in Cost
AL Increase in Service Cost
L owier + Decrease in Interest Cost
= COwverall Increase in Cost

2. Expected Return an i Decrease in Cost
Flan Assets

Increase in Cost

3. Rate of Salary (or i Increase in (Service & Interest)
Compensation) Zost
Increase
Ik Decrease in (Service & Interest)
Cost

Source: Investopedia.com

The higher the discount rate, the greater overall decrease in plan coselibeaesvice cost is
decreasing at a bigger rate then interest rate is increasing. On theamitheif the discount rate
is lower, companies face cost increases. The expected return on assétscstha plan’s
cost. When calculating the expected return on assets, companies should use canssiesti
for their plan. By using unrealistically high rates, they decreasedbstis by forecasting higher
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returns in the future. This is considered an aggressive tactic and skews filartroest.
Finally, salary increases also affect pension plans cost. More consefuetis@sted salary
increases lead to a decrease in plan cost. Companies must estimaie cealjgénsation

increases when calculating the pension plan cost to present accurate Ifstatemaents.

Recently, a new statement was released called FAS 158 which is Emphxgy@unting
for Defined Benefit Pension and Other Postretirement Plans—an amendment of FASB
Statements No. 87, 88, 106, and 132(R). This statement changes the accounting practices around
pensions by placing the liability on the balance sheet. It “improves finaap@rting by
requiring an employer to recognize the overfunded or underfunded status of a defiried bene
postretirement plan (other than a multiemployer plan) as an asset onyfliabitig statement of
financial position and to recognize changes in that funded status in the year in witicartbes
occur through comprehensive income of a business entity” (FASB). The reasorangefwing
the prior statements is to address the concerns that they didn’t communicate tHesfatudeof
a pension plan in a complete and understandable way. The prior statements didn’threquire
recognition of this liability or other financial effects of certain esehat affected the plan’s
status as they occurred. Companies sometimes delayed the recognition of e @ventsi that
affected the cost of providing the benefits and recognized a liability thaessathin the
underfunded status of a plan. Other times, they recognized an asset on the balafmeashee
plan that was underfunded. These changes relate to the FASB’s Conceptual Fkamyewor
presenting this information in a timely and complete way so it is relendniediable for
investors. This is supported by Kwan in the FSRBF Economic Letter in 2003, “tlsemrads
evidence that the complexity in pension cost measurement, and the relegation opéresioet

asset value to a footnote, could compromise financial transparency and leaeMalunaisons.”
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Pension plans affect stock prices by creating an extra liability that effect earnings
and ratios. Using earnings per share, book value per share and funded status of a pension plan
found on the financial statements in a regression analysis, we will detehmimegact of a
company’s plan on its stock price. In the next section, | will discuss theakseat findings on

pension plans and their effect on companies’ financial statements.

BACKGROUND
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Over the years, the topic of pension plan accounting and related issuesdadtracte
substantial amount of research and discussion. The major focus topics included pension
smoothing, increased pension plan freezing, massively underfunded pension plangsaimd shif
the types of plans being offered. Pension plan smoothing is “the combination of using the
expected rate of return and the market-related value, rather than thed-eeturn and the
marked-to-market value, in computing the dollar return on pension assets hésdhef ef
smoothing pension earnings over time and, hence, the reported earnings”(Kwat)rtk di
company’s financial health and potentially misleads investors. The incretimenumber of
companies opting to freeze their pension plans highlights the companies’ focus on theiing
pension expense. In addition, massively underfunded pension plans pose a considerable problem

due to the increased risk of companies failing to meet their pension plan obkgati

Pension smoothing is a common practice for companies when filing their yiearigial
statements. The net periodic pension cost which is the annual accrued costs of timepbemsi
including the service cost, interest cost, and other costs minus the expectedngilan assets
is what FASB requires companies to expense on their financial statementléshgoverning
the net periodic pension cost are designed to smooth the impact of changes by ssingethe
long term expected rate or return and amortizing the gains on plan assetseoyeafs. This
affected the market during 2001 — 2004 by cushioning the sharp fall in pension earnings and

holding down pension cost thereby giving a lift to reported earnings.

