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Introduction

Over the last five years, many not-
for-profit health systems, including 
SSM Health, University Hospitals, 
Barnabas Health, and Mayo Clinic 
have entered the corporate bond or 
private placement capital markets 
to borrow on a taxable basis to fund 
shortfalls in their defined benefit 
pension funds. The current low-
interest rate environment and strong 
investor demand for pension-related 
securities have encouraged pension 
obligation bond financings (“POB”). 

Compared to the alternatives, 
Pension Obligation Bonds can be 
an attractive solution to funding a 
defined benefit pension deficit. 

Financing the gap in funding of 
an Employee Retirement Income 
Security Act of 1974 (ERISA) 
pension plan provides employers an 
attractive option to avoid Pension 
Benefit Guaranty Corporation’s 
(PBGC) escalating premiums, take 
advantage of historically low taxable 
interest rates, and improve access 
to capital through various lending 

sources. The composition of the 
financing can fit into an existing 
strategic capital structure and 
become a short-term or long-term 
solution. Church Plans might also 
benefit from financing the gap 
by elevating their plans to the 
equivalent of an ERISA plan in the 
eyes of their employees or potential 
strategic partners.  Furthermore, 
the rating agencies view pension 
obligation financings as trading one 
liability (pension obligation funding 
gap) for another (borrowings).  

Defined Benefit vs. 
Defined Contribution

A defined benefit plan, funded 
by the employer, promises an 
employee a specific monthly benefit 
at retirement. In contrast, a defined 
contribution plan does not promise 
an employee a specific benefit 
amount at retirement; rather, the 

employee and/or the employer 
contribute money to an individual 
account in the plan. Defined benefit 
plans create a substantial obligation 
for employers, increasing with 
inflation and as the employee base 
grows and ages. Many defined 
benefit plans have been frozen to 
either new entrants into the plan, 
to future benefit accruals, or both; 

however, the existing participants 
and the obligation remain.

Key Points

Defined Benefit Pension  
Plans Face Sizable Shortfalls 

Driven by increasing benefits, 
declining discount rates, and low 
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investment returns, unfunded 
pension liabilities have skyrocketed 
across the country over more than a 
decade. In the FASB-covered hospital 

sector alone, Moody’s estimates that 
the aggregate unfunded liability 
among the credits it rates exceeded 
$45 billion in 2016.  Only 16% of 
hospital defined benefit plans are 
fully funded on a PBGC basis in 
20161.  While low-interest rates offer 
attractive financing opportunities, 
they also lead to lower discount 
rates, which increase the actuarially-
determined funding requirement for 
employers and widen the unfunded 
pension plan gap. 

Favorable Credit Markets 
Encourage Pension 
Obligation Bond Activity

The primary reasons pension 
obligation financings have become so 
popular recently are the (1) low cost 
of issuing debt, (2) improved access 
to capital, (3) decreased premium for 
taxable borrowing over tax-exempt, 
and (4) arbitrage between the cost of 
borrowing and the expected return 
on invested assets. 

1 According to P-Solve’s analysis of PBGC data.
2PBGC Website (www.pbgc.gov).  Premiums approved by Congress in The Bipartisan Budget Act of 2015. After 2019, all rates are subject 
to indexing based upon the National Average Wage Index.  According to the SSA 2017 Trustees Report the index is 3.9% for 2017 
(affecting 2019) and 4.8% (affecting 2020), 4.5%(affecting 2021), and 4.3% (affecting 2022).

New ERISA Disclosure 
Requirements and 
Higher PBGC Insurance 
Premiums Are Generating 
New Interest in POBs

Additionally, the fixed-rate and 
variable-rate premiums charged 
by the PBGC are steadily rising. 
Flat-rate premiums, charged 
on a per plan participant basis, 
have increased from $35 per 
plan participant in 2012 to a 
projected $91 per plan participant 
in 20221. Variable-rate premiums, 

charged on the amount the plan 
is underfunded, have increased 
from 0.9% in 2012 to a projected 
5.0% in 2022.2 Furthermore, ERISA 
requires additional disclosure to plan 
participants 
once the 
funding level 
falls below 80%. 
As a result, 
the potential 
annual savings 
generated from 
fully funding 
a plan can be 
substantial. 

Annuity Market Provides 
an Opportunity to De-risk

Many strong insurance providers 
are competing in the annuity market 
bidding at or below mark-to-
market accounting liability values.  
For plans with many participants 
(>500), an adequate level of 
funding (>80%), and realistic 
balance sheet assumptions (current 
mortality table, discount rate based 
on high quality corporate bond 
yields), purchasing an annuity for 
retirees with small annual benefits 
(<$10,000) could be very beneficial.  
Once a plan is at the variable 
premium cap, every participant 
costs the plan approximately 
$600 annually in PBGC premiums.  
Annuitizing these retirees remove 
them from the plan which means 
the plan saves the annual PBGC 
premium each year. The difference 
between purchasing an annuity 
versus offering a lump sum payment 
is the certainty of execution.

