
ADVENTURES IN 
PENSION RISK 
MANAGEMENT

The more underfunded a plan is, the more overburdened its 

sponsor will become with expenses. The largest component 

of that upward spiral consists of dues levied by the Pension 

Benefit Guaranty Corporation (PBGC), the government 

agency that insures DB plans. To set its variable-rate 

premium (VRP), the PBGC measures unfunded liabilities. 

For individual companies, such premiums more than tripled 

between 2011 and 2016, and are on pace to quadruple come 

2019. Among respondents, 22% rank PBGC premiums as 

most likely to cause their companies to modify their 
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pension funding policies and 

practices over the next two 

years—the same number as 

those that cite access to capital/

interest rates as the top factor. 

(See Figure 1.) 

Bob Anderson, SVP and corpo-

rate controller of International 

Flavors & Fragrances, says that 

the burdensome PBGC premi-

ums could drive the company to 

offer lump-sum cash buyouts to 

groups of pension plan partici-

pants; the fewer participants, the 

less the premium. “If the premi-

ums become a little too onerous, 

we might have to do something 

like that,” says Anderson. 

With interest rates still stub-

bornly low, sponsors of un-

derfunded plans can borrow 

money cheaply, adding the 

proceeds to their pension plans 

and ridding themselves of the 

costly VRP. In a recent survey 

of 175 senior finance execu-

tives, nearly three-quarters of 

respondents say they are either 

considering increasing their 

pension contributions (33%) 

or have already done so (40%) 

specifically because they want 

to reduce PGBC premiums. 

The survey, conducted by CFO 

Research in collaboration with 

Mercer, drew responses pri-

marily from CFOs, CEOs, and 

finance directors. More than 

half (53%) of the respondents 

represent companies with an-

nual revenue of between $500 

million and $5 billion, with 81% 

having DB plan assets ranging 

from $100 million to $5 billion. 

Respondents, who are based 

in the U.S., come from a broad 

range of industries. CFO Re-

search and Mercer have been 

conducting the survey on a 

biennial basis since 2011. 

Among respondents following 

or contemplating a pre-funding 

strategy, more than one in five 

companies (22%) are borrow-

ing to fund pension plans – an 

increase over prior years. (See 

Figure 2.)

FIGURE 1  
What changes do you believe are most likely to cause your organization to modify its 
pension funding policies and practices over the next two years? 
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For “well-rated companies,” says 

John Merino, corporate vice 

president and principal account-

ing officer at FedEx Corp., “the 

debt markets are still attractive.” 

To fund its pension contribu-

tions, FedEx issued debt earlier 

this year. Whether relying on 

debt or deploying extra cash, 

sponsors may want to acceler-

ate their efforts to improve their 

pensions’ funded status while 

their contributions are tax de-

ductible at the current corporate 

tax rate of 35%. Proposals for tax 

reform, which could be imple-

mented as soon as 2018, would 

slash the corporate tax rate to 

15%, reducing the benefit that 

companies receive for funding 

their pensions. 

Nearly eight in ten respondents 

say the prospect of lower cor-

porate taxes has led them to 

either consider pre-funding their 

DB plans this year to a greater 

extent than they have in past 

years (42%) or drove them to 

begin contributing beyond the 

minimum amount in 2016 (35%). 

Overall, companies are fund-

ing their plans at higher levels 

compared to 2015, when CFO 

Research and Mercer last fielded 

the survey.

Detroit-based DTE Energy, which 

develops and manages ener-

gy-related businesses such as an 

electric utility and a natural gas 

utility, has in recent years been 

“pretty consistently over and 

above our minimum in terms of 

funding,” says CFO Peter Olek-

siak. The company’s goal: “We’ll 

be fully funded within a five-year 

window,” says Oleksiak.

Tax reform may also include 

an incentive for businesses to 

repatriate cash from overseas—

money that companies can use 

to increase the funding level of 

their pension plans. After all, 

companies that have designs 

on eventually replacing their DB 

plans with defined contribution 

plans, such as 401(k)s, must still 

fulfill the commitments they’ve 

made to workers and retirees. 

