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House Bill 5445 - An Act Concerning the Purchase of an Annuity to Fund Pension Benefits

Senator Crisco, Representative Megna and members of the insurance and Reai Estate Committee, the
American Council of Life Insurers (ACLI) appreciates the opportunity to offer the following comments in
opposition to House Bl 5445 - An Act Concerning the Purchase of an Annuity to Fund Penslon Benefits.
The proposed legislation will detrimentally restrict the transfer of pension plan risks and raise the costs
of these beneficial transactions, potentially harming Connecticut consumers.

The Insurance Committee raised and debated similar legislation last year. The committee ultimately
rejected the onerous disclosure section of the proposal and the General Assembly passed Public Act 15-
167 which protects pension derisking annuity contracts from garnishment by creditors. ACLI supporied
the legislation which brought Connecticut statutes into conformance with ERISA plan protections. In
addition, Section 522 of the U.S. Bankruptcy Code includes a provision that a direct transfer of
retirement funds, such as that from a pension to an annuity, will not cease to qualify for protection from
creditors and garnishment (11 U.S.C. Section 522{(b)4)(C)}.

As described in the attached “ACLI Pension De-Risking: Overview,” pension de-risking invoives the
transfer of a pension risk from an employer sponsored plan into an annuity. These transactions typically
involve a group of plan participants who are no longer accruing pension benefits because they have
retired or have left the company. The administration of pension plans can be challenging for employers.
Annuities enable plan sponsors to manage plan funding volatility. With annuities, payments are made to
retirees for life regardless of the health of the employer's business. These transfers can be “win wins” for
employers, employees and retirees.

The life insurers offering the annuities are subject to a robust, modern regulatory regime that holds them
to their commitments through uniform rules for the establishment of reserves, the valuation of assets
and liabilities, and the satisfaction of risk-based capital and other requirements. In contrast to the
underfunding! common in defined benefit pension financing, life insurers are required to hold assets well in
excess of liabilities at all times. And the state insurance regulators conduct routine reviews of the
financial strength of each insurer and its ability to meet its commitments.

Plan participants already receive many notices from both the employer and the insurer which are taitored
to the particular transaction. Current benefit communications required of plan sponsors are regulated by
the U.S. Department of Labor which has jurisdiction over requisite notices. This proposal ignores the
structure of federal law which gives plan sponsors and plan fiduciaries the authority and legal
responsibility for deciding whether to transfer ERISA plan benefit payment ohligations to an insurer,
selecting the insurer and disclosing information to affected retirees.

t The funded ratio of the Milliman 100 PFl was 82.7% at the close of 2015
{http://us.milliman.com/Solutions/Products/Pension-Funding-index/)
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The bill imposes a notice obligation on the insurer before the annuity contract is issued. The timing in the
proposal does not reflect the ERISA-governed relationship between the plan participant and plan
sponsor. Before the annuity contract is issued, these individuals are plan participants under ERISA and
entitled to ERISA plan disciosures from the plan sponsor. Moreover, before the effective date of the
contract, the insurer often will not know who the affected individuals will be or have the contact
information on the plan participant and does not yet have any legal relationship with the individuals. It
makes no sense to impose confusing and potentiaily duplicative disclosure requirements on a party that
has no legal relationship with the disclosure recipients. We have provided a description of ERISA related
safeguards in the attached “ERISA Protections for Annuitants in Pension De-risking Transactions”.

Life insurers are annually and quarterly required to file extremely detailed financial reports to the States,
including listings of assets and actuarial opinions. The state insurance departments, with the assistance
of the NAIC, and the additional input of the rating agencies, are in a far better position than the
individual annulty holder to understand how actuarial assumptions will protect policy and contract holder
obligations. The existing regulatory regime acts to efficiently and effectively protect the payments owed
to annuity holders. Additional financial disclosures, artificially cast to suggest group annuity contracts are
managed separately from the rest of the insurer, would add very little if any benefit for the individual
annuity holder.

The legislation would require that plan sponsors include a statement that annuity payments may become
subject to claims of creditors. As mentioned above, the General Assembly passed Public Act 15-167
which protects pension derisking annuity contracts from garnishment by creditors. In addition, providing
such a general statement incorrectly implies that insurer insolvencies are common. Even in the rare
event of an insurer insolvency, the interests of policyhoiders and annuity contract holders are satisfied
hefore those of bondholders or general creditors.

Thank you for your consideration of our position in opposition to House Bill 5445. Please contact John
Larkin at {860) 508-9924 or Kate Kiernan at (202) 624-2463 with any questions.

The American Council of Life Insurers (ACLI) is a national trade association with approximately 300 member
companies operating in the United States and abroad. 217 member companies serve Cannecticut

cansumers. ACL! advocates in federal, state, and international forums for public policy that supports the industry
marketplace and the 75 miltion American families that rely on life insurers’ products for financial and retirement
security. ACLI members offer life insurance, annuities, retirement plans, long-term care and disability income
insurance, and reinsurance, representing more than 90 percent of industry assets and premiums in Connecticut.
Learn more at www,acli.com.
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Pension De-Risking: Overview

Pension de-risking is the term given to a transaction in which a sponsor of a defined benefit pension
plan lessens the risks it faces in connection with sponsoring a plan.* These risks include ensuring it
can continue to fund and manage the plan on behalf of its participants.

