Risk Management for a Defined Benefit Plan
Contact:  Shawn Wichmeier, email: WISCHMEIER_SHAWN@Lilly.com
Eli Lilly and Company has just under $3 billion in assets in its defined benefit pension plan (top 200 of US corporate DB plans).  These management of these assets are handled internally by a director, two investment managers, a controller, and a financial specialist.  It is the fiduciary duty of this group to ensure that this plan is well managed in the best interests of the beneficiaries (the employees).  For years the plan has been overfunded and the plan sponsor (Eli Lilly and Company) has made the maximum allowed tax-deductible contribution to the plan for each of the last number of years.  

Given the recent, unprecedented three year downturn in the financial markets, the surplus funding of the plan has been diminished to the point that Eli Lilly and company may be forced to make contributions to keep the plan fully funded versus our accumulated benefit obligation.  Unfortunately, there is a high level of correlation between the equity markets and the performance of the company.  When the equity markets are down significantly and the probability of having to a contribution to the pension plan increases, the company is also likely to have less free cash flow and not be as inclined to divert money from necessary investments to fund the pension plan.

Our pension plan is unique in that we have an reasonably aggressive allocation to equities (90% of all assets).  This increased allocation to equities lends to greater volatility in the market value of assets and thus increases the magnitude of a potentially required contribution.  

What we desire:

1) Qualitatively define the Pension Risk as related to potential cash flows from the company.  This may be defined in a number of manners, not withstanding the potential effect on the firm’s debt rating.

2) Determine if this risk is acceptable to the company and the fiduciary interests of the plan beneficiaries.  

3) If the risk is acceptable, explain why.  If not, determine recommendations for bringing the riskiness of the plan in line (changes in asset allocation, use of derivatives, etc).

4) Develop recommendations for strategic and tactical management of plan risk

