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Pension De-Risking
for Employee Benefit
Sponsors
Minimizing Risks and Ensuring ERISA Compliance When
Transferring Pension Obligations to Other Parties
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Outline
I.

De-risking overview
A. Current trends
B. Different approaches
1. Transfers to third parties
2. Lump sum payouts for participants
3. Investment strategies
II. Procedural prudence & meeting ERISA fiduciary
requirements
1. Prudence
2. Care
3. Loyalty
III. Potential challenges from plan participants
A. Grounds for challenges
B. Likelihood of success
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Current Trends For
Defined Benefit Plans and Sponsors
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

Low equity returns (and high volatility)
Low bond yields (headwind)
Funded status (headwind)
Mortality table adjustments
Cash contributions
Increased regulation
Higher PBGC premiums
Accounting impact and funded status concerns
Dilution of management’s focus on strategic
shareholder wealth creation
Litigation and fiduciary risks
M&A deals gone awry due to pension issues
Try to right-size pension liabilities
Debt capacity and liquidity constraints
Cost of capital
Potential impact of large PBO on stock price

Many sponsors
want OUT of
pensions –
increase in PRT
transactions
and lump sum
offerings
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What is Pension De-Risking?
Two
Approaches

In-Plan
De-Risking

Change the assetliability profile of a
plan’s investments

Corporate Balance
Sheet Pension DeRisking

Pension liabilities
show up on the
corporate balance
sheet
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In-Plan De-Risking
Overview

Modify targeted mix
among asset classes –
take less risk

Triggered by plan
fiduciary decisions

Reduce volatility and
better match plan’s
investment mix to
liability profile (LDI)
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Corporate Balance Sheet De-Risking
Overview

Impact and scale can be
mitigated in variety of
ways

Triggered by “settlor”
decision but fiduciary
needs to make
determinations in
carrying out decision

Lump sum offering,
purchase of annuities,
etc
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Where to Start, and Focus
•
•
•
•
•
•
•
•
•

•

Understand what initiatives are being pursued
Review governing documents to check for possible
conflicts
Map out which decisions are settlor versus fiduciary
actions
Identify who will make fiduciary decisions and on what
basis, including need for independent fiduciary
Determine regulatory approvals that are needed
Understand when information must be filed and who will
prepare and then review requisite reports
Make sure that all participant data is available and
“clean”
Create effective communications strategy to fully inform
plan participants, shareholders and other relevant
constituencies – anticipate areas of concern
Assess economic opportunity costs in terms of acting
now (“funding up”) versus waiting until later when (a)
interest rates may go up, (b) insurer capacity may be
constrained, and (c) preferred fixed income securities
may be in short supply
Focus on insurer matters including capacity to take on
liability and focus on commitment to retirees

Important to map out key
roles and responsibilities, and
focus on needs of retirees
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Asset Consideration Issues

Partial List

Lump Sums

Estimate Amount of
Liquidity Needed

Determine Sources of
Liquidity

Purchase of Annuities

Negotiate With
Insurer Regarding
What Assets They Will
or Won’t Accept

How and Whom
Values “Hard to
Value” Assets

Purchase of Assets
Requested by Annuity
Provider
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Company Size and De-Risking
• There is a point where the company can spend
too much to get rid of too small of a liability
• Plan sponsor needs to candidly assess whether
its limited staff size and/or lack of ERISA
expertise means that plan participants would be
better served with experienced professionals in
charge of managing assets and liabilities
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Pension De-Risking for
Employee Benefit Sponsors:
Legal Issues
Designing and Implementing a Strategy to Minimize Risk
and Ensure ERISA Compliance

Mayer Brown is a global legal services provider comprising legal practices that are separate entities (the "Mayer Brown Practices"). The Mayer Brown Practices are: Mayer Brown LLP and Mayer Brown Europe–Brussels LLP, both limited liability partnerships established in Illinois USA;
Mayer Brown International LLP, a limited liability partnership incorporated in England and Wales (authorized and regulated by the Solicitors Regulation Authority and registered in England and Wales number OC 303359); Mayer Brown, a SELAS established in France; Mayer Brown
JSM, a Hong Kong partnership and its associated legal practices in Asia; and Tauil & Chequer Advogados, a Brazilian law partnership with which Mayer Brown is associated. Mayer Brown Consulting (Singapore) Pte. Ltd and its subsidiary, which are affiliated with Mayer Brown, provide
customs and trade advisory and consultancy services, not legal services. "Mayer Brown" and the Mayer Brown logo are the trademarks of the Mayer Brown Practices in their respective jurisdictions.

