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What's Old is New Again:

Reopening Your Defined Benefit Plan
Could Help Solve the Retirement Challenge

Executive Summary

With an aging population, low savings rates and questions about the viability of Social Security, the

United States faces a broad retirement challenge. Once a key employee benefit, corporate defined benefit
(DB) plans have been on the decline over the past several decades, driven by changes to funding and
accounting standards, liability increases due to declining interest rates and mortality improvements, as
well as several substantial market declines.

Given the history, one might assume that DB plans are headed towards extinction; however, we propose
that now might be the time for plan sponsors who have closed or frozen their DB plans to give these plans
a fresh look:

= |n a historically tight job market, DB plans could help retain experienced workers, saving on recruiting and
hiring costs.

= DB plans may provide a stream of income through retirement, a key desire for participants, which has
proven elusive within defined contribution (DC) plans.

= Investment strategies, such as Liability Driven Investing (LDI), have been successful in managing risk and
improving predictability of costs.

= Despite challenging market returns in 2022, rising interest rates reduced plan liabilities and improved
funded status for many plans, providing a potential source to fund new DB accruals.

= DB plans could be a key component in helping solve America’s retirement challenge.

The State of DB Plans Today

The transition from DB to DC plans in the US has been dramatic, as evidenced by the change in the number
of active participants covered under these plans, shown in Exhibit 1.

Exhibit 1: Number of Active Participants in Private Pension Plans
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Source: Employee Benefits Security Administration: Private Pension Plan Bulletin Historical Tables and Graphs
1975-2020, October 2022.
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In 1991, there were roughly 26 million active DB participants, versus 36 million active DC participants.

By the end of 2020, active DB membership had declined to 12 million, compared to 85 million DC
participants. Furthermore, as of March 2022, only 15% of private sector workers had access to a DB plan.!
Digging deeper, only 23% of workers who participate in a DB plan are in a plan that provides accruals to all
members,” meaning there are millions of workers with a frozen DB benefit.

The decline in DB participation is a result of plan sponsors freezing, closing and terminating plans in
response to several trends over the past two decades, including

= changes to pension funding rules, starting with the Pension Protection Act of 2006, followed by numerous
iterations of funding relief over subsequent years,’ which allowed sponsors to defer contributions into the
future, hampering funded status improvement

= changes to accounting standards which required mark-to-market accounting on the balance sheet for DB
funded status, and unpredictable P&L expense patterns*

= increased liabilities due to declining interest rates®
= mortality improvements which further increased liabilities

= increased Pension Benefit Guaranty Corporation (PBGC) premiums and other administrative expenses

Combine these factors with significant market declines of the early 2000s and the global financial crisis
in 2008, and we see that pension funded status has hovered between 80% and 90% for much of the past
decade as shown in Exhibit 2.

Exhibit 2: Aggregate Funded Status of 100 Largest US Corporate Pension Plans
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Source: Milliman 2023 Corporate Pension Funding Study, Milliman Pension Funding Index June 2023.

This market volatility often resulted in unpredictable contribution patterns, balance sheet adjustments and
P&L expense for plan sponsors who were not carefully managing these risks. However, despite challenging
market returns in 2022, rising interest rates reduced DB plan liabilities, improving funded status for many
corporate plans, resulting in many plans now at or above 100% funded status for the first time in years.

As funded status has improved, we have seen significant annuity buyout activity,® with expectations that
this trend will continue and there are still substantial obligations that plan sponsors will need to manage
over the coming decades. While the risks noted above that have driven plan sponsors to freeze and close
DB plans still exist, we believe that they can be effectively managed, and that now might be the time for
some plan sponsors to reconsider how they view their DB plan going forward.
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DB Plans Could Help Solve the Labor Market Challenge

The United States faces a significant labor shortage, that could have long term effects on economic growth
and productivity. Recent data indicates there were 9.9 million job openings in the US, but only 5.8 million
unemployed workers.? Job losses, retirements and “quiet quitting” seen during the global pandemic were
merely an acceleration of a trend that had been in place for decades, as evidenced in Exhibit 3 which shows
labor force participation steadily on the decline. The lower participation rate is a function of several factors,
including an aging US workforce, workers staying at home to care for children or aging relatives, as well as
health-related issues.

Exhibit 3: Labor Force Participation Rate
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Source: FRED Economic Data, St. Louis Federal Reserve Bank, June 2023.

With this as a backdrop, DB plans could play a key role in employee retention. For employers in industries
where it is difficult to find workers, restarting a frozen DB plan could help retain experienced employees
while also helping to reduce retirement related worries which could impact productivity. This could also
help enable a more orderly and predictable workforce transition, which would have a secondary benefit of
providing young talent opportunities for advancement as older, experienced workers leave the workforce in
a more predictable pattern.

Can Sponsors Afford This?

Many sponsors who froze their DB plans have provided their employees with enhanced DC benefits and,
given those DC benefits are likely well established as a core employee benefit, we feel it is unlikely that
employers would reduce DC benefits to fund a DB accrual. This begs the question as to how plan sponsors
might pay for a restarted DB benefit. Sponsors who benefited from last year’s rapid funded status rise may
be in a unique position to capitalize on surplus assets, which could be used in part or in whole to fund new
benefit accruals, as well as cover certain administrative expenses.

