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Introduction

IN DECEMBER 2010, General Electric held its Annual Outlook Investor Meeting at Rockefeller Center in New York City. At the meeting, chief executive Jeffrey Immelt stood on the Saturday Night Live stage and gave the gathered analysts and shareholders a rundown on the global conglomerate’s health. But in contrast to the iconic comedy show that is filmed at Rock Center each week, Immelt’s tone was solemn. Like many other CEOs at large companies, Immelt pointed out that his firm’s pension plan was an ongoing problem. The “pension has been a drag for a decade,” he said, and it would cause the company to lose thirteen cents per share the next year. Regretfully, to rein in costs, GE was going to close the pension plan to new employees.

The audience had every reason to believe him. An escalating chorus of bloggers, pundits, talk show hosts, and media stories bemoan the burgeoning pension-and-retirement crisis in America, and GE was just the latest of hundreds of companies, from IBM to Verizon, that have slashed pensions and medical benefits for millions of American retirees. To justify these cuts, companies complain that they’re victims of a “perfect storm” of uncontrollable economic forces—an aging workforce, entitled retirees, a stock market debacle, and an outmoded pension system that cripples their chances of competing against pensionless competitors and companies overseas.

What Immelt didn’t mention was that, far from being a burden, GE’s pension and retiree plans had contributed billions of dollars to the company’s bottom line over the past decade and a half, and were responsible for a chunk of the earnings that the executives had taken credit for. Nor were these retirement programs—even with GE’s 230,000 retirees—bleeding the company of cash. In fact, GE hadn’t contributed a cent to the workers’ pension plans since 1987 but still had enough money to cover all the current and future retirees.

And yet, despite all this, Immelt’s assessment wasn’t entirely inaccurate. The company did indeed have another pension plan that really was a burden: the one for GE executives. And unlike the pension plans for a quarter of a million workers and retirees, the executive pensions, with a $4.4 billion obligation, have always been a drag on earnings and have always drained cash from company coffers: more than $573 million over the past three years alone.

So a question remains: With its fully funded pension plan, why was GE closing its pensions?

That is one of the questions this book seeks to answer. Retirement Heist explains what really happened to GE’s pensions as well as to the retirement benefits of millions of Americans at thousands of companies. No one disputes that there’s a retirement crisis, but the crisis was no demographic accident. It was manufactured by an alliance of two groups: top executives and their facilitators in the retirement industry—benefits consultants, insurance companies, and banks—all of whom played a huge and hidden role in the death spiral of American pensions and benefits.

Yet, unlike the banking industry, which was rightly blamed for the subprime mortgage crisis, the masterminds responsible for the retirement crisis have walked away blame-free. And, unlike the pension raiders of the 1980s, who killed pensions to extract the surplus assets, they face no censure. If anything they are viewed as beleaguered captains valiantly trying to keep their overloaded ships from being sunk in a perfect storm. In reality, they’re the silent pirates who looted the ships and left them to sink, along with the retirees, as they sailed away safely in their lifeboats.

The roots of this crisis took hold two decades ago, when corporate pension plans, by and large, were well funded, thanks in large part to rules enacted in the 1970s that required employers to fund the plans adequately and laws adopted in the 1980s that made it tougher for companies to raid the plans or use the assets for their own benefit. Thanks to these rules, and to the long-running bull market that pumped up assets, by the end of the 1990s pension plans at many large companies had such massive surpluses that the companies could have fully paid their current and future retirees’ pensions, even if all of them lived to be ninety-nine and the companies never contributed another dime.

But despite the rules protecting pension funds, U.S. companies siphoned billions of dollars in assets from their pension plans. Many, like Verizon, used the assets to finance downsizings, offering departing employees additional pension payouts in lieu of cash severance. Others, like GE, sold pension surpluses in restructuring deals, indirectly converting pension assets into cash.

To replenish the surplus assets in their pension piggy banks, companies cut benefits. Initially, employees didn’t question why companies with multi-billion-dollar pension surpluses were cutting pensions that weren’t costing them anything, because no one noticed their pensions were being cut. Employers used actuarial sleight of hand to disguise the cuts, typically by changing the traditional pensions to seemingly simple account-style plans.