SETTLOR VS. FIDUCIARY
DECISIONS IN A DE-RISKING
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Settlor Decisions
• The decision whether to terminate a plan, or to amend an ongoing
plan to transfer some portion of its obligations to an insurance
company in satisfaction of its obligations, or to provide for a window
of time during which lump sums will be available to participants is a
settlor function–the plan sponsor may make the decision in its best
interests–not the best interests of the participants
• Typically a plan sponsor at the beginning stages of a de-risking will
have a financial advisor that carefully analyzes and advises the
employer on the effect of a de-risking on contribution obligations
and other expenses associated with the plan and on financial
reporting
• The sponsor may act on this advice in its best interests and is not
constrained to act in the best interests of the participants, though
employee relations may impose constraints
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Settlor Decisions
• The choice of form of de-risking transaction is a complex exercise –
sponsor will want to review issue of lump sum windows vs. annuities
or in combination with annuities, and in any case which segment of
the population for which to purchase the annuities or to offer lump
sum distributions
– Decision entails financial, legal and administrative analysis
– Sponsor may do preliminary RFPs with insurance companies to get a
sense of cost for different segments of the population, and the effect
on funding ratio for balance of plan
– For lump sum, consider legal risks (some of the issues though not all
have been addressed by IRS private letter rulings), data issues, and
cost and funding issues (e.g., effect of offering lump sum on cost of
annuity to be purchased for remaining participants in pay status
immediately thereafter).
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Fiduciary Decisions
• Once the design decision has been made (that is once the decision to
terminate or to purchase annuities, or to offer a lump sum window, has
been made, and the target segment of the plan population identified), the
implementation of that decision is a fiduciary function. In the case of an
annuity purchase, some of the more significant fiduciary decisions faced by
the relevant fiduciaries for the plan include:
• Selection and monitoring of financial advisor or an independent fiduciary

• The selection of the annuity carrier
• The negotiation of the group annuity contract
• Negotiation of the assets transferred (cash or in-kind) to insurance
company
• (Often) the negotiation of a forward commitment
• Participant Communications.
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ERISA Fiduciary Standards - General
• The standards under ERISA section 404(a) for a
fiduciary include prudence (i.e., the duty of acting as
a "prudent expert"), acting exclusively for the purpose
of paying benefits and defraying reasonable plan
administrative costs, acting solely in the interests of
plan participants and beneficiaries, and acting in
accordance with the plan's documents.
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ERISA Fiduciary Standards – Annuity Selection
• Interpretive Bulletin 95-1 is leading DOL guidance for defined benefit plan
fiduciaries selecting annuity provider for benefit distribution. It provides:
– Fiduciary must choose the "safest available annuity provider", unless under the
circumstances it would be in the interest of participants to do otherwise
– Fiduciary must conduct objective, thorough and analytical search

– Fiduciary can't rely solely on insurance rating agencies to rate insurer
– Fiduciary should consider: (i) quality and diversification of insurer's investment
portfolio; (ii) size of insurer relative to proposed contract; (iii) level of insurer's
capital and surplus; (iv) lines of business of the insurer and other indications of its
exposure to risk; (v) structure of the annuity contract and guarantees supporting
the annuities, like separate accounts; (vi) the availability of protection through
state guarantee associations and the extent of the guarantee