Over the years, the increase in the freezing of defined benefit pension planspayissm
has been motivated by the desire to reduce volatility and cost, stay competitigendustry,

and meet employee requests. With defined benefit funding rules tightening andreacgpa
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requirements increasing, these plans added volatility to shareholder’sauplitye balance

sheet. In addition, by freezing their defined benefit plan and switching to adle@in&ribution

plan, companies are staying competitive and enabling themselves to investaheaney into

profit generating activities. The increase in employee mobility also adds tmenefits of using a
defined contribution plan because it is more portable (McFarland, Pang, Warghaiwskever,

an analysis of 82 publicly-traded companies that closed or froze their pension piag2608

— 2007 showed that the freezing negatively affected their market value. Thigithalievhile

there are some accounting gains, freezing their defined benefit plans mighdwide

companies with long term cash flow relief for a long time (Watson Wyattpréog to the

chart below, from years 1999 — 2004, with the exception of 2003, there has been an increase in

the amount of companies that are freezing their pension plans.

¥

-]

i

Mumber of plan freems

1]

HE8 1880 1001 054 OE 1007 WMOR WSO 000 2007 2007 O3 OO MOS MG 0 M0S M09 MW M)
Year of freeze

Source: Watson Wyatt
Massively underfunded pension plans can pose a systemic risk to the finamketbrima
case companies fail to meet their pension plan obligations. Defined benefitnelgumenteed

by the Pension Benefit Guaranty Corp. (PBGC), a government body, which is funded by

Page 12 of 29



Parkhomovsky

premiums from companies. Most of the time, especially for large corporationqgriken
liability outweighs the premiums deposited. Therefore, if one major corporatiod wefault on
its pension obligations, the PBGC would be faced with a difficult challenge ongdled
above-discussed obligations. This might create moral hazard, a need for arthegayéand
set a precedent for companies bailing on their pension plans because they knowdleey ha

safety net (Brush).

The shift from defined benefit plans to defined contribution plans represents cornpanies
efforts to become more competitive in the global market, reduce expenseskaarttrovercome
financial difficulties (Watson Wyatt). Changing plans transfers theeneént responsibility and
risk from the employer to the employee. The employees’ pension plan does oely &s the
investments and there is no guarantee on a set amount of benefits. After WWII ahd into t
1970s, the defined benefit plan was the preferred model for large employerthetsiaall
employers used defined contribution plans. The Employee Retirement IncomigySectusf
1974 (ERISA) established new reporting and fiduciary requirements ancedffdahs from a
legal, tax, investment and actuarial point. In addition, it also created a newy ag#ed the
Pension Benefit Guaranty Corporation (PBGC). The creation of ERISA moved companies
toward a defined contribution plan due to the increased administrative costs anssiegml i
associated with it (Rajnes). The chart below shows the increase in definedutartmplans

over the defined benefit plans.
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Figure 1
SOURCES OF ASSETS FOR THE RETIREMENT MARKET, 2001

Total = $10.69 trillion

Defined Benefit
IRA and Keogh $1.85 trillion

$2.40 trillion

State and Local

Government Defined
$2 18 trilli Contribution
= friiien $2.11 trillion

Private Insured

Federal $1.34 trillion

Government?
$811 billion

Source: EBRI's Pension Investment Report, Investment Company Institute, American
Council of Life Insurers, Federal Deposit Insurance Corp., U.S. Census Bureau, Federal
Reserve, Credit Union National Association, U.S. Department of Defense, U.S. Office of
Personnel Management, and the Federal Thrift Investment Board.

ncludes civilian and military.
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HYPOTHESIS

The focus of this analysis was whether a company’s pension plan funded status impact
its share price. My hypothesis is that there is a statistically signtfrelationship between a
company’s pension plan funding level and its stock price. An underfunded pension plan is
essentially a liability to the company. If this liability is not dirgetflected on the financial
statements, sophisticated investors still consider the footnote disclosure sothpany
valuation model. Therefore, this liability results reduced valuation whiclilested by a lower
stock price. On the other hand, if the pension plan is overfunded, the company has aseixtra as
which improves company’s valuation. While the funded status of a pension plan is not the only
variable which might affect a company’s share price, this experimertryith prove that there
is a strong correlation between them. To set up the regression analysiblisiestl the

hypothesis in terms of Hland Hs:

Ho:pn=0

Hi:n#0
H o: is the null hypothesis, which this analysis aims to reject. If thetaffgc which is the
population mean is zero, then there is no affect on stock price by the funded status ofidine pens
plan. Ifu is not zero, then the funded status of a pension plan affects companies’ stock price. To
test the hypothesis | created a model that determines whether the dependblet () is
affected by the independent variables (X). For this experiment, the dependkgieviarthe
company’s share price and the independent variables are the earnings p&osikaralue per

share, and the percentage by which the pension plan is overfunded or underfunded.