Cutting benefits provided a secondary windfall: It boosted earnings, thanks to new accounting rules that required employers to put their pension obligations on their books. Cutting pensions reduced the obligations, which generated gains that are added to income. These accounting rules are the Rosetta Stone that explains why companies with massively overfunded pension plans went on a pension-cutting spree and began slashing retiree health benefits even when their costs were falling. By giving companies an incentive to reduce the liability on their books, the accounting rules turned retiree benefits plans into cookie jars of potential earnings enhancements and provided employers with the means to convert the trillion dollars in pensions and retiree benefits into an immediate, dollar-for-dollar benefit for the company.

With perfectly legal loopholes that enabled companies to tap pension plans like piggy banks, and accounting rules that rewarded employers for cutting benefits, retiree benefits plans soon morphed into profit centers, and populations of retirees essentially became portfolios of assets and debts, which passed from company to company in swirls of mergers, spin-offs, and acquisitions. And with each of these restructuring deals, the subsequent owner aimed to squeeze a profit from the portfolio, always at the expense of the retirees.

The flexibility in the accounting rules, which gave employers enormous latitude to raise or lower their obligations by billions of dollars, also turned retiree plans into handy earnings-management tools.

Unfortunately for employees and retirees, these newfound tricks coincided with the trend of tying executive pay to performance. Thus, deliberately or not, the executives who green-lighted massive retiree cuts were indirectly boosting their own pay.

As their pay grew, managers and officers began diverting growing amounts into deferred-compensation plans, which are unfunded and therefore create a liability. Meanwhile, their supplemental executive pensions, which are based on pay, ballooned along with their compensation. Today, it’s common for a large company to owe its executives several billion dollars in pensions and deferred compensation.

These growing “executive legacy liabilities” are included in the pension obligations employers report to shareholders, and account for many of the “growing pension costs” companies are complaining about. Analysts, shareholders, and others don’t understand that executive obligations are no different from pension obligations for rank-and-file workers and retirees—they are governed by the same accounting rules, and they represent IOUs that a company has on its books. In some ways, executive liabilities are like public pensions: large, growing, and underfunded (or, as in the case of the executives, unfunded).

Unlike regular pensions, the growing executive liabilities are largely hidden, buried within the figures for regular pensions. So even as employers bemoaned their pension burdens, the executive pensions and deferred comp were becoming in some companies a bigger drag on profits.

To offset the impact of their growing executive liabilities on profits, many companies take out billions of dollars of life insurance on their employees, using the policies as informal executive pension funds and collecting death benefits when workers, former employees, and retirees die.

With the help of well-connected Washington lobbyists and leading law firms, over the past two decades employers have steadily used legislation and the courts to undermine protections under federal law, making it almost impossible for employees and retirees to challenge their employers’ maneuvers. With no punitive damages under pension law, employers face little risk when they unilaterally slash benefits, even when promised in writing, since they can pay their lawyers with pension assets and drag out the cases until the retirees give up or die.

As employers curtail traditional pensions, employees are increasingly relying on 401(k) plans, which have already proven to be a failure. Employees save too little, too late, spend the money before retiring, and can see their savings erased when the market nosedives.

But 401(k)s have other features that ensure that the plans, as they exist, will never benefit the majority of employees. The plans are supposed to provide a level playing field, the do-it-yourself retirement vehicle so perfect for an “ownership” society. But the game has been rigged from the beginning. Many companies use these plans as part of a strategy to borrow money cheaply, or in schemes to siphon assets from pension funds.

And just as the new accounting rules led to such mischief, so too did new anti-discrimination rules. Implemented in the 1990s, the rules were intended to ensure that employers didn’t use taxpayer-subsidized 401(k) plans for the favored few, but would make them available to a broad swath of workers. But thanks to the creativity of benefits consultants, employers have used the discrimination rules to shut millions of low-paid employees out of their plans and to provide them with less generous benefits, while enacting other restrictions that make the plans more valuable to managers and executives, at the expense of everyone else.

Today, pension plans are collectively underfunded, hundreds are frozen, and retiree health benefits are an endangered species. And as executive pay and executive pensions spiral, these executive liabilities are slowly replacing pension obligations on many corporate balance sheets.