Healthcare plans in total 
paid over $680 million to 
the PBGC in 2016.1

Pension risk transfer is key to reducing the 
number of participants in the plan. Removing 
100 participants from a plan through 
purchasing annuities or early buyout offers 
saves ~$60,000 in PBGC premiums annually.

Of the 675 Healthcare plans, 
75% are frozen.  Overall, 
54% of the participants are 
still actively employed.1
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A B C D = 
B - A + C

E = 
D x $135MM 

@ 6.5%

F =
$135MM x A 

G = 
$135MM x A 

H I =
F - G + H

Cost of1 
Borrowing

Expected 
Return

PBGC 
Variable 

Rate 
Premium 
Savings2

Savings  
from  

Pre-funding3

Potential  
Annual  
Savings

Return on 
Investment of 
Proceeds of 
$135MM @ 

6.5%

Annual  
Interest  

Expense on 
$135MM  

@ 3%

Premium 
Saved

Savings  
including  

Cap  
Assessment

20
18 3.00% 6.50% 3.80% 7.30% $9,855,000 $8,775,000 $4,050,000 $3,656,816 $8,381,816

20
19 3.00% 6.50% 4.36% 7.86% $10,616,130 $8,775,000 $4,050,000 $3,799,432 $8,524,432

20
20 3.00% 6.50% 4.57% 8.07% $10,898,904 $8,775,000 $4,050,000 $3,981,805 $8,706,805

20
21 3.00% 6.50% 4.78% 8.28% $11,176,730 $8,775,000 $4,050,000 $4,160,986 $8,885,986

20
22 3.00% 6.50% 4.98% 8.48% $11,454,154 $8,775,000 $4,050,000 $4,339,908 $9,064,908

Figure 1.  An Example of a POB’s Potential Cost Savings

An example assuming a borrowing rate of 3%, expected return of 6.5%, and funding gap of $135mm.

1Assuming a 7 Year Financing
2Based  on Premiums approved by Congress in October 2015.  After 2019. Premiums are increased based upon changes in the wage base.
3Savings from Pre-funding = Expected Return - Cost of Borrowing + Variable Rate Premium Savings 

As a result, the premium for tax-exempt borrowers to access the corporate taxable market, while still positive, is at 
historical lows and nonprofits are taking advantage of this opportunity to borrow without the restrictions of the tax-
exempt market.

Figure 2.  Premium Spread Between Taxable and Tax-Exempt Borrowing Has Been Declining

The graph shows the inversion of the historical relationship between taxable and 
tax-exempt rates post-credit crisis, with 30-year Treasury Bonds (AAA-rated) trading 
significantly lower than the Bond Buyer Revenue Bond Index (A1-rated).  
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Many Financing Structures 
Can Be Employed

Health systems can structure taxable 
pension obligation financings in 
many ways to accommodate their 
capital plans. In a few cases, health 
systems reimbursed themselves 
for tax-exempt eligible capital 

expenditures through tax-exempt 
financing utilizing an existing 
reimbursement resolution and 
invested that cash in their defined 
benefit plans. In most cases, health 
systems will issue taxable bonds 
or a private placement/direct bank 
placement financing secured under 
their existing Master Trust Indenture. 

Financing terms range from five-year 
direct bank placement financings 
to 40-year public issuances, either 
through the municipal or corporate 
bond markets. If the issuance is 
purely taxable, an issuing authority is 
not required. The interest rate can be 
variable or fixed.

Figure 3.  Examples of Recent Transactions

Rating Company Amount Borrowed/Structure Term/Rate

A-/A2 rated $175 mm 84-month term

Hackensack University Health System through two banks 1.8% & 1.93%

A+ rated $148 mm 84-month term

Dartmouth-Hitchcock Medical Center through a private placement 2.47%

Unrated $25 mm 20-year term

ValleyCare Health System public issuance; taxable tail 8.00%

A/A2 rated $130 mm 15- to 37-year term

University Hospitals Health System through three private issuances variable of 1.11%

A-/A3 rated $80 mm 7-year & 3-year term

Barnabas Health through a private placement 2.75%; LIBO + 1%

AA/Aa2 rated $300 mm 21-year & 24-year term

Mayo Clinic through two private issuances 3.78% & 4%

AA/Aa3 rated $450 mm 10-year & 40-year term

Partners Healthcare through two private issuances 3.44% & 4.11%

A2/A rated $200 mm 10-year & 30-year term

Community Health Network through a public issuance 4.24% & 5.43%

A/A2 rated $94 mm 10-year term

OSF Healthcare public issuance; taxable tail Variable % of 1M LIBOR

BBB-/BB+ rated $20 mm 30-year term

HealthEast through a private issuance 4%

AA-/A+ rated $200 mm 10-year term

SSM Health through a public issuance 3.82%

A2/A rated $26 mm 15-year term

Greater Baltimore Medical Center through a private issuance 3.80%

BBB-/Baa3 rated $80 mm 5-year & 10-year term

St. Joseph's Healthcare System through a public issuance 3.926% & 4.584%
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In Summary