Price = Ag+ A1 (EPS) + A (BVS) + Ag (% overfunded/underfunded) + g
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Where:

Price = Company’s share price after release of yearly financiahstats

A1 (EPS) =Company’s earnings per share

A, (BVS) =Company’s book value per share

A3z (% overfunded/underfunded) =The percentage amount a company’s pension plan is

overfunded or underfunded

€| = noise term bther unknown variables

The use of earnings per share is required to accurately compare comptnghfevent
amounts of outstanding shares. It is calculated by dividing a company’s negedyitmeir
total outstanding number of shares and usually found in form 10-K on the income statement or
statement of financial condition. Book value per share can be used to determine whetbler a
is overvalued or undervalued. To calculate book value per share, you divide sharehgldigr’'s e
by the total number of outstanding shares usually found on a company’s balancelsheet. T
percentage amount a company’s pension plan is overfunded or underfunded allows the

comparison of pension plans across all firms. It is calculated by:

percentage over /underfunded = (projected benefit obligation — plan assets)

projected benefit obligation

The information about the pension plan is found in the footnotes of the companies’ financial

statements.
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To test this equation, we will be using regression analysis. Regression aisalysis
determination of a relationship between a dependent variable (Y) and independéid V&jia
To determine if there is a strong relationship between the variables, you nussofothe R-
square (B which is the coefficient of determination and gives the measure of the goodfiess of
of the estimated regression model to the sample data. In other words, it givies peucent of
the variation of the dependent variable that is explained by the independent vériable

between 0 — 1 with O being a bad fit and 1 being a good fit for the data.
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METHODOLOGY

Companies have many determinants of stock price such as earnings, ratiossetc. Thi
research is designed to show whether the funded status of a company’s pension pféecill

its stock price.

| started with a population of 2784 U.S. public companies that are listed on the New York
Stock Exchange and labeled it Set A. Since not all the companies in that population met the
criterion of having a pension plan and NYSE listing during our time period of 2001 — 2004, |
narrowed down the population to only include companies with those characteristiciethd ca
Set B. The 2001 -2004 time period was chosen because this was before the releaseiaf Fin
Accounting Standard (FAS) 158 by the Financial Accounting Standards Boar8)FR& new
standard applies to companies whose year end is after December 15, 2008. # ttteange
accounting for pensions and forces companies to recognize the overfunded or under&iunsled st
of a pension plan as an asset or liability in its statement of financial poditadso forces
companies to recognize changes in the funded status in the year they originatézttThese
sample of 30 companies from the new set, | numbered the companies and then used random

number generation to create 30 values from which | then chose the correspondingycompan

| then determined the earnings per share, book value per share, and the percentage the
pension plan is overfunded/underfunded for the time period of 2001 — 2004 for each company
from their financial statements, Form 10-K and on Bloomberg. When selectidgtthef the
share price, | chose the month end of the financial statements releasecdatel believe it
represents the market’s reaction to the published information. After orgarhizidgta by year |

then input the model into the regression analysis.
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RESULTS

The thirty public companies that were randomly chosen for this analysistatkih

Table 1 with respective stock prices, earnings per share, book value per shaeepension

plan funding percentage (overfunded / underfunded).

In the regression analysis, | set the stock price as the dependent varjaklel€Y

earnings per share, book value per share, and percentage overfunded/underfunded are the

independent variables (X). The results appear below in Table B listing thevRlue,

Significance F and the coefficients.

Table 2

2004 2003 2002 2001
R Square 0.588199 0.445666 0.428962 0.649620
Significance F 0.000032 0.001359 0.001967 0.001359

P- value
Earnings Per Share 0.065002 0.065002 0.024453 0.147164
Book Value Per Share| 0.077067 0.077067 0.045647 0.026909

%

overfunded/underfunded 0.497848 0.497848 0.568229 0.109912

Coefficients

Ao
Earnings Per Share
Book Value Per Share

%
overfunded/underfunded

20.47231614 25.2580005 20.874127 21.713495

3.900887

0.909165

13.461607

3.518752

1.095326

2.861678 7.024300

0.754249 0.622256

33.321374 8.289910 5.788712
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The R — Square is the most important statistic in the regression analyarsbe described as

R? = variation in y as x pulls it along the line

total variation in observed values of y
(Duckworth, Mccabe, Moore, Sclove, 118)