The extent to which a pension 

plan is underfunded only adds to 

the cost of meeting obligations. 

Especially in a low interest-rate 

environment, many sponsors 

have “closed” plans to new 

entrants or “frozen” them all 

together to eliminate the growth 

in obligation from continuing 

accruals.

FIGURE 2 

The percentage of survey 
respondents who either 
voluntarily pre-funded 

their plan in 2016 or are 
considering voluntary pre-
funding their plan in 2017

77% 22% 
Among respondents who 

voluntarily pre-funded their 
plan in 2016 or are considering 
voluntary pre-funding their plan 
in 2017, the percentage who are 

borrowing money to execute 
their pre-funding strategy
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In 2014, Society of Actuaries 

findings revealed that retirees 

were living longer than ever, 

forcing pension plans to change 

their projections regarding the 

lifespan of participants. But 

roughly a year later, in the fall 

of 2015, updated projections, 

based on data from the Social 

Security Administration, scaled 

back those projections—along 

with pension liabilities. In the 

2015 survey conducted by CFO 

Research and Mercer, a plurality 

of respondents, 36%, said that 

changes in mortality assump-

tions were most likely to cause 

them to change their pension 

practices and funding policies. 

In the most recent survey, the 

number had shrunken to 15%, 

suggesting that plan sponsors 

had adjusted to factoring in such 

fluctuations. Oleksiak, for one, 

wasn’t surprised when he saw 

the updated mortality calcula-

tions. “As a CFO I was excited,” 

he recalls. “But as a man I wasn’t 

happy—because I was not ex-

pected to live as long.”

That said, sponsors also have an 

incentive to make lump-sum of-

fers to former employees soon-

er rather than later. As of 2018, 

proposed regulations updating 

mortality tables are scheduled 

to go into effect, boosting plan 

funding liabilities as well as 

PBGC variable rate premiums. 

By making the offer, companies 

hope to transfer some pension 

liabilities off their books to plan 

participants – who in many cases 

welcome the opportunity to 

consolidate retirement savings.

Last year, FedEx offered lump-

sum payouts to former em-

ployees who were fully vested 

in their pension benefits, but 

not yet old enough to collect 

them. “In terms of the number 

of takers, it met our expecta-

tions,” says Merino. “Those PBGC 

premiums are going up and up, 

so we are trying to eliminate 

future expense. I think it’s just 

responsible management to look 

at opportunities to reduce risk in 

this area.”

For some companies, success-

fully managing pension risk will 

require that they commit them-

selves to implementing a new 

and different investment strate-

gy. Others, no less determined, 

may decide they are better off 

transferring the risk. Either way, 

their balance sheets will thank 

them.
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ranging from $100 million to $5 

billion. Respondents, who are 

based in the U.S., come from 

a broad range of industries. 

CFO Research and Mercer have 

fielded the survey on a biennial 

basis since 2011. 

Nearly half of respondents 

whose plans are open and 

accruing benefits for all eligible 

employees say that it is either 

“very likely” (27%) or “likely” 

(19%) that they will close their 

DB plans to new hires in the next 

two years. Slightly more than 

one-third of these respondents, 

35%, plan to close their DB 

plans and freeze accruals for all 

employees.

For sponsors, developing a 

pension exit strategy involves 

designing a step-by-step process 

that requires changing asset 

allocation, lowering pension 

risk as frozen plans move closer 

to termination. At Cretex, a 

$400-million maker of medical 

devices that recently celebrated 

its 100th year of operation, 

the prospect of closing its DB 

plan to new participants began 

germinating many years ago. 

“It was something we had been 

contemplating for a long time,” 

says CFO Steven Ragaller, 

adding that the “financial crisis 

in 2008 made the decision 

easier.” That year, the company 

also froze the DB plan, meaning 

participants would no longer 

accrue credits under the formula 

used to calculate benefits. 