Financing the gap in funding of an 
ERISA pension plan is an attractive 
option to avoid PBGC’s escalating 
premiums, take advantage of 
historically low taxable interest 
rates and the inherent positive 
arbitrage, and improve access to 

capital through various lending 
sources.  This arbitrage opportunity 
also provides a strategy to de-risk 
the pension plan through increased 
funding and eliminating the costly 
smaller benefit recipients from the 
plan through buyouts or annuity 
purchases.  The composition of the 
financing can fit into an existing 

strategic capital structure and 
become a short-term or long-term 
solution.  Church Plans might also 
benefit from financing the gap by 
elevating the plans to the equivalent 
of an ERISA plan in the eyes of their 
employees and potential acquirers. 

Despite Reservations, 
Rating Agencies Are 
Receptive to POBs

A few important common themes 
emerge when reviewing the rating 
reports on the institutions referenced 
above.  While the rating agencies 
view pension obligation financings as 
trading one liability (pension funding 
gap) for another (borrowings), they 
view the borrowings as less flexible   
than the pension funding gap. Also, 
there is a risk associated 
with investing in financial 
assets with borrowed 
monies. Institutions 
that do execute this 
strategy should be able 
to withstand further rate 
decreases. However, 
underfunded pension 
funds are a liability, and 
the PBGC premiums 
are a growing expense; financing 
the shortfall is one option. Finally, 
the rating agencies recommend 
defined benefit plans perform stress 

scenarios even after the investments. 
Using a Monte Carlo analysis is a 
common risk management tool. 

Non-ERISA/Church Plans 
Should Also Look to 
POBs as an Option

ERISA provides federal protections 
for all private-sector pension plans 
with one exception, plans established 
and maintained by church-related, 
tax-exempt organizations for 
their employees (“Church Plans”). 

For Church Plans, which are not 
subject to PBGC premiums and not 
protected under ERISA and PBGC, 

there are several reasons to consider 
financing the shortfall in a pension 
plan. The lawsuits against Ascension 
Health, Bon Secours, Catholic Health 
East, Catholic Health Initiatives, 
Dignity Health, and Saint Peter’s 
Healthcare System have caused 
some concerns that other health 
system Church Plans will lose their 
exemptions and be required to 
immediately follow ERISA guidelines 
on funding requirements and pay 
PBGC premiums.  For organizations 

contemplating strategic 
transactions, a well-funded 
pension plan makes 
an organization more 
attractive to potential 
strategic partners and 
eliminates a meaningful 
financial hurdle to 
combinations. Finally, 
increased funding for 
a Church Plan will give 

comfort to employees especially 
knowing that there is no PBGC 
backstop. 

For organizations contemplating strategic 
transactions, a well-funded pension plan 
makes an organization more attractive to 
potential strategic partners and eliminates a 
meaningful financial hurdle to combinations.
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About Hammond Hanlon Camp LLC

HAMMOND HANLON CAMP LLC (“H2C”) is an independent strategic 
advisory and investment banking firm with a primary focus on healthcare 
services companies and related organizations.  Our commitment to exceed 
our clients’ expectations begins with senior leadership on every engagement 
and continues with independent and objective advice.  Our belief in the 
markets and in the power of competition has resulted in loyal clients and 
long-term relationships.  

The experienced professionals at H2C are well positioned to serve as 
trusted advisors to healthcare providers.  We have the expertise to 
understand the unique complexities of the healthcare industry and an 
in-depth knowledge of the range of potential alternatives essential to 
designing and implementing highly successful business strategies.  We 
bring in-depth knowledge and experience across the full continuum of  
care and cross those businesses that support healthcare providers.

H2C offers services in the following areas:

 � Strategic capital planning and management
 � Financial advisory on capital markets, private placements  

and hedging transactions
 � Strategic options assessments and strategic growth assessments
 � Mergers, acquisitions, partnerships, joint ventures and divestitures
 � Real estate
 � Bankruptcy and restructuring

Contact Us

With offices in New York, Atlanta, Chicago and San Diego, the professionals 
at H2C are committed to providing superior strategic and financial advice as 
a trusted advisor to the healthcare community.

If you would like to know more about any information in this report, or wish 
to better understand how H2C’s healthcare advisory services can benefit your 
organization or project, please contact inquiries@h2c.com or visit our website 
at h2c.com. 
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