R? is the coefficient of simple determination and is the percent of the variationyin the
variable, in this case stock price, which is explained by the x-varialvter(ga per share, book
value per share and percentage overfunded/underfunded). In other words, it is a measure of how
applicable the regression model is in the case of your analysi.isltRse to 0, then the
regression analysis is practically ineffective. ffi®1 then the line fits the data perfectly and is a
very accurate predictor for future values. One limitation of R-square is thaiotteevariables
included in the regression analysis, the higher the value will be. An R-square abost 0.75 i
considered useful for business purposes and is statistically significants\balog 0.75 are less
conclusive. In our analysis, thé r 2001 was the highest at 0.65 meaning that 65% of the
values were predicted by the regression line, implying strong correlatiag@03 and 2002,
however, R drops to ~0.44 which implies that while earnings per share, book value per share
and percentage overfunded/underfunded affected stock price, it is likely thataribbles not
included in this analysis had a more substantial impact on the share price ustrgtds the
regression analysis limitation due to omitted variables. The regressiogdinesated by this

analysis are:

2004 =Y = 20.472 + 3.901(EPS) + .909 (BVS) + 13.462 (% over/underfundéd) + e
2003 = Y = 25.258 + 3.519(EPS) + 1.0953 (BVS) + 33.321 (% over/underfundéd) + e
2002 = Y = 20.874+ 2.862(EPS) + .754 (BVS) + 8.290 (% over/underfunded) + e
2001 =Y = 21.712 + 7.024(EPS) + .622 (BVS) + 5.789 (% over/underfunddd) + e
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In addition to B, we must also look at the p-value to evaluate to what extent the results are
statistically significant. This test of significance assesseswigence against the null hypotheses
(Duckworth, Mccabe, Moore, Sclove, 118). For this analysis, | set the @kp@al and will
consider a P-value of less than 0.1 as being statistically significame. iésults yield of a p-

value of less than 0.1, then the evidence against the null hypothesis is strong. Inysis, gnal
values for earnings per share were 0.15, 0.024, 0.065, and 0.065 for years 2001 — 2004,
respectively. Except in 2001, the P-values fall significantly under the alpha of O.f-VEthee

for book value per share for all the years are 0.03, 0.05, 0.077, and 0.077 and also fall under the
& of 0.1 value signifying that we have strong enough evidence to reject the putthégis.
However, in 2002 — 2004, the p-values for the percentage of the pension plan that is
overfunded/underfunded are much greater thad.t@ne reason might be that the sample size is
insufficient. This however, does not necessarily prove that the null hypothesis ¢t;coaely

shows that there is not enough evidence to reject the null.

In addition to looking at the p-value, | also examined the significance F whiclstnesa
the likelihood that the model as a whole describes a relationship that emerged at ratitem
than a real relationship. As with the p-value, the lower the significancel€, ¥hé greater the
chance that the relationships in the model are real” (www.state.tn.us). ThefealR€01 —
2004 were 0.0013, 0.0020, 0.0014, 0.000032, respectively. Since for all 4 years the significance
F is an extremely low value, we can say that there is a high chance théatibagkip between
stock price and earnings per share, book value per share and percentage overflertiatidedd

is “real”.

Some limitations of a regression analysis are multicollinearity, omitteables,

endogenity and extrapolation. Multicollinearity is when one or more of the independeabtes
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are related to one another. Omitted variables are when independent variablegthat ha
significant relationships with the dependent variable are left out of the model. Ertgagieni
found when an independent variable and dependent variable have a circular relationship. And

finally, extrapolation is the use of a regression line to predict values outsidange of data.

When performing a regression analysis, it is important to watch out for muttezoity
because it can result in a model that exhibits bias. If one or more of the independétds/are
related to each other, it may skew the results and give an invalid p-value. Muokiaoty
prevents holding all the other independent variables constant when determiningdagdmre
independent variable will change in the dependent variable. A solution would be to remove the
related variable but in some cases it might hurt the model even more. Thehesshould

analyze the data and determine what course to take (www.state.tn.us).