Sponsors may also want to consider cost savings that could arise from higher employee retention rates that
might arise with restarting the DB plan. The cost to hire a new and executive hire is estimated to be $4,700
and $28,300 respectively, and many employers estimate the true cost of hiring to be three to four times the
position’s salary.” If the DB plan can help to retain a portion of the workforce who may be at risk of leaving,
DB plan accruals could potentially be funded through savings generated from lower hiring costs and
avoiding the productivity loss that arises from unplanned turnover.
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DB Plans: A Time Tested Retirement Income Plan?

Our 2023 MFS Global Retirement Survey found that retirement confidence is on the decline with 58% of
respondents indicating they would need to work longer than planned and 32% indicating they would not
be able to retire at all. Furthermore, the survey showed 75% of respondents ranked “receiving a predictable
stream of income payments throughout retirement” as one of the top three elements they want to see in a
retirement portfolio.”

There has been a great deal of effort in the retirement industry to develop products that incorporate
guaranteed income features, such as annuities, to be offered within defined contribution plans.
However, uptake of these solutions has been relatively low, as they tend to be difficult for participants
to understand and present administration and governance challenges. Accordingly, many sponsors are
hesitant to be first movers.

For sponsors who are thinking about retirement income options in the DC plan, the answer may be staring
them in the face with their frozen or closed DB plans. Defined benefit plans are a time-tested way to provide
lifetime income, while pooling longevity and investment risk for participants.

What Kind of DB plan?

Plan sponsors have many options today with regards to the type of DB plan offered to employees. Traditional
DB plans tended to have final average pay formulas, where benefit accruals increased in value as participants
neared retirement. Other designs, such as cash balance and variable benefit plans have evolved, which

offer employers alternatives to deliver DB benefits that can avoid the steep cost increases that come with
traditional final average pay formulas.

What is a cash balance plan?

= DB plan where benefit is defined as an account balance that grows with pay credits and interest credits

= Assetsare held in a DB plan trust, not individual accounts like a DC plan

= Pay credits typically based on a percentage of pay, can vary by age or service and can be based on
base pay or total pay

= |nterest credits can be based on a fixed rate, a floating rate or a market-based rate

= |n market-based plan, although returns can be negative in any given year, total return over a
participant’s career must be at least 0%, and there can be a cap on the annual return

LDI Works!

Liability Driven Investing (LDI) has been a well-established strategy for many years, with 77% of DB
sponsors now indicating they employ some form of LDI within their investment policy statement.™

And why not? LDl strategies has demonstrated their effectiveness over the past decade, with glide path
strategies systematically reducing risk as funded status improves, and carefully constructed fixed income
portfolios moving in line with plan liabilities as interest rates rise and fall.
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In a reopened DB plan, LDI will continue to be critical in managing legacy liabilities; however, sponsors
may want to consider if adjustments to the overall investment strategy are warranted to cover new benefit
accruals. For example, a cash balance plan may have a portion of the asset allocation designed to
maximize the likelihood of meeting the interest crediting rate. With yields at the highest levels in years,
sponsors may want to consider if there are fixed income asset classes, such as intermediate credit,

global bonds or taxable municipals, that could help to improve returns while still retaining liability
hedging characteristics of the LDI portfolio. Plan sponsors may also want to focus on optimizing the
structure of their equity allocation to try and achieve desired outcomes.

Conclusion

The drive towards freezing and terminating defined benefit plans has been largely focused on savings
generated from lower ongoing administrative costs, but employers may also want to consider the
potential costs related to hiring workers and the potential impact of lower productivity for workers
concerned about their retirement prospects. DB plans provide guaranteed income in retirement,

a key desire for participants, and in a historically tight job market, DB plans could help retain
experienced workers, lowering hiring costs. LDI has been successful in managing risk and improving
predictability of costs and will continue to be the cornerstone of investment strategies for DB plans
going forward, but sponsors may have an opportunity to consider other fixed income assets, to try and
take advantage of higher yields, while also revisiting their equity allocations, to ensure they are aligned
with long-term objectives. 4

Keep in mind that all investments, including mutual funds, carry a certain amount of risk, including the
possible loss of the principal amount invested.
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Endnotes
" Source: Bureau of Labor Statistics, Beyond the Numbers, January 2023.
* Source: Bureau of Labor Statistics, Beyond the Numbers, Volume 12/No.1, January 2023.

* Including the Moving Ahead for Progress in the 21st Century Act (MAP-21), the Highway and Transportation Funding Act of 2014, the
Bipartisan Budget Act of 2015, the American Rescue Plan Act of 2021 and the Infrastructure Investment and Jobs Act of 2023.

* FAS 87 introduced the concept that pension liabilities should be valued using discount rates on high quality fixed-income investments. FAS
158 required the measurement of the fair value of assets and liabilities to be reported on the balance sheet. ASC 715 and ASC 960 required
further pension disclosures.