Meanwhile, the same crowd that created this mess—employers, consultants, and financial firms—are now the primary architects of the “reforms” that will supposedly clean it up. Under the guise of improving retirement security, their “solutions” will enable employers to continue to manipulate retirement plans to generate profit and enrich executives at the expense of employees and retirees. Shareholders pay a price, too.

Their tactics haven’t served as case studies at Harvard Business School, and aren’t mentioned in the copious surveys and studies consultants produce for a gullible public. But the masterminds of this heist should take a bow: They managed to take hundreds of billions of dollars in retirement benefits that were intended for millions of workers and divert them to corporate coffers, shareholders, and their own pockets. And they’re still at it. It might not be possible to resuscitate pension plans, but it isn’t too late to expose the machinations of the retirement industry, which has its tentacles into every type of retirement benefit: profit-sharing plans, 401(k)s, employee stock ownership plans (ESOPs), and plans for public employees, nonprofits, small businesses, and even churches. The retirement industry has exported its tactics, using them to achieve similar outcomes in retirement plans in Canada, Europe, Australia, and elsewhere, and has big plans for Social Security and its overseas equivalents as well. Unless it is reined in, the global retirement industry will continue to capture retirement wealth earned by many to enrich a relative few.


CHAPTER 1

Siphon: HOW COMPANIES PLUNDER
THE PENSION PIGGY BANKS

IN NOVEMBER 1999, a group of the nation’s leading pension experts met at the Labor Department in Washington to discuss a $250 billion problem. After eight years of double-digit returns, the pension plans at American corporations had more than a quarter of a trillion dollars in excess assets. Not a shortage of assets—excess assets. At some companies, the surpluses had reached almost laughable levels: $25 billion at GE, $24 billion at Verizon, $20 billion at AT&T, $7 billion at IBM.

One might expect that such lush asset balances would be something to celebrate.

Pension assets had been building for years, the result of downsizings, a robust stock market, laws enacted in 1974 that required employers to adequately fund pensions, and a 1990 law that made it harder for them to raid the surplus by terminating their pensions.

Thanks to this, many employers hadn’t contributed a cent to their plans since the 1980s, yet they still had enough money to cover the pensions of all current and future retirees even if they lived to be one hundred. With so much money, the plans would cost the companies nothing for years to come.

But employers weren’t celebrating. The money was burning a hole in their pockets. In theory, surplus pension assets are supposed to remain in the pension plans, to provide cushion for the inevitable times when investment returns are weak and interest rates fall. But employers felt that requiring companies to use pension money only to pay pensions made no sense.

“Rigid and irrational legal restrictions trap these surplus assets in the pension plans and prevent them from being used productively,” maintained Mark Ugoretz, the head of ERIC, a group that lobbies for employers on benefits matters.

Complaining that the pension assets were “locked up,” employers had asked the ERISA Advisory Council to study the issue. Employers had good reason to believe that the council would recommend changes they wanted. The council consists of fifteen members, appointed by the secretary of labor, to advise the department on benefits matters.

The revolving cast includes representatives from think tanks, academia, unions, and pension administrators. But the council has often been dominated by corporate representatives, who influence the choice of topics and suggest which expert witnesses should testify. Nine of the fifteen appointed members of the council at the time were representatives of employers and financial firms, and many of the experts they invited to testify not surprisingly shared employers’ views.

At the 1999 hearings, executives from DuPont, Northrop Grumman, and Marathon Oil strongly advocated allowing employers to withdraw pension money to pay for their retiree health benefits. This would not only be good for retirees, they said, but good for retirement security overall.

John Vine, a lawyer from Covington & Burling, a Washington law firm that had advised clients on myriad methods to monetize their pension surplus, discussed ways employers could extract the assets in mergers or use them to pay severance costs or even to “provide enhanced pension benefits to a subclass of the plan’s current participants” (e.g., the employer’s executives).

Michael J. Harrison, human resources vice president at Lucent Technologies, the giant AT&T spin-off, liked the idea of using surplus assets to pay executive benefits. (The language was less blunt; he and others advised using surplus assets to pay for pension benefits “in excess of qualified plan limits (such as 415 and 401[a][17] limits).”)

Like other witnesses, he maintained that allowing employers to drain the surplus assets from pension plans would actually enhance retirement security. “We believe making excess pension assets more freely available for other constructive purposes would encourage more companies to voluntarily sponsor defined benefit pension plans and encourage companies to enhance participants’ security by funding these plans at a higher level,” he testified.

