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Lump Sum and Risk Transfer: Why Defi ned Benefi t Plan 
Sponsors Should Consider Risk Transfer as Early as 2012
By Sean Brennan

marKet COnteXt
The past six months have illustrated that the inflationary 
pressures have yet to materialize into upward pressure 
on interest rates. Market turmoil–including uncertainty 
around the European debt crisis, the lackluster recovery 
in the U.S. followed by the downgrade of U.S. debt and 
the increasing duration of the Federal Reserve’s balance 
sheet–has kept long-maturity interest rates historically 

low and suggests that there 
is no near-term end in sight 
to the low-rate environment. 
U.S. pension liability values 
for funding, accounting and 
annuity purchase purposes are 
not directly linked to Treasury 
rates, but are generally val-
ued based on high investment-
grade corporate bond yields. 

While Treasury yields declined in the second half of 
2011, the overall negative economic outlook had the 
effect of widening corporate spreads. The end result 
was an overall decline in corporate rates, although by 
an amount less than the decline in Treasury yields. The 
impact for pension plans included pension discount 
rates that were starkly lower at the end of the year than 
before the U.S. downgrade, which resulted in further 
erosion of funded status and increased required cash 
contributions for 2012 and 2013.

Of course, the decline in Treasury and corporate bond 
yields drove up bond values as well as pension liabili-
ties. The most commonly used benchmarks for pen-

sion plans experienced returns during the same time 
ranging from 4% (Barclays Capital Aggregate Bond 
Benchmark) to as high as 13% (Barclays Capital Long 
Government/ Credit Bond Benchmark).

u.s. COrpOrate bOnd marKet vieWs
Historically, the relationship credit yields have main-
tained with Treasury rates of similar maturity has been 
relatively consistent outside of highly volatile mar-
ket downturns and recoveries. If this pattern were to 
continue, the prevailing view on U.S. Treasury yields 
would lead us to conclude that credit yields would rise 
to a similar degree. Recent headlines in the pension 
industry have reflected the commitments of several 
sponsors of large pension plans to acquire liability-like 
bond portfolios. These sponsors have indicated publicly 
that as their plans’ funded statuses improve, they expect 
to reduce their investment risk by selling equities and 
buying bonds.

As a result, we see two primary reasons why a more 
optimistic outlook for long corporate benchmarks (and 
hence, a pessimistic outlook for liabilities) may be 
appropriate than for U.S. Treasury portfolios:

• Credit spreads are currently carrying a higher yield 
by 140 bps–250 bps than Treasuries, which will 
help avert declining values due to rising rates.

• Due to the limited issuance of long corporate debt, 
the trend toward de-risking for DB plan sponsors 
may offset, partially or completely, the inflationary 
pressures on corporate yields. 

Supply becomes a more acute issue as you target a pro-
gressively closer hedge to PPA and U.S. GAAP curves

To provide some context, defined benefit plan assets 
for nonpublic plans totaled roughly $2.2 trillion1 at 
year-end 2010. A shift in asset allocation of only 20% 
of those assets from equity into fixed income would 
match the total amount available in the Barclays Capital 
Long Corporate AAA-AA-A benchmark shown at left.
The increased demand in corporate bonds will make it 
harder for some plans and insurers to build their ideal 
“lowest risk” bond portfolios. That additional risk will 
be borne by plan sponsors either directly, if they main-
tain the liabilities on the balance sheet, or indirectly 
through increased costs for annuity purchases.
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erode those losses. This is the equivalent of “selling 
high and buying lower.” A reasonable reaction to this 
approach may be to ask, “If we sell fixed income to de-
risk, how is there any risk reduction?” In many cases, 
this will actually still result in reduced risk for plan 
sponsors, in addition to being a savvy investment move. 
Liquidating fixed income assets to pay lump sums 
could result in as much as a 3% –15%2 reduction in the 
funded status volatility (measured in dollars), depend-
ing on the characteristics of the fixed income assets 
used. Additionally, plan sponsors will save on Pension 
Benefit Guaranty Corporation premiums, administra-
tive expenses and potentially other costs.

Other COnsideratiOns
Thus far, we have only discussed investment-related 
reasons, but there are other reasons for plan sponsors 
to act immediately. The Society of Actuaries recently 
developed and proposed a new mortality table to be 
used as the standard table for U.S. actuarial valuations, 
which assume longer expected lifetimes for both males 
and females. If adopted as anticipated by the IRS, the 
enhanced tables could add 2%–4% to TV liabilities as 
early as 2014. This would increase lump-sum costs 
for this population or result in increased contribution 
requirements if lump sums are not offered, thus pro-
viding more incentive to plan sponsors to consider a 
cashout ahead of the change in standards.

COnClusiOn
The decision on if and when sponsors should pay lump 
sums, and out of what assets, involves many consid-
erations in this discussion but which are important to 

Why lump sums may prOvide an  
arbitrage OppOrtunity
Effective from the beginning of a plan’s 2012 plan year, 
corporate bond yields have been fully phased in as the 
basis for minimum participant lump-sum calculations 
under Section 417(e) of the Internal Revenue Code. 
For plans that do not currently allow for a lump-sum 
option to certain participants, many are considering 
amending their plan to allow TVs to take their benefit 
immediately as a lump sum. When the plan is amended 
for this purpose, plan sponsors have some flexibility in 
the interest-rate basis they elect to use in the calculation 
of lump-sum amounts at the time they amend the plan 
to allow for lump sums. As shown in the chart to the 
right, there are two elements of the lumpsum interest-
rate basis plan sponsors can elect.

As mentioned earlier, the sharp decline in corporate 
bond yields began during August 2011. As a result, 
plan sponsors electing to use a five-month lookback, 
that is, relying on the average corporate bond yields 
during July 2011, will likely use higher interest rates 
for determining lump sums than were used to deter-
mine the accounting liability at year-end accounting 
disclosure. The result would see plan sponsors settling 
liabilities through lump-sum cashouts at amounts less 
than what was held on the balance sheet at year-end for 
these same participants, and that is also less than the 
economic value of the liability at today’s rates.

The ability to look back to more favorable interest rates 
alone may not compel plan sponsors to pay out lump 
sums during 2012. If a plan sponsor expects corporate 
bond yields to rise to a yield higher than those during 
July 2011, then it may be prudent to opt to do nothing. 
This is where the investment considerations should not 
be ignored. The potential arbitrage opportunity depends 
on which assets are liquidated in order to pay lump 
sums.

The typical plan sponsor holds approximately 30%–
40% fixed income, and that portion of the portfolio 
should have had positive returns since July 2011, 
although it may have underperformed the mark-to-
market plan liabilities. Paying lump sums out of fixed 
income assets now would essentially negate the liability 
returns during the reference period, while capitalizing 
the fixed income returns before rising yields could 

“The ability to look back to more favorable interest 
rates alone may not compel plan sponsors to pay out 

lump sums during 2012.“
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take into account. These considerations include par-
ticipant security, plan administration, data quality, legal 
issues and overall logistics of executing the lump-sum 
offering. The appropriateness of an investment- and 
risk-management strategy in the plan, both before and 
after lump sums are paid, requires detailed analysis and 
will vary by plan sponsor. However, for plan sponsors 
looking to reduce risk, we feel that the factors outlined 
above suggest that sponsors may benefit from consider-
ing risk-transfer opportunities much sooner than they 
may have anticipated.
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END NOTES
  
1  Mercer estimate from publicly available informa-

tion.
2    Results above are based on Mercer’s Capital Market 

Outlook, January 2012. 
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