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fact that the operating environment is dramatically
different now. Markets are more global, complex
and volatile. The public is ready to pounce at any
hint of scandal. Regulators fear another S&L crisis.
Seniorexecutives contemplate the effect of Sarbanes-
Oxley compliance on retirement plan administra-
tion. Governors and mayors struggle with angry
taxpayers and shrinking budgets. The list goes on.
One thing is certain. The status quo is over. Man-
aging under the old paradigm is sub-par and may
even be an open invitation to allegations of fiduciary
breach.

The Six Ls

As shown in Exhibit One, economic loss
weighs heavily on beneficiaries, shareholders and
taxpayers, whether realized or not. An inability to
write checks on time, if at all, can trigger a variety of
nasty events, including forced borrowing, rating
downgrades, diminished cash flow and an unhappy
labor force pushed to accept lower benefits in lieu of
job loss. At the same time, decision-makers enjoy
less protection than before as fiduciary liability
underwriters rescind or dramatically limit coverage,
increase premiums, and in some cases, require in-
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Exhibit One: Drivers for Change

VARIABLE
Liability

Liquidity

Literacy

Litigation

Longevity

Loss

IMPLICATIONS

Fiduciary insurance policy costs can go up at the
same time that coverage is limited.

Existing asset allocations may have to change in
order to have an appropriate amount of cash on
hand.

Effective decision-making is not possible unless
fiduciaries understand their duties and what it
takes to discharge them.

Pension-related litigation is on the rise for both
defendants and plaintiffs.

Expected longer life spans compel sponsors to
offer appropriate investment choices or invest
assets themselves to ensure adequate funds.
Notwithstanding the differences among statutory,
accounting and economic pension reporting, a
reported loss can have direct cash flow impact,
may worry taxpayers or shareholders or both and
can trigger a regulatory or rating agency review.
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sured parties to demonstrate the effi-
cacy of their internal controls. Some
of this stems from an inability to rein-
sure the risk.

Litigation worries are another
driver. Bankruptcy filings, plan termi-
nations, bad investment performance,
excess company stock in defined con-
tribution plans and tag-along securi-
ties actions contribute to what is seen
by many as a growth industry. Statis-
tics from the Administrative Office of
the U.S. Courts confirm that ERISA
filings have gone up from 9,167 cases
in2000to 11,499 casesin 2004. Many
posit there is more to come. Defined
benefit plan sponsors are under in-
creasing pressure to make up for big

A Letter From Our Managing Director

Dear Friend:

I am pleased to bring you this article, written by Dr.
Susan Mangiero. Susan is a Senior Expert with The Michel-
Shaked Group and loves the challenge of researching and con-
sulting on financial issues. Some areas of her expertise include
pension plans, ERISA, derivatives and hedge funds. Unfortu-
nately for our financial and legal systems, it is highly likely that
litigation in these areas will intensify. The past several years
have seen a dramatic increase in pension litigation. We have
been retained on a number of ERISA cases, both for the Depart-
ment of Labor and in private litigation.

Whether you advise a client on what preemptive actions
should be taken to avoid a lawsuit, or are contemplating filing
suit on a pension matter, I hope that this article is both clarifying
and useful.

losses associated with market rever-
sals, anemic equity returns, widening
asset-liability gaps and a wider array
of choices, including complex securi-
ties and strategies. It only takes a few
highly-publicized losses to encourage
individuals and institutions to seek re-
dress through the legal system.
Besides fear of default, regula-
tory action is putting everyone on notice. Questions
about the appropriate rate to discount future ex-
pected liabilities, whether to continue to allow defi-
cit smoothing and how to close the gap between
statutory and economic shortfall reporting are just a
few of the things keeping regulators busy. Stagger-
ing payouts by the Pension Benefit Guaranty Corpo-
ration do not help. Notably, in November 2004, the
PBGC announced afiscal year-end shortfall of $23.3
billion, more than double the amount a year earlier.
If there was ever a time to wake up and smell the
coffee, this is it. If plan sponsors and their boards do
not awaken to the challenges and become proactive,
the time to contain the liability exposure may pass.
Add demographics to the mix and trustees
really lose sleep. With more than 70 million
individuals born during the Baby Boom (1946-
1964) and now set to retire, defined benefit plan
sponsors can ill-afford to ignore the relationship
between longevity and liquidity. At a minimum,

Best regards,

Tecoel

Prof. Israel Shaked

plan sponsors need to evaluate current and projected
asset allocation strategies to make sure they will
have enough cash when needed. A more thorough
approach entails some kind of sensitivity analysis so
employers better understand what and how liquidity
difficulties can arise. The irony is that some firms
will invest in higher risk securities, anticipating
higherreturns butexperiencing greater costs if things
sour and they are slapped with a lawsuit.

Literacy — or lack thereof— continues to be
abigissue. More than a few fiduciaries are unaware
of their status, have limited financial backgrounds,
are unfamiliar with the required Prudent Expert
standard of care and are not at all comfortable with
cornerstone concepts such as asset allocation,
diversification, hedging, risk measurement,
operational controls and suitability.