DuPont’s chief actuary, Ken Porter, minced no words regarding on whose behalf the company managed the pension plans: “As a publicly traded company, DuPont has a fiduciary responsibility to its owners. We have been entrusted with the owners’ assets with the expectation that we will allocate our resources efficiently and appropriately to provide for all of our corporate obligations,” he said.

A witness from the AFL-CIO had the temerity to suggest that employers use the surplus to increase benefits or provide cost-of-living increases for retirees. Porter dismissed this notion, saying that using the surplus to pay benefits would dilute reported earnings. “Accordingly, business competitiveness issues, not pension asset values, dictate when and whether benefits levels are changed.”

Ron Gebhardtsbauer, senior pension fellow of the American Academy of Actuaries, echoed this trickle-down concept, testifying that if employers could use pension assets for their own benefit, it would actually help the employees and retirees. “Strengthening employer solvency can create more security for the pension plan…surplus assets could be helpful to strengthen a company at an important time…the best insurance is a strong employer.”

The experts who testified also included consultants from Watson Wyatt Worldwide and Mercer, two of the largest global benefits-consulting firms, which for years had helped large employers use all these strategies to tap their pension plans like piggy banks. They felt that these were all great ideas, as did the chairman of the working group, Michael J. Gulotta. As chief of AT&T’s actuarial consulting unit, he had helped the company and many others convert billions of dollars in its pension assets into company assets. They all had much to gain by helping employers further unlock the riches in their pension assets, and they already had plenty of experience doing so.

Not surprisingly, their final report concluded that “for the good of America,” the government ought to loosen the withdrawal rules. The irony is that all these employers, and many others, had already been quietly siphoning billions from their pension plans for years. They were merely seeking “reforms” that would open the spigots even further.

The arguments sounded plausible: Pension plans already had too much money and would only become even more overstuffed. After all, the stock market, like real estate, would only go up: The economy was buzzing, the government had a massive budget surplus, and interest rates were low.

One of the few dissenting voices was David Certner’s. AARP’s legislative affairs watchdog, Certner was adamant that pension assets be used for no purpose other than providing pension benefits. “The funds are put into the pension trust for the exclusive benefit of the participants,” he said at one of the council’s meetings.

Allowing employers to use the money for anything else would put the plans at risk, Certner warned, because employers would be tempted to skim off excess funds in good times and then face shortfalls when the markets declined. He warned that the recent bull market would end and that changes in the economy, interest rates, or market returns could quickly erase the surplus, putting individuals at risk. If the plans failed, participants could see a big chunk of their benefits wiped out.

If his warnings sound familiar, it’s because every single one of Certner’s predictions came true. But nobody was listening. And nothing has changed. These are the strategies employers were using—and have continued to use—to drain their pensions.

PARTING GIFTS

One common use of pension assets has been to finance restructurings. In 1994, Bell Atlantic, formed after the breakup of the Baby Bells in the early 1980s, was transforming not only its technology but also its workforce. In 1994, it had 100,000 employees, many of whom had been on the job for decades. This was exactly the cohort that many industries, including the fast-changing telecom sector, were eager to whittle down. Workers were in their peak earnings years, and the value of their pensions, which was based on tenure, was about to spike. Severance is typically paid for with cash, so shedding this large cohort would be costly.

Fortuitously, Bell Atlantic had a lushly overfunded pension plan and, like many companies, it offered to sweeten the pensions of those it was letting go. Over the next six years the company used $3 billion in pension assets to finance early-retirement incentives for 25,000 managers. Using pension surplus not only saved the company cash but saved payroll taxes, because, unlike severance pay, money paid from a pension in lieu of severance isn’t subject to the 7.65 percent Social Security (FICA) taxes.

Pension law doesn’t allow companies to use pension assets to pay severance, so companies characterized the payments as “termination benefits,” “shutdown benefits,” or “additional pension credits” that might provide people additional years of service or the equivalent of, say, an additional year of an employee’s pay.

Bell Atlantic merged with GTE (formerly known as General Telephone & Electronics Corp.) in 2000 and changed its name to Verizon Communications, but the pension withdrawals continued. Over the next five years, Verizon continued to pay for retirement incentives using pension assets, even though the surplus, which had peaked at $24 billion in 2000, had shrunk to only $1.7 billion by the beginning of 2005, thanks to market losses and company withdrawals.