The plan fiduciary may be required to hire an independent expert if it does
not have the necessary expertise, or has a conflict of interest
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Selection of Advisors or Independent Fiduciary
• Per above, if the plan is amended to provide for the transfer of liabilities to an insurance
company via the purchase of an annuity contract, the selection of the carrier must satisfy
ERISA's fiduciary requirements, including DOL Interpretive Bulletin 95-1 that requires that the
annuity chosen be the “safest available”
• Because plan fiduciary (individual or committee) often lacks the insurance industry expertise
to apply the “safest available” standard they will at least appoint financial advisors and often
appoint an independent fiduciary (IF). May also want to hire an IF to avoid conflict of interest
claims

• Selection (and ongoing monitoring) of advisors or IF is itself subject to ERISA’s fiduciary
standards
• Selection process for IF should include RFP, consideration of more than one candidate and
interviews
• Thorough vetting of credentials and expertise critical. IF should be chosen based on its
knowledge of the insurance industry and the possible providers, its expertise in analyzing bids
from insurance companies, its ability to effectively negotiate contract with the provider and its
experience with the type of assignment at hand; careful assessment of fees and expenses
(must be reasonable if plan is paying).
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Selection of Carrier, Annuity Premium,
Negotiation of Group Annuity Contract.
• Conduct RFP Process for Identifying Lead Bidder and Annuity Premium.
– Involves reviewing , inter alia, factors relating to insurer creditworthiness and
availability of state guaranty funds, assessment of structural features to be
included in contract (e.g., whether the contract will be backed by the insurer’s
separate account as well as general account, the operation of any sweep
provision), whether transfer of assets may be in cash or in-kind and effect on
premium, and insurer’s infrastructure, competence, experience etc. in
administering defined benefit plan benefits.
– Includes cost considerations to extent provided for by DOL IB 95-1, but note
challenges, particularly in “lift-out annuity” and other situations.

• Negotiate the terms of the actual group annuity contract, including that
contract constitutes irrevocable commitment extinguishing plan liability,
correction/data true up provisions, payment terms that line up with
pension plan terms, and the mechanics for insurer assuming responsibility
for administering the plan and making payments thereunder.
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Negotiation of Commitment Agreement
– In large transactions, prior to the date the group annuity contract (GAC) is
issued, parties may enter binding agreement (a commitment agreement)
which sets forth certain representations, covenants and closing conditions
with respect to the issuance of the GAC
– Agreement may be executed several months prior to the actual GAC issuance
and provides the parties with the lead time for the assumption of the plan
administration by the group annuity provider and issuance of GAC
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Negotiation of Commitment Agreement Cont’d
• Complex provision -- calculation of the actual premium payment to be made at
closing. Base premium established in the bid process is subject to adjustment
(roll forward) to closing date (issuance of GAC). Roll forward accounts for
changes in FMV of assets, data corrections, interest rates and calculation of
pension obligations.

• “Closing conditions” – inter alia, allow IF to confirm that insurer’s
creditworthiness insurer has not materially deteriorated since the signing of
agreement.
• Covenants -- include insurer commitments to seek and obtain any necessary
regulatory filings and consents.
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Negotiation of In-kind asset Transfer
Consideration

• In some cases, transfer of plan assets in kind to insurance
company may result in lower premium.
• Negotiation of asset classes to be transferred and
valuation is fiduciary function.
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Participant Communications

• In plan termination context, Title IV of ERISA and the
regulations dictate the form and content of participant
communications.
• Outside of a plan termination, i.e., in lift-out annuity
situation, consider following plan termination
requirements for communications.
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Developments in Longevity and Pension
De-Risking

• Both interest rates and asset values rose during 2013, and
by the end of 2013, the funding ratios of most defined
benefit plans had dramatically improved
• According to one consulting firm, the aggregate funded
ratio for plans maintained by companies in the Fortune
1000 was 89%, up from 77% at the end of 2012
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Developments in Longevity and Pension
De-Risking

• The improved funding ratios provided sponsors with
significantly improved opportunities for de-risking via
transfers of liabilities to insurance companies or offering
lump sums, and a number of plan sponsors took
advantage of that opportunity during 2014
– Motorola Solutions, Inc. ($3.8 billion)
– Bristol-Myers Squibb Company ($1.4 billion)

– Timken Company ($600 million)
– TRW Automotive Holdings Corporation ($440 million)