“Pension liabilities were growing 

at a rapid rate, and it was a 

risk we were struggling to 

manage,” says Ragaller. Even 

a frozen pension still runs up 

expenses, requiring maintenance 

in the form of administrators, 

investment managers and 

advisors, among others.

The low interest rate 

environment has increased 

plan liabilities, lowering its 

funded status. Plan sponsors 

also want to avoid volatility in 

their financial statements, which 

is why more than eight in ten 

respondents say they either have 

a “dynamic de-risking strategy 

in place” (42%) or “are currently 

considering one” (40%). (See 

Figure 1.) DB Plan sponsors 

may use a variety of tactics, 

weighing such considerations 

as the plan’s objective, time 

horizon, the magnitude of their 

obligations and the state of 

the economy. Common de-

risking maneuvers include 

liability-driven investment (LDI) 

strategies, lump-sum offerings 

and purchasing annuities.

At Detroit-based DTE Energy, 

where a portion of employees 

remain enrolled in the DB plan, 

the primary investment aim has 

evolved from maximizing returns 

FIGURE 1  
Dynamic De-risking Approach

Percentages don’t total 100 due to rounding.
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to reducing volatility. “We have 

been working on getting a little 

more interest-rate protection 

within the plan,” says CFO Peter 

Oleksiak. With that objective 

in mind, plan assets have been 

invested in long-term equities, 

both in the U.S. and abroad, and 

in a portfolio of debt, some of 

it long duration—which reduces 

volatility, as well as returns, over 

time. Reflecting the gap in its 

funded status, DTE’s plan also 

has a “good portion” invested in 

alternatives, including both real 

assets and hedge funds.

As the company’s funding 

level rises closer to 100%—it’s 

currently at about 80%—

Oleksiak says the plan will 

seek to further de-risk asset 

holdings by raising its hedge 

ratio, broadening its strategy 

to include derivatives and 

adding additional fixed-income 

investments.  “We haven’t done 

that yet,” OIeksiak says, “but 

we are starting to look at the 

possibility.” Examples of such 

derivatives include interest rate 

swaps. Almost half of survey 

respondents say their companies 

plan to “make greater use of 

synthetic financial instruments 

and derivatives to limit risk,” 

with 20% considering it “very 

likely” and 26% judging it “likely.” 

Some companies seek to 

mitigate plan risks by using 

an LDI strategy, relying on 

their assets to shadow their 

liabilities, and focusing less 

on making gains and more on 

protecting against downside 

risk as the plan’s funded status 

improves. Among survey 

respondents who have a 

dynamic de-risking strategy 

in place, a strong majority of 

those who either increased 

their DB plan’s allocation to 

fixed-income investments 

or adjusted the duration of 

fixed-income investments as 

a hedge against liabilities are 

satisfied with their actions 

(91% and 86%, respectively). In 

the next two years, more than 

half of all respondents (53%) 

say they are likely to increase 

their allocation of fixed-income 

investments, almost identical 

to the proportion who say they 

consider it likely that they’ll 

adjust the duration of their fixed-

income investments to match 

liabilities (50%).

Persistently low interest 

rates—which drive down the 

discount rates that pension 

plan managers use to make 

their calculations—make the 

challenge of matching assets 

with liabilities that much more 

fraught. “We didn’t plan on 

being underfunded, but interest 

rates have caught up with us 

over the last several years.” 

Says Gregg Ferlin, VP of finance 

at Community Foundation of 

Northwest Indiana, a holding 

company for healthcare provider 

systems. “That really increased 

our liabilities.” Given the heft 

of the organization’s pension 

plan—about $220 million in 

assets, currently overmatched by 

$250 million in liabilities—swings 

in interest rates can cause 

seismic shifts. In 2011, Ferlin’s 

first year at the company, diving 

interest rates buoyed liabilities 

by $40 million; the next year, a 

directional shift sank them by 

almost as much. “Our assets 

have performed well over the 

past year, like everyone else’s,” 

says Ferlin. As interest rates 

gradually inch upwards, with the 

pension’s funding level reaching 

certain benchmarks, Community 

Foundation of Northwest 

Indiana’s glide-path strategy 

will automatically shift its asset 

allocation more toward fixed-

income investments. “Once it’s 

100% funded, it’s 100% in fixed-

income investments that match 

liabilities,” says Ferlin. “In theory, 

you’re perfectly hedged against 

any change in the market. You’ll 

never get out of whack in your 

funding.”