Verizon then had to make a critical decision: It could stop withdrawing assets to finance layoffs, and let the pension plan rebuild its cushion of assets to provide employees and retirees with greater retirement security. Or it could cut pensions, which would lop off some of the liability, making the plan better funded.

The company chose the latter strategy, and froze the pensions of its fifty thousand management employees. The move eliminated $3 billion in liabilities from the books and replenished the surplus. Of course, Verizon didn’t describe the transaction that way. “This restructuring reflects the realities of our changing world,” Verizon chairman and CEO Ivan Seidenberg said in a statement announcing the change. “Companies today, including many we compete with, are not adopting defined benefit pension plans.” Verizon subsequently withdrew $5 billion from the surplus, and the 2008 market crisis wiped out the rest. By early 2011, the plan had a deficit of $3.4 billion.

Seidenberg wasn’t affected by the pension freeze. His supplemental executive pensions and deferred-compensation plans had grown to $96 million by the beginning of 2011.

In the 1990s, dozens of companies, including utilities, defense contractors, and manufacturers, began relying on their pension funds to finance restructuring. Unfortunately, the companies with the biggest incentive to do this were companies in a downward financial spiral. Delta and United, struggling in the travel slump after the September 11 terrorist attacks, each used roughly half a billion dollars to fund buyouts and pay termination benefits to employees they laid off. Each subsequently declared bankruptcy, and the pension plans they handed over to the Pension Benefit Guaranty Corp. (PBGC), the federal pension insurer, were so underfunded that employees lost billions in pensions they were entitled to.

The Big Three automakers took this route, too. General Motors, the poster child for chronic underfunding, used $2.9 billion in pension assets to pay for lump-sum severance benefits in 2008. In 2007, Ford Motor Co. used $2.4 billion, a move that left it with no cushion when the market cratered in 2008. By 2011, the pension had a $6.7 billion shortfall. Delphi, the eternally troubled auto parts spin-off of GM, entered bankruptcy in 2005, yet the following year used $1.9 billion in pension assets to pay for its “special attrition program,” which is what it called its buyout program. The pension never recovered, and Delphi dumped the plans for seventy thousand workers and retirees on the PBGC in 2009. Delphi employees were devastated. Mark Zellers, a Delphi retiree in Columbus, Ohio, lost a third of his pension and took a $9-per-hour job at Home Depot to help make up for the difference and pay for his health care, which was also eliminated in the bankruptcy.

ROBBING PETER TO PAY PAUL

Companies giving their workforces makeovers tapped the pension plans to pay for another essential benefit: retiree health benefits. These health plans continue a retiree’s health coverage until age sixty-five, when Medicare kicks in. Employers don’t usually fund the plans, instead paying the cost of the coverage each year, the same pay-as-you-go arrangement used for medical plans for current employees. Thus, pulling cash from pension plans to pay for these costs enables companies to avoid using cash to pay the benefits. Over the past two decades, companies have also siphoned billions of dollars from their pension plans to pay for retiree health benefits.

DuPont pioneered the practice. It dipped into its pension assets on more than seven different occasions during the 1990s, drawing out $1.7 billion to pay for retiree health benefits. It also used “a significant amount” of surplus pension assets to finance a number of voluntary retirement programs. The market decline in the early 2000s erased what was left of the pension surplus. DuPont froze its pension starting in 2007, but that wasn’t enough to restore it to health, and by early 2011 the plan was $5.5 billion in the hole.

Employers had lobbied aggressively for the right to use pension assets for retiree medical benefits, which are called “420 transfers,” after the section of the tax code they fall under. They argued that if a plan had a surplus, why not use it to benefit the retirees? Congress agreed in 1990, but included some limits. To protect the pension plan, employers could withdraw the assets only if the plan had a surplus. But that didn’t stop employers from pulling money from their deteriorating pension plans anyway. Despite the market decline between 2000 and 2002, Allegheny Technologies, Qwest, and U.S. Steel continued to transfer millions of dollars from their pension plans to pay for retiree health benefits, moves that contributed to their subsequent deficits.