– Visteon Corporation ($350 million)

– NCR Corp. ($160 million)
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Developments in Longevity and Pension
De-Risking

• According to various actuarial consultants, by the end of
2014 the funding gains of 2013 were largely reversed, on
account of falling interest rates and mortality gains
• New mortality tables (referred to as "RP-2014") issued in
October 2014 by the American Society of Actuaries;
reflect both current and projected increases in longevity
• See AICPA Technical Q&As, Section 3700, Feb. 2015
“Effect of New Mortality Tables …”(Per GAAP, for financial
reporting, Companies should use mortality assumption
that reflects best estimate of plan’s future experience.)

29

Developments in Longevity and Pension
De-Risking
• Effect of longevity gains: increases projected duration of
streams of benefit payments to plan participants, thereby
increasing the amount of the net projected benefit obligations
plan sponsors must book
• Analysts estimate that the effect of the tables will be to
increase defined benefit plan liabilities by as much as 4%-8%
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Developments in Longevity and Pension
De-Risking
• The effect of low interest rates and increased net pension
obligations may slow de-risking activity via the purchase
of annuities in 2015, but there are a number of other
factors at work that make any prediction difficult
• Separate from the mortality tables used for financial
accounting purposes, the IRS prescribes the mortality
tables to be used for purposes of determining plan
liabilities for funding purposes (i.e., for calculating
employer contributions to the plan) and for calculating
lump sum distributions
• The IRS is not expected to issue tables reflecting RP-2014
until 2016 (or possibly even 2017)
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Developments in Longevity and Pension
De-Risking
• When the IRS mortality tables are revised to reflect RP-2014,
plan liabilities for funding can generally be expected to be
larger (resulting in increased contributions and larger PBGC
variable premiums)
• Similarly, lump sum distributions to participants calculated
under the new tables can generally be expected to be larger
(holding other variables, e.g., interest rates, constant)
• Some consultants have suggested that sponsors may have a
window of opportunity in the next year to pursue de-risking
via offering lump sum distributions that may be smaller than if
distributed after new tables are issued; there may be some
issues with this
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Developments in Longevity and Pension
De-Risking

• New legislation in 2014 (the Highway and Transportation
Funding Act or HATFA) extends MAP-21, which essentially
"smooths" the interest rates used in determining
unfunded plan liabilities (for purposes of determining
required employer contributions and also for determining
whether the plan funding ratio is below 80%, thereby
triggering restrictions on plan distributions)
• In effect, the legislation may make it easier for some plan
sponsors to use plan assets to pursue de-risking without
needing to contribute additional assets to maintain an
80% funding ratio
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Developments in Longevity and Pension
De-Risking

• Premiums payable by defined benefit plans to the Pension
Benefit Guaranty Corporation increased in 2015
– The flat rate premium increased from $49 per participant in
2014 to $57 per participant in 2015
– The variable rate premium increased in 2015 from $14 per
$1,000 of underfunding to $24 per $1,000 of underfunding
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Developments in Longevity and Pension
De-Risking

• Verizon litigation has been generally helpful
– In 2012 plan participants sought (and were denied) a restraining
order with respect to the purchase by the Verizon pension plan
of an $8.4 billion group annuity contract

– In June 2013, the District Court for the Northern District of
Texas dismissed plaintiffs' ERISA claims, but provided them
leave to refile an amended complaint
– Plaintiffs refiled and in April 2014, the court again dismissed
plaintiffs' claims, including plaintiffs’ fiduciary breach claims
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Developments in Longevity and Pension
De-Risking

• In May 2014 the IRS issued four private letter rulings that,
consistent with private letter rulings issued in 2012, hold
that, under the facts described in the rulings, offering a
one time lump sum option for participants in pay status is
not inconsistent with certain technical requirements
referred to as the "minimum distribution rules”
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Developments in Longevity and Pension
De-Risking