Among survey respondents 

that have implemented such a 

glide-path strategy, 86% report 

that they are “satisfied” with the 

plan, including about 27% who 

say they are “very satisfied.”  

De-risking is an arduous 

journey for FedEx, whose 

DB assets total $24 billion. 
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In terms of asset allocation, 

“we employ a mix that has 

matured to be consistent 

with our risk management 

strategy,” says John Merino, 

corporate vice president and 

principal accounting officer at 

the Memphis-based delivery 

service. Six years ago, about 

one-quarter of the fund’s 

investments were in fixed-

income investments; now about 

half of these assets are invested 

in fixed-income securities, 

including corporate bonds and 

international investments (29%) 

and government fixed-income 

securities (22%).  As the duration 

of the company’s liabilities has 

changed, “we have revised 

our investments to match the 

liability,” says Merino. 

As survey respondents made 

clear, monitoring so many 

moving parts—from interest 

rates to mortality tables to 

equity markets— isn’t simple. 

Among respondents, 55% say 

they agree that they “struggle 

to find the time and expertise 

required to fully meet our 

obligations related to overseeing 

the investment strategy of my 

organization’s pension plan.” At 

DTE Energy, Oleksiak not only 

oversees the trust investment 

group, but also chairs a 

cross-functional investment 

committee, comprised of reps 

from functions such as finance, 

HR, and legal. In addition to its 

internal groups, “we use some 

outside advisors to help us with 

our LDI strategy,” says Oleksiak.

This stress such planning puts 

on the time and expertise 

of internal resources has led 

more and more plan sponsors 

to delegate the execution of 

their investment strategies to 

outside experts. Ideally, such a 

service provider offers know-

how not only about investment 

strategies but also compliance 

concerns and other aspects of 

fiduciary oversight. More than 

half of survey respondents 

say their pension governance 

operates under an Outsourced 

Chief Investment Officer (OCIO) 

structure, with equal proportions 

doing so either “partly” (27%) or 

“fully” (26%). (See Figure 2.) 

Given how much more complex 

pension strategy is compared 

to traditional investing—based 

on maximizing returns, not on 

matching liabilities or minimizing 

interest-rate risk— DB plan 

sponsors may be wise to assume 

that the necessary transactions 

can’t be handled efficiently on a 

part-time basis. Someone who 

understands the demand for 

reliable data, the key economic 

“ AS THE DURATION OF THE COMPANY’S 
LIABILITIES HAS CHANGED, WE HAVE 
REVISED OUR INVESTMENTS TO MATCH 
THE LIABILITY.” 

—John Merino, corporate vice president and  
principal accounting officer, FedEx.
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drivers and other underlying 

mechanics is likely positioned 

to make better decisions. One 

move, after all, dictates the next: 

if interest rates rise, then pension 

funding levels improve, leading 

companies to wonder whether 

the time is right to begin 

negotiations with an insurance 

company, shifting DB plan 

liability and purchasing a group 

annuity. The chances of getting 

the desired outcome are better 

if the decision maker can act as 

close as possible to real-time, 

exploiting fast-moving market 

changes. 

 “Ultimately, we know what 

business we are in—and we’re 

not in the business of funding 

pension plans,” says Bob 

Anderson, SVP and corporate 

controller of International 

Flavors and Fragrances. “The 

best we can do is tweak the 

strategy, all within the context 

of taking risk off the table. But 

we know that the time is coming 

when we will need to do more.” 