The practice continues. Prudential Financial transferred $1 billion from its pension plan in 2007 to pay for several years’ worth of retiree health benefits, and Florida Power & Light transferred more than $180 million from its pension plan between 2005 and 2010. Their pension plans remain well funded, but so, initially, did the pensions of the companies above.

SELLING SURPLUS ASSETS

Mergers, acquisitions, and spin-offs have also enabled companies to convert their surplus pension assets into cash. The strategy might be as simple as merging an underfunded pension plan with an overfunded one. But there are were less obvious ways to monetize the assets.

One strategy involves selling a unit to another company, then handing over more pension money than is needed to pay the benefits of the transferred workers and retirees, in exchange for a higher sale price. General Electric is a master of the practice. In 1993 it sold an aerospace unit to fellow defense contractor Martin Marietta. In the deal, it transferred thirty thousand employees and $1.2 billion in pension assets to Martin Marietta to cover the liabilities for their pensions. That was $531 million more than was needed to fulfill the pension obligations. By getting a better price for the unit because it came with the surplus, GE effectively got to put half a billion dollars from its pension plan into its pocket.

GE did dozens of such deals over the years, monetizing billions of dollars of pension assets. Thanks to this and other practices, the $24 billion in surplus in its plan in 1999 evaporated in the following years, and at the beginning of 2011 the plan was short $6 billion.

The Defense Department wasn’t asleep at the wheel during these deals. It sued GE to recover the surplus, because when the government provides money in its contracts to fund pension and retiree medical benefits, the company is supposed to return the money if it is not subsequently used for benefits. The money isn’t supposed to vanish into company coffers.

Contractors get around this by restructuring. If a contractor closes a segment, it has to hand the pension surplus to the government; but if the contractor sells the unit, it can turn the pension over to the acquirer and get some cash for the surplus out of the deal. The new owner can then close the segment, which is what Martin Marietta did to the GE unit it acquired. Government lawyers consider these to be sham transactions intended to help the contractor raid the pension, and the legal tugs-of-war between defense contractors and the government over the scalping of retiree assets have kept a generation of Justice Department lawyers busy for years.

GE countersued the U.S. government in the U.S. Court of Federal Claims in Washington,* saying not only was it entitled to keep the entire surplus, but the government actually owed GE hundreds of millions of dollars. The company’s reasoning? Because GE transferred so much pension money to Martin Marietta, the pensions of the aerospace workers it didn’t transfer were now less well funded. GE wanted the government to pony up the shortfall. This was just one of roughly twenty lawsuits between GE and the federal government regarding retiree assets that have slogged through the courts in the past two decades.

There’s no way to know how many billions of dollars in pension assets vanished into the coffers of dealmakers in the frenzy of acquisitions, mergers, spin-offs, and the like, because the details are concealed in non-public-disclosure documents.

Generally, lawsuits are the only way these transactions are flushed into the open. Employees have sued when they learned that the surplus in their pension plans was being used to top up the pension of a newly acquired company, or for some other corporate purpose. But the courts have essentially green-lighted these indirect pension raids.*

Companies keep these arrangements out of the limelight because employers are fiduciaries, meaning they’re supposed to manage the plans solely for the benefit of participants and beneficiaries. Actuaries and lawyers discussed this dilemma at a session on “Consulting in Mergers & Acquisitions” at a professional conference in 1996. Their solution? Don’t put it in writing. “The parties need to cut a purchase price and that’s it,” said a partner with the New York corporate law firm Sullivan & Cromwell. “That way nobody can pinpoint what portion of the purchase price, if any, was attributable to the pension surplus.”

A principal at Mercer, the human resources and benefits consulting firm, explained that some of the companies he worked with “believe that none of this should be documented, so they don’t leave a nice paper trail. You need to decide what situation you find yourself in.” The panelists noted that buyers typically pay fifty to eighty cents on the dollar for surplus assets.

PENSION PARACHUTES

Conveniently, when key managers lose their jobs in connection with mergers, spin-offs, and other restructurings, the pension plan can help finance their departure payments. These arrangements also remain off the radar screen of regulators, employees, and the IRS. In 1999, Royal & Sun Alliance, a global London-based insurer, closed a Midwest division and laid off all 228 of its employees. Just before the shutdown, the insurer, commonly known as RSA, amended the division’s employee pension plan to award larger benefits to eight departing officers and directors. One human resources executive, for example, got an additional $5,270 a month for life, paid out in a lump sum of $792,963.

