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Defined Benefit Pension Plan De-risking Initiatives
Defined benefit pension plans have grown increasingly
complex and pose a myriad of risks to plan sponsors.
Minimum required funding costs, rising PBGC premiums,
and balance sheet liability on financial statements are just
a few challenges facing plan sponsors. These challenges
are especially significant when investment markets are
volatile and interest rates are low, as we have seen during
the past several years.

With either or both approaches, pension plan de-risking
strategies must align with the plan sponsor’s long-term
objectives, such as helping their plan participants prepare
for a financially secure retirement. Most employers,
however, manage toward a series of short-term objectives.
Goals such as minimizing the volatility of annual funding
cost and accounting expense may be short-term goals that
allow the plan sponsor to achieve its long-term objectives.

Pension de-risking techniques can help sponsors mitigate
or eliminate these challenges. De-risking techniques can
take two approaches:

Transfer liability strategies

• Transfer the liability and risk to a third party, which
could be the individual plan participant or an insurance
company.
• Retain the liability as part of the pension plan and apply
de-risking techniques to manage overall risk.

Transferring the liability of a pension plan to a third party
also transfers the risk associated with that liability to a
third party. That third party could be the individual plan
participant or an insurance company. The following table
summarizes how the prominent de-risking techniques
immunize against several key risks and how they help
address the plan sponsor’s de-risking goals.

The optimal de-risking strategy will likely include a
combination of both liability transfer and liability retention
strategies over time.
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Retain liability strategies
De-risking techniques that involve retaining the liability
primarily consist of liability driven investing (LDI) strategies.
LDI strategies attempt to reduce the mismatch between
the interest rate sensitivity of a pension plan’s assets and
liabilities. If the interest rate sensitivities are aligned, a
plan’s funded status will remain level even if there are
movements in interest rates.

A plan sponsor may be unable to implement a de-risking
strategy currently because of cost, market conditions, or
resource availability. Even if implementing a de-risking
technique is not feasible at the present time, plan
sponsors may wish to develop a plan and begin their
preparation for eventual implementation. Interest rates
and economic conditions may only be favorable for a brief
period. If appropriate triggers are met, it is important to be
able to act quickly to take advantage of the conditions.

The graph below shows various LDI strategies and
where they fit on a de-risking spectrum. The vertical axis
represents risk, while the horizontal axis represents the
progression of de-risking the pension plan to the sponsor.
No risk is represented by the bottom of the vertical axis,
so, a fully de-risked pension plan is at the far right on the
horizontal axis.

Further, many of the techniques require complete and
accurate participant data. Data completion projects
are often time-consuming exercises and may involve a
significant research effort into old personnel files, address
searches, and death searches. Finishing these projects
well before implementing a de-risking strategy can save
valuable time and help ensure a successful outcome.
Please contact a Findley consultant to learn more about
analyzing, designing, and implementing de-risking
strategies. We can assist plan sponsors by designing
an individualized plan, developing appropriate triggers
for implementing a technique and monitoring economic
conditions to determine when the triggers are met.

In perspective
The trend toward de-risking, isn’t new (think Ford, GM,
and Verizon in 2012), and it appears to be on the rise.
An analysis of 2014 plan de-risking activity found that 70
plans offered lump sums totaling more than $8 billion to
approximately 290,000 participants. Since that time, we
have witnessed many plan sponsors de-risk through the
use of lump sum windows and participant buy-outs. A 2015
survey of finance executives for companies with pension
plans indicated that 49% anticipated executing a lump sum
window, while 36% expected some form of annuity transfer
through 2016.
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The information provided is a summary and should
not be relied upon in lieu of the full text of a particular
law, regulation, notice, opinion, legislative proposal or
other pertinent information, and the advice of your legal
counsel. Findley does not practice law or accounting,
and this publication is not legal or tax advice. Legal
issues concerning your employee benefit plans should
be discussed with your legal counsel. This publication
is intended for informational purposes only and is in no
way intended to offer investment advice or investment
recommendations.
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