• Surveys indicate that the volatility in unfunded pension
obligations continues to provide an incentive for sponsors
to explore moving those obligations off their books
• The determination of the optimal time for a plan sponsor
to do so depends on an array of financial and actuarial
factors, and the design and execution of such a
transaction requires satisfaction of many complex legal
requirements
• Companies interested in implementing such strategies are
advised to seek experienced legal counsel and financial
advisors
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SERVICE PROVIDER DUE DILIGENCE

RISK MANAGEMENT CONCEPTS

 No

universal consensus on terms such as
“pension risk management” or “pension de-risking”
 Question about whether pension de-risking is a
sub-set of pension risk management or a separate
category of strategies and considerations
 No risk-free solution
 No free lunch - EVERY transaction introduces
some new incremental risk(s) while facilitating the
anticipated reduction of other risk(s)
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KEY QUESTIONS ABOUT SERVICE PROVIDER
SELECTION AND MONITORING
 What

is the role that an outside party will play as part of the de-risking
structure?

 Will an independent fiduciary be engaged? An advisor? A consultant? Special
Counsel? Combination?

 Which risk factors should get a higher priority from plan fiduciaries?
 What risk limits will apply and how are they to be determined?
 In the event of a transfer of hard-to-value assets, who will determine

the

valuation of said assets?

 For

a partial or full transfer of assets and liabilities, how will credit risk be
assessed and by whom and how often?

 For a partial or full transfer of assets and liabilities to an insurance company,
what does its risk management infrastructure look like?

 For a Liability-Driven Investment strategy or some type of derivatives overlay,
who determines structure, rebalancing frequency and counterparty limits?
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ECONOMIC, LITIGATION AND REGULATORY
CONSIDERATIONS
 What

are the takeaways from the U.S. Supreme Court decision in Tibble v.
Edison as relates to pension de-risking?

 Will the implementation of an expanded fiduciary rule (as proposed by the U.S.
Department of Labor) have an impact on pension de-risking?

 Will the U.S. Securities and Exchange Commission focus on use of derivatives
and service provider compensation have an impact on pension de-risking?

 What

reasons give rise to a preference for Liability-Driven Investing as
suggested by a recent survey?
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ASSESSING IMPORTANCE OF ACTION
Cost to
Sponsor

?

?

High

Act Now or
Wait?
Low

?

?

Low

High
Probability That Pension Risk Will Worsen
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PRIORITIZING RISK FACTORS FOR
DE-RISKING TRANSACTIONS

Accounting

Actuarial

Allocation

Credit

Demographic

Fiduciary

Liquidity

Litigation

Longevity

M&A

Model

Rating

Regulatory

Reputation

Volatility

43

PRIORITIZING RISK FACTORS FOR
DERIVATIVES-RELATED TRANSACTIONS

Accounting

Authority

Collateral

Complexity

Credit

Fees

Fiduciary

Liquidity

Litigation

Model

Regulatory

Valuation
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MONITORING SUGGESTIONS
U.S. Department of Labor guidance regarding derivatives: “Plan fiduciaries have a
duty to determine the appropriate methodology used to evaluate market risk
and the information which must be collected to do so. Among other things, this
would include, where appropriate, stress simulation models showing the
projected performance of the derivatives and of the plan's portfolio under
various market conditions. Stress simulations are particularly important because
assumptions which may be valid for normal markets may not be valid in
abnormal markets, resulting in significant losses. To the extent that there may be
little pricing information available with respect to some derivatives, reliable price
comparisons may be necessary. After entering into an investment, a plan
fiduciary should be able to obtain timely information from the derivatives dealer
regarding the plan's credit exposure and the current market value of its
derivatives positions, and, where appropriate, should obtain such information
from third parties to determine the current market value of the plan's derivatives
positions, with a frequency that is appropriate to the nature and extent of these
positions.”
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David Hartman
David Hartman is General Counsel and Vice President at General Motors Asset Management
(GMAM), a wholly-owned subsidiary of General Motors Company located in New York City.
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He began his legal career as an associate at Simpson Thacher and Bartlett, LLP.
Mr. Hartman received his J.D. degree from the UCLA School of Law and his B.A., with high
honors, from Colgate University.
Mr. Hartman can be reached at david.hartman@gm.com.
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