Fruehauf Trailer Corp. used a trickier maneuver to deliver departure bonuses to its human resources executives. The truck manufacturer was going over a cliff in 1996, and about three weeks before it filed for bankruptcy protection, the company transferred $2.4 million in surplus assets from the union side of Fruehauf’s pension plan into the frozen plan for salaried employees. It then awarded large pension increases to a select few. The most substantial increases went to members of the Pension Administration Committee, including a 200 percent increase to the vice president of human resources and a 470 percent increase to the controller.*

AT&T used pension assets in a variety of ways. In 1997, AT&T offered 15,300 older managers the equivalent of a half-year’s pay, in the form of a cash payout from the pension plan as severance if they voluntarily agreed to retire. The move consumed $2 billion in pension assets.

Michael J. Gulotta, who led the ERISA Advisory Council task force as it explored ways to use pension assets, was also the president of Actuarial Sciences Associates, AT&T’s benefits consulting subsidiary. In 1998, he helped the company change its traditional pension to a “cash balance” pension (more on these later), which saved the company $2.2 billion by cutting the benefits of more than 46,000 long-tenured employees in their forties and fifties. Many would see their pensions frozen for the rest of their careers.

Employers can use pension assets to pay the actuaries, lawyers, financial managers, and trustees who provide services related to the management of the pension plans, and uncounted millions have gone to pay the actuaries who craft ways to cut benefits and to lawyers who defend suits brought by pension plan participants. For its consulting and administrative services in connection with the cash balance conversion, AT&T paid ASA $8 million from the trust assets of the AT&T Management Pension Plan.

ASA set up a separate cash-balance plan for itself, using assets from the AT&T Management Pension Plan, which provided ASA managers with 200 percent to 400 percent of the value of what they would have if they had remained under AT&T’s management plan.

Six months later, AT&T sold the Somerset, New Jersey, unit, ASA, to the managers for $50 million, and transferred $25 million in pension assets to ASA, more than twice the amount needed to cover the pensions owed. In 2000, two years after buying ASA from AT&T, Gulotta sold it to the giant insurance and benefits consultant Aon Corp. for $125 million. He remained a principal of the firm until his retirement.

Surplus pension assets have ended up in executives’ pockets in more creative ways. In late 2005, CenturyTel (now CenturyLink), a telecommunications firm based in Monroe, Louisiana, attached a list to its workers’ pension plan with the names of select individuals who would get an extra helping of pension benefits from the plan.

Normally, federal law forbids employers from discriminating in favor of highly paid employees who participate in the regular pension plan; everyone in the plan is supposed to have roughly the same deal. There’s also an IRS limit on the amount a person can earn under the plans. These restrictions are why companies provide separate, supplemental pension plans open only to executives.

But by using complex maneuvers that take advantage of loopholes in the discrimination rules, many companies do, in fact, discriminate in favor of their executives and exceed the statutory ceiling on how much they can receive from the plans.

CenturyTel used one of these techniques in its pension plan, which covered 6,900 workers and retirees, to boost the pensions of eighteen executives in the plan. One of them was chief executive Glen Post, who before the amendment had earned a pension of only $12,000 annually in the regular pension plan. But the increase bumped it up to $110,000 a year in retirement.

The technique doesn’t increase the executive’s retirement benefits. When the swap is made, the supplemental executive pension is reduced by an equal amount. The goal, rather, is to enable companies to tap pension assets to pay for executive pensions—and even their pay.

Intel, the giant semiconductor chip maker based in Santa Clara, California, used this method to move more than $200 million of its deferred-compensation obligations for the top 3 percent to 5 percent of its workforce into the regular pension plan in 2005. Thanks to this, when these executives and other highly paid individuals leave, Intel won’t have to pay them out of cash; the pension plan will pay them (more on this in Chapter 8).

Using these methods, companies have moved hundreds of millions of dollars of executive pension liabilities into the regular pension plans, and then have used pension assets originally intended to pay the benefits of rank-and-file employees to pay the additional pension benefits for executives. The practice exists across all industries: from forest products (Georgia-Pacific) to insurers (Prudential Financial) to banks (Community Bank System Inc.).