> Source: FTSE Pension Liability Index. Between 12/31/2009 and 12/31/2021 pension discount rates declined by roughly 300 basis points
which raised typical pension liabilities by 30% to 50% depending on plan maturity.

¢ Source: LIMRA: First Quarter 2023 US Group Annuity Risk Transfer Study. A single premium annuity buyout is a transaction where an
insurance company assumes responsibility for the assets and liabilities of a qualified defined benefit plan in exchange for a one-time
premium payment.

’ Source: Employee Benefits Security Administration: Private Pension Plan Bulletin Historical Tables and Graphs 1975-2020, October 2022.
¥ Source: US Chamber of Commerce: Understanding America’s Labor Shortage, June 9, 2023.
* Source: Society for Human Resource Management, “The Real Costs of Recruitment”, April 11, 2022.

" MFS 2023 Global Retirement Survey. Methodology: Audience: Ages 18+, employed at least part-time. Active workplace retirement plan
participants/members in the US, Canada, UK, and Australia. (To qualify in each region: US, actively contributing to a 401(k), 403(b), 457,
or401(a)/Canada, actively contributing to DC Pension Plan, Group Registered Retirement Savings Plan, Deferred Profit Sharing Plan,
Non-Registered Group Savings Plan, or Simplified Employee Pension Plan/UK; actively contributing to a Defined Contribution Scheme,
Master Trust, or Individual Savings Account./Australia, actively contributing to an industry, retail, corporate or public sector super fund or a
self-managed super fund.) Data weighted to mirror the age/gender distribution of the workforce in each country. Methodology: Mode: 15
min. online survey. MFS not revealed as the sponsor. Field period: March 22 - April 6, 2023. Key Topics of Inquiry: Impact of market events,
retirement confidence and advice, target date funds, retirement income and sustainability.

" Source: Vanguard 2022 Pension Sponsor Survey.

The views expressed are those of the author(s) and are subject to change at any time. These views are for informational purposes only and should not be relied upon as a recommendation to
purchase any security or as a solicitation or investment advice. No forecasts can be guaranteed.

Unless otherwise indicated, logos and product and service names are trademarks of MFS” and its affiliates and may be registered in certain countries.

Distributed by: U.S. - MFS Institutional Advisors, Inc. (“MFSI”), MFS Investment Management and MFS Fund Distributors, Inc., Member SIPC; Latin America - MFS International Ltd.;
Canada - MFS Investment Management Canada Limited. No securities commission or similar regulatory authority in Canada has reviewed this communication; Note to UK and
Switzerland readers: Issued in the UK and Switzerland by MFS International (U.K.) Limited (“MIL UK”), a private limited company registered in England and Wales with the company
number 03062718, and authorised and regulated in the conduct of investment business by the UK Financial Conduct Authority. MIL UK, an indirect subsidiary of MFS®, has its registered
office at One Carter Lane, London, EC4V 5ER. Note to Europe (ex UK and Switzerland) readers: Issued in Europe by MFS Investment Management (Lux) S.a r.l. (MFS Lux) - authorized
under Luxembourg law as a management company for Funds domiciled in Luxembourg and which both provide products and investment services to institutional investors and is
registered office isat S.ar.l. 4 Rue Albert Borschette, Luxembourg L-1246. Tel: 352 2826 12800. This material shall not be circulated or distributed to any person other than to professional
investors (as permitted by local regulations) and should not be relied upon or distributed to persons where such reliance or distribution would be contrary to local regulation; Singapore
- MFS International Singapore Pte. Ltd. (CRN 201228809M); Australia/New Zealand - MFS International Australia Pty Ltd (“MFS Australia”) (ABN 68 607 579 537) holds an Australian
financial services licence number 485343. MFS Australia is requlated by the Australian Securities and Investments Commission.; Hong Kong - MFS International (Hong Kong) Limited (“MIL
HK"), a private limited company licensed and regulated by the Hong Kong Securities and Futures Commission (the “SFC”). MIL HK is approved to engage in dealing in securities and asset
management regulated activities and may provide certain investment services to “professional investors” as defined in the Securities and Futures Ordinance (“SFO”).; For Professional
Investors in China - MFS Financial Management Consulting (Shanghai) Co., Ltd. 2801-12, 28th Floor, 100 Century Avenue, Shanghai World Financial Center, Shanghai Pilot Free Trade
Zone, 200120, China, a Chinese limited liability company registered to provide financial management consulting services.; Japan - MFS Investment Management KK., is registered as a
Financial Instruments Business Operator, Kanto Local Finance Bureau (FIBO) No.312, a member of the Investment Trust Association, Japan and the Japan Investment Advisers Association.
As fees to be borne by investors vary depending upon circumstances such as products, services, investment period and market conditions, the total amount nor the calculation methods
cannot be disclosed in advance. All investments involve risks, including market fluctuation and investors may lose the principal amount invested. Investors should obtain and read the
prospectus and/or document set forth in Article 37-3 of Financial Instruments and Exchange Act carefully before making the investments.
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