And time, for traditional pension 

funds, is in short supply.
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FIGURE 2  
DB Investment Governance Structure

Percentages don’t total 100 due to rounding.
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must distribute all benefits, 

either in the form of a lump 

sum or by buying an annuity 

for employees. No matter 

how eager sponsors may be 

to shed the costs and risks 

associated with pension 

plans—which face increased 

funding level volatility, not to 

mention changing regulatory 

requirements—companies can’t 

simply abandon their obligations 

to participants, regulators, and 

other stakeholders.

While companies may aim 

to target a specific interest-

rate window, the speed at 

which pension sponsors can 

progress is determined by a 

host of regulatory requirements 

and federal watchdogs. “The 

process is quite rigid,” says 

Steven Ragaller, CFO of Cretex 

Companies, which makes 

medical devices. “Following the 

rules from ERISA, DOL, and the 

IRS, you just put your guardrails 

up and your path is pretty well-

laid-out.” The government also 

imposes fiduciary obligations 

on plan sponsors, requiring 

that they choose the “safest 

available” annuity when they 

transfer the plan’s liabilities to an 

insurer.

Traditional pensions haven’t all 

been put out to pasture. DB 

plans remain active and intact 

in some industries, in some 

cases owing to a strong union 

presence. In a survey of 175 DB 

plan sponsors, the majority of 

respondents (58%) report having 

DB plans that are open and 

accruing benefits for all eligible 

employees. Still a significant 

chunk of sponsors, 42%, say that 

their DB plans are either closed 

to new employees or in some 

stage of being frozen.

Evolving attitudes regarding 

pension plans were explored in 
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a recent survey conducted by 

CFO Research in collaboration 

with Mercer. The online 

questionnaire drew responses 

primarily from CFOs, CEOs, and 

finance directors. More than 

half (53%) of the respondents 

represent companies with 

annual revenue of between 

$500 million and $5 billion, 

with 81% having DB plan assets 

ranging from $100 million to $5 

billion. Respondents, who are 

based in the U.S., come from 

a broad range of industries. 

CFO Research and Mercer have 

fielded the survey on a biennial 

basis since 2011.

Sponsors looking to transfer 

liabilities off of their balance 

sheet need to make sure to 

push the pension plan’s funding 

level to at least 80%: that’s a 

requirement for those that want 

to reduce their overall pension 

obligation by offering lump-

sum payouts to terminated-

vested participants. Nearly 

75% of survey respondents 

say they have already offered 

lump-sum payments to certain 

participants since 2012 – up 

from 59% two years ago. 

Almost 90% say they were 

satisfied with the result of 

offering those one-time 

payments. More than 50% 

consider it likely that their 

companies will take some 

form of lump-sum risk-transfer 

action in the next couple of 

years – for many of these 

sponsors, this will be a second 

or third lump-sum offer.

For participants, the option of 

taking a lump-sum distribution 

requires careful guidance. 

As tempting as it may be, 

participants must be educated 

on the details; for instance, if 

they don’t roll the funds into 

another retirement plan within 

60 days, they’ll have to pay 

taxes on it. “We were committed 

to helping people plan for their 

retirement,” says one CFO 

responding to the survey. “In 

some cases, people took the 

lump sum and spent it. I’m 

always saddened when I hear 

that that’s what people have 

done.” 

Bob Anderson, SVP and 

corporate controller of 

International Flavors and 

Fragrances, says that he 

understands the appeal of 

making lump-sum payments, 

but has grander plans in mind. 

“The lump-sums would be a way 

to reduce everything, from our 

PBGC premiums to our number 

of participants, as well as our 

assets and liabilities,” he says. 

“We could do it if the premiums 

become a little too onerous. 

But for me, I’d rather get rid of 

everything at once.” To do that, 

Anderson would embark on a 

full plan termination, paying 

lump sums to those who choose 

that options, and then paying an 

insurer to purchase an annuity 

that would cover remaining 

participants. 