The practice has something in common with the practice of selling pension assets: Employers prefer to keep it under wraps, lest it spark a backlash when employees find out the CEO with millions of dollars in supplemental executive pensions is also getting an extra helping from the rank-and-file pension plan.

To “minimize this problem” of employee relations, companies should draw up a memo describing the transfer of supplemental executive benefits to the pension plan and give it “only to employees who are eligible,” wrote a consulting actuary with Milliman Inc., a global benefits consulting firm. Covington & Burling, a Washington, D.C., law firm, advised employers to attach a list to the pension plan, identifying eligible executives by name, title, or Social Security number, along with the dollar amount each will receive. CenturyTel, People’s Energy Corp., and Niagara Mohawk Power Corp., a New York utility that’s part of London-based National Grid PLC, all used methods like this.

Initially, employers used these executive pension transfers as a way to use surplus pension assets, and some companies with overfunded pensions still do. To “take advantage of the Surplus Funds in the Pension Plan,” Florida real estate developer St. Joe Co. amended its employee pension plan in February 2011 to increase benefits for “certain designated executives.” These included departing president and CEO William Britton Greene, who was pushed out by a large shareholder. The amendment more than doubled the pension he’ll receive from the employee pension plan, boosting the lump sum amount from $365,722 to $797,349. Greene also received an exit package worth $7.8 million.

But moving executive pension obligations into the regular pension plans can not only use up the surplus assets, it can put a dent in the rest of the pension assets as well. Today, many pension plans with special executive carve-outs are underfunded, including Carpenter Technology Corp., Parker Hannifin, Illinois Tool Works (which manufactures industrial machinery), PMI Group (a mortgage insurer), ITC Holdings, and Johnson Controls.

TERMINATORS

When it comes to siphoning pension assets, nothing beats terminating the piggy bank and grabbing the entire surplus at once.

This maneuver was common. In the 1980s, employers terminated more than two thousand overfunded pension plans covering over two million participants and snatched surplus assets in excess of $20 billion. Some were inside jobs. Occidental Petroleum terminated its pension in 1983 and paid no income tax on the $400 million in surplus it captured because the company had net losses that year.

Other pension plans fell victim to pension raiders like financier Ronald Perelman, who took over Revlon in 1985, killed the pension plan, and nabbed more than $100 million in surplus pension assets, and Charles Hurwitz, who took over Pacific Lumber, closed down its pension and used $55 million in surplus pension assets to help pay off the debt he took on with the leveraged buyout. To stop these abuses, Congress slapped a 50 percent excise tax on “reversions” in 1990, and pension terminations at large companies slowed almost to a halt. But there was a huge loophole (there always is): A company that terminated its pension could avoid the onerous 50 percent excise tax—and pay only 20 percent—if it put one-quarter of the plan’s surplus into a “replacement plan.” A replacement plan could be another pension. Or it could be a 401(k). The only restriction was that companies allocate the surplus into employee accounts within seven years.

Montgomery Ward was a big beneficiary of this loophole. The stodgy retailer, struggling to compete with low-cost giants like Kmart and Wal-Mart, filed for bankruptcy protection in 1997. Its $1.1 billion pension plan was especially fat, because two years before its bankruptcy filing, Montgomery Ward cut the pension benefits by changing to a less generous plan. This reduced the obligations, and thus increased the surplus.

The company then terminated the pension plan and put 25 percent of the $270 million surplus into a replacement 401(k) plan. It paid the 20 percent excise tax, and the remaining $173 million of the surplus went to Ward income-tax-free, because the company had net operating losses. Ward used the money to pay creditors—the largest of which was the GE Capital unit of General Electric. It emerged from bankruptcy in 1999 as a wholly owned subsidiary of GE Capital, its largest shareholder.

The employees didn’t have much time to build up their 401(k) savings: The company went out of business in early 2001, closed its 250 stores, and laid off 37,000 employees. What about the 20 percent of surplus assets set aside to contribute to employee accounts? The $60 million or so that hadn’t yet been allocated to employee accounts went to creditors, not employees. Creditors have often ended up with the pension surplus. Around the time Montgomery Ward was fattening its plan for slaughter, Edison Brothers Stores, a St. Louis retailer whose chains included Harry’s Big & Tall Stores, entered Chapter 11. It killed the overfunded
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