If a model omits significant independent variables, the results might be wonséttie
variable was included. Omitted variables can cause an increase in the viaridsecerror term
by excluding an important independent variable. This bias can also distort thenddpeamdent
variables’ coefficients and decrease R-square and increase thieargrafF. One solution for
omitted variables is to insert the independent variable in the model. Sometimeshdveedata
may not be available for the missing independent variables or the variagtgswti be

measurable and the researcher will be forced to leave it out of the model (afenngis

Regression is an analysis that measures the effect of changes in fendetd variable
on the dependent variable. When endogeneity occurs, the relationship between the independent

and dependent variable is two way meaning that the dependent variable cafeeitbeaf
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independent variable. This may also bias the results and the easiest solution wouthimée

the endogenous variableww.state.tn.us

Another limitation of regression analysis is extrapolation. Extrapolation isstnef the
regression line for the prediction of values of the explanatory variable &dette range of
data from which the line was calculated. In this analysis, using thisssegn line on foreign
companies would be considered extrapolation because they are not part of thedatginghis

would give us skewed results.
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CONCLUSIONS

This experiment aims to prove that there is a significant relationshipdreteenpanies’
stock price and funded status of their pension plans. If you examine the compauies Jof
this analysis, majority of them have significantly underfunded pension ptansy/&ar to year.
Underfunded pension plans create huge liabilities that are not put on the finateraksits
thereby distorting the company’s financial position. When calculating mwseatios such as
the current ratio which is current assets/current liabilities or debt td with is total
liabilities/ net worth, the result would be different than if the underfunded penaimiityi would

be considered.

In this analysis, | took 30 randomly selected United States public companyesifer
2001 — 2004 and their earnings per share, book value per share, percentage of
underfunded/overfunded of the pension plan and stock price. | then created the data model and
performed a regression analysis. The results showed that there is aangmidirrelation
between stock price and the funded status of pension plans. However, in 2002 and 2003, the R
was lower than in the two other years used in the analysis. | believe thattmsistency is due
to the small sample size and/or other significant variables that infldéneetock price in those
years. Getting a relatively low”Rieans that we do not have enough evidence to reject our null

hypothesis and that the analysis is inconclusive.

Some of the biggest issues facing companies today are pension freezing and
underfunding. With the recent recession and companies scrambling to find a wagrtadstg,
freezing their defined benefit plans is one of the most popular options. The serviicg cost
pensions has been increasing due to increases in salaries. Companies thaeirqdaeg

usually reduce their net pension expense. Pension plan underfunding is also malmdasae
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before FAS 158, these huge liabilities were nothenbalance sheet and distorted the pici
Out of the sample @80 companies chosen for this experiment, only 1@rewverfunded i
2004, 6.7% in 2003 and 2002 and a surprisingly 802001. The chart below shows 1

amount of companies with underfunded pension diams years 200— 2004.

Overfunded Pension Plans

10

m # of Companies

qN BN BN
0]

2004 2003 2002 2001

The decrease in number of overfunded pension tans2001 to 2004 was causby several
factors including unfavorable market and econoriaditions in 200-2003 due to technolog
bubble burst resulting in reduced valuations ofsg@m plan investmen Another major facto
was the fact that most companies underestimateduimder of retirees claiming pensi
benefits due to a significant increase in longevitye baby boomer generation is aging
retiring every year in increasing numbers. As wagress to 2010, more plans will
underfunded under the strain of supporting thesiasing number of retirees. General Mo
(GM) currently has a huge issue with underfundatsfws plan. Since GM went int
bankruptcy, it expose#l13.5 billion pension ability and if GM would default on their pensi
obligation, the Pension Benefit Guaranty Corp wdaddorced to take on the liability (Burr

The PBGC protects the pensions of more than 44omiorkers in more than 29,000 privi
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single employer and multiemployer defined benefit pension plans with operftiansed by

insurance premiums set by Congress and paid by the sponsors of the plans (PBGC.gov).

FAS 158 is the new statement released by FASB as an amendment to statem@&rits N
88,106 and 132R. This statement will improve financial reporting because the indormat
reported will be more “complete, timely and more representationally fallkftduse the sponsor
is forced to report the status in their financial status rather than the footdeézall, it will
make financial reporting more understandable by eliminating the neeadoiciigation in the

notes to financial statementsivw.fasb.goy. This will affect the financial ratios widely used in

equity valuation models presenting investors with a more transparent as\aetiurate view of
a company financial health. If companies will have substantial li&siliesulting from the low

level of pension plan funding, | believe that their stock prices will be negativpbcied.

| would suggest that companies use realistic discount rates, expected ratesnaimd
longevity models. Additionally, it is essential that the duration of plan investnsents
appropriately matched to expected liabilities. Such practices wdlldeancrease in accuracy of
pension plan valuations. In the upcoming years, with the number of retirees ingreesiyg
companies, to remain viable, will be forced to deal with their sizeable pension plates
formulating fiscally responsible policies such as proper duration matching @rdign of

additional funding when necessary.
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