A significant number 

sponsors have implemented 

an annuity buyout for some 

pension participants. In that 

transaction, the insurer assumes 

responsibility for the sponsor’s 

retirement liabilities. Among 

survey respondents, more 

than half (55%) have either 

completed such an annuity 

buyout or are considering it. The 

vast majority of those buyouts, 

81%, have been aimed at all 

retirees (see Figure 1).

What’s holding others back 

from doing it? Perhaps the 

perception, shared by the 

majority, that such annuities are 

either “expensive” (37%) or “very 

expensive” (25%). Specifically, 
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“ WE KNOW WHAT BUSINESS WE ARE IN—
AND WE’RE NOT IN THE BUSINESS OF 
FUNDING PENSION PLANS.” 

—Bob Anderson, SVP and corporate controller, 

 International Flavors & Fragrances



respondents estimate that 

the cost of an annuity would 

require their pensions to post 

a projected benefit obligation 

(PBO) of over 110%. Indeed, 

Anderson estimates that the 

company’s pension would have 

to be over-funded by between 

10% and 20%. “I’m not sure we 

want to put that much money 

in to get there,” he says. But 

changing market forces have 

driven down the cost of annuity 

purchase. In fact, the vast 

majority of retiree buyouts are 

transacted at between 100% and 

110% of PBO.

On an economic basis – 

considering additional retention 

costs, like PBGC premiums and 

ongoing administrative and 

investment expenses – the cost 

of purchasing annuities can 

be at a discount to the plan 

liability. This is especially true 

for smaller-benefit retirees who 

typically have high expense cost 

to pension value ratios. “The 

insurance market for pension 

risk transfer is larger and more 

sophisticated than it has ever 

been,” says Mercer’s Melissa 

Moore. “Insurers are fully able 

to support the current demand 

with attractive pricing, but as 

more plans become fully funded, 

this dynamic could change.”

An annuity transfer also places 

a heightened burden on data, 

which must be scrubbed clean 

before being exchanged. 

Beneficiary information must 

be updated, including that of 

participants who have been 

“missing” and need to be found. 

Too often, Mercer has found, 

pension data is stored in a 

variety of locations and formats 

rather than in a single electronic 

platform that can facilitate a 

seamless transfer to an insurer. 

There is frequently a disconnect 

between the perception of data 

readiness and the reality. More 

than eight in ten respondents 

believe their data is clean 

enough to be able to transact in 

a matter of weeks. (See Figure 

2.) However, Mercer’s experience 

is that most plan sponsors 

need to do a material level of 

data cleanup that takes longer. 

Getting data squared away 

now facilitates a clean, efficient 

transaction later.

The journey to pension 

termination, after all, is long 

enough. At Cretex, the excursion 

that launched in 2008 reached 

its ultimate destination in the 

fourth quarter of 2016. “We 

made the final contribution to 

fully fund the pension and to 
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FIGURE 1  
Structure of retiree annuities conducted in the  
past three years 

Percentages don’t total 100 due to rounding.

For all retirees

For retirees up to a 
benefit-level threshold

2.5% For a subset of retirees 
based on other criteria 

81%

8%



purchase annuities, and we sold 

the liabilities to an insurance 

company,” says Ragaller. 

Accurately foretelling future 

expenses is challenging, 

potentially putting the 

company’s cash flow at risk. 

“It’s hard to anticipate future 

liabilities because people 

keep living longer. And PBGC 

premiums have been going up 

significantly. Plus, it costs us 

to administer the plan,” says 

Ragaller. “Also, we weren’t 

getting a great return because 

we had adopted a low-risk 

approach to investing. We 

looked at all of that and we 

figured, ‘since we have the cash, 

it makes sense to get rid of the 

liability.’”

A year or so later, it makes 

even better sense. “We’ve 

moved entirely to a defined-

contribution structure,” says 

Ragaller. “And that is much, 

much easier to manage. 

Looking back, the decision 

seems like an obvious one.” 

And, he might have added, a 

smart one too.
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FIGURE 2  
Quality of Plan Participant Data
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