Making matters worse, retirement plan
decisions may get short shrift because no one is
available on a full-time basis to address them. These



personnel issues are far from trivial. Not addressing
them could signal a lack of commitment to putting
and keeping good stewards in place. On a positive
note, there are things that can be done to implement
best practices with respect to
staffing, some of which are

ACTION STEPS

New Paradigm

® (Create a fiduciary selection process that
describes required experience and knowledge.

As pension issues

make their way to the execu- o
tive suite and the statehouse
equivalent, the notion of an
integrated framework for
pension managementis gain-
ing ground. Best fiduciary year.
practices are slowly, but
surely, being viewed as a
combination of regulatory,
economic and structural ac-
tivities, as illustrated in Exhibit Three. Several
reasons account for this new paradigm, not the least
of which is the recognition that pension manage-
ment is a more complex process today than it was
even five years ago. It is virtually impossible to
discharge fiduciary duties without acknowledging
that regulation and the structural framework have a
direct impact on investing
and related risk management
decisions. At the same time,
an inability to finance prom-
ises (or correctly make de-
fined contribution recom-
mendations that reflect the
employee base) puts a spon-
sor at risk, inviting regula-
tion. Just as important, be-
ing agood watchdogrequires
access toinformation, some-
thing thatis not possible with-
out paying for a comprehen-
sive database and analytic
engine. Probably most important is having a senior
level buy-in that retirement benefits are an integral
part of effectively motivating the workforce.

control concepts.

as applicable.

Economic

Exhibit Two: Fiduciary Literacy

Require fiduciaries to take a comprehensive
training program at inception that ties together
operational, regulatory, investment and risk

®  Askfiduciaries to take a periodic review course
and submit a statement of qualifications each

®  Budgetadequate resources for full-time persons,

Exhibit Three: Integrated Framework

Regulatory

Investing and Risk Managment

With respect to the management and overall
care of pension assets, there is a veritable feast of
fiduciary hot buttons. Ques-
tions about whether to use
derivatives, invest in hedge
funds, mark-to-market pri-
vate equity and venture capi-
tal holdings, establish uni-
form controls for external
money managers or develop
(and compute) risk measure-
ment standards are para-
mount to core principles of
prudence, loyalty and care.
As Exhibit Four suggests,
pension plan sponsors who
automatically reject deriva-
tives out of hand may find
themselves on the defensive,
trying to explain the absence of a well thought-out
plan. Some even posit a fiduciary duty to hedge
market risk against changes in interest rates, equity
values, commodity prices or currency movements.

Plans that invest in (or recommend) instru-
ments or funds with a short performance history,
sloppy record-keeping or excessive use of leverage,
inter alia, could find them-
selvesintrouble. Even when
no loss occurs, fiduciaries
may be held accountable,and
asked to explain poor perfor-
mance, payment of high fees
or use of particular outside
service providers. All of
these consequences can re-
sult from the lack of apply-
ing a stringent standard of
care to managing the retire-
ment plan.

Procedural prudence
is everything. This term im-
plies that the process by which information is gath-
ered,evaluated and acted upon is the core activity by
which the plan fiduciary is evaluated. This means

Structural



Exhibit Four: Use of Financial Derivatives

“In determining whether to invest in a particular derivative, plan
fiduciaries are required to engage in the same general procedures
and undertake the same type of analysis that they would in
making any other investment decision. This would include, but
not be limited to, a consideration of how the investment fits
within the plan’s investment policy, what role the particular
derivative plays in the plan’s portfolio, and the plan’s potential
exposure to losses. While derivatives may be a useful tool for
managing a variety of risks and for broadening investment
alternatives in a plan’s portfolio, investments in certain
derivatives, such as structured notes and collateralized mortgage
obligations, may require a higher degree of sophistication and
understanding on the part of plan fiduciaries than other
investments. Characteristics of such derivatives may include
extreme price volatility, a high degree of leverage, limited
testing by markets, and difficulty in determining the market
value of the derivative due to illiquid market conditions.”

Source: PWBA letter, dated March 21, 1996, to Comptroller of the
Currency, Honorable Eugene A. Ludwig

having clear and detailed documentation, including
an Investment Policy Statement which sets forth a
plan’s objectives and constraints, along with spe-
cific guidance about permissible investments. Be-
yond that, interested parties should be able to evi-
dence acogentprocess about why and how a particu-
lar decision was made. Keeping good records of
“what if” sensitivity analyses, notes from meetings
about investing in new products and back-up re-
search are a few examples. Having a robust paper
trail in place for several years allows someone else
to reconstruct the due diligence and decision-mak-
ing processes. This is a lifesaver for anyone who
remains after the original trade or process architect
has resigned, retired or transferred elsewhere.

Conclusion

As Confucius aptly voiced, “a journey of a
thousand miles begins with a single step.” Fiducia-
ries have their work cut out for them. Guided by law
but hopefully inspired by the spirit of promise-
keeping, anyone in a position of trust knows what is
atstake. Knowledge,experience and process are the
three touchstones without which the pension system
is likely to crumble. Managing operational, regula-
tory and investment risk is a big job. Taking action
now, even incrementally, is really the only choice.

For reprints of previous articles in this series, please
contact The Michel-Shaked Group.
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