De-risking can be done in many ways. it typically involves plan participants who are no langer
earning pension benefits, either because they have retired or left the company. Sorme emgloyers
choose to offer 1o "buy out” these participants with lump sum payments. The lump sum represents
the accumulated value of their pension benefits. At the same time, some employers choose to
purchase annuities, a life insurance product that provides a steady stream of income for fife, from
life insurance companies to fulfill the benefit owed under the plan. Often, employers will combine
these strategies by offering a lump sum to participants before the annuities are purchased. In either
case, the result is that — following the transaction — the plan has fewer remaining participants.

Some people refer to these transactions as "risk transfer,” because the risk does not actually
disappear, it just shifts from the pension plan to other parties. When a participant opts to receive

a lump sum buy-out, risk shifts from the employer to the participant. The risks assumed by plan
participants come in connection with managing money over a retirement that can last many years.
Meanwhile, life insurers assume the risks associated with fulfilling the obligations to provide
lifetime payments through annuities to plan participants that do not elect a lump sum payment from
their pension plan.

A key question that commonly arises in de-risking arrangements is whether plan participants lose
consumer protections when their employers turn to life insurers to fulfill their obligations. The
answer to that question is “no.”

An annuity purchased in a de-risking transaction retains the spousal protections from the plan

and the protections from creditors. Instead of being insured by the Pensior Benefit Guaranty
Corporation (PBGC), participants receive the coverage under the siate insurance system. Josh
Gothaum, former PBGC director, which insures private-secter defined benefit pension plans, has
said that the state insurance system, with states’ insurance guaranty association coverages, is at
least as good as PBGC coverage, and that policy-makers should not be concerned about de-risking
when it involves a private insurance company. He made those comments in testimony before the
U.8. Department of Labar's ERISA Advisory Council on August 29, 2033,

Annuities, whether paid from the plan or from a private insurer, should be encouraged, because
they provide more protection to the participants than lump sum payments,

*De-risking can also refer to various "in-plan” strategies, including varicus investment strategies
that the employer can use to manage pension risk within the plan. For our purposes, we are not
referring to in-plan de-risking strategies.

Amencan Council of Life Insurers l 101 Constitution Avenue, NW, Suite 700, Washington, DC 20001-2133
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ERISA Protections for Annuitants
In Pension De-risking Transactions

Today, more plan sponsors are choosing to transfer pension plan risk through de-risking
transactions. These transactions typically involve either transferring risk to the plan participant
through lump sum distributions or transferring risk to an insurance company in the form of a
distributed annuity, a life insurance product that provides guaranteed income for life.

This paper describes the important protections under the Employee Retirerment Income Security
Act of 1974 (ERISA} that apply when an employer purchases annuities to secure benefits in
connection with a pension de-risking transaction. In short, annuitants in these transactions not only
benefit from the continued receipt of lifetime income, but also from continued spousal and creditor
protections carried over from their ERISA-covered pian.

ERISA ENSURES PLANS AND PARTICIPANTS ARE PROTECTED

Plan officials responsibte for implementing de-risking transactions are governed by ERISA's fiduciary
standards, described by courts as the "highest known to the law.” These standards not only require
that plan fiduciarias act prudently in carrying out their responsibilities, but that they act solely in the
interast of the plan's participants and beneficiaries. In satisfying these standards, plan fiduciaries
must, in compliance with Department of Labor's (DOL) guidance in Interpretive Bulletin 95-1, take
steps calculated to obtain the safest available annuity, as well as to ensure that the annuity contract
fulfills alf other applicable requirements of ERISA and the Internal Revenue Code (the Code).

Congress intentionally framed ERISA to permit fiduciaries to satisfy their duties by distributing
benefits through the purchase of a private annuity. Annuity contracts represent the only exception
to the ERISA trust requirerments for plans because they are accepted as an ERISA trust equivalent.
Moreover, the DOL. has recognized since 1975 that once a plan has fulfilled its obiigations and
secured benefits through an annuity, the ERISA fiduciary and other requirements are generally no
longer relevant, as ERISA was designed to protect participants from employer actions and ensure
that they receive their promised benefits. However, the benefits of ERISA coverage are not "lost”
ir a de-risking transaction.

Significantly, when a pension obligation is assumed by an insurer, that obligation is a guarantee
that the participant will be provided the same annuity benefit determined by the plan’s fiduciaries
to be due the participant under the terms of the plan. These annuities are considered distributed
annuities under Code section 401(g). The Code and Treasury regulations require that the annuity be
nontransferable. The annuity cannot be surrendered to the insurance company or sold. There are
concerns, however, about third-party companies attempting to “buy” annuity payments by offering
lump-sum amounts or "advances” in exchange for receiving all or part of their annuity income
stream. The marketing of such "advances,” however, is not limited to hclders of annuity contracts,
hut extends to recipients of payments from defined benefit plans as well. See the recent GAC
report on pension factoring.



SPOUSAL PROTECTIONS

The same spousal potection rules apply, whether the benefit is provided as a stream of payments
directiy from the plan or through an annuity. (See Treas. Reg. section 1.401 (@)-20, Q&A 2, which
provides that qualified joint and surviver annuity (QJSA) requirements extend to payments under
the annuity contract, not simply the distribution of the annuity contract.) If the participant is a retirge
in pay status already receiving an annuity, then the annuity provided by the private insurer must be
the same type of distribution that the participant has already elected and is already receiving le.qg.,
single life annuity, joint and survivor annuity, life and period certain, etc.). If the employer does not
purchase an annuity that satisfies the participant’s election, then the plan sponsor’s liability is not
extinguished.

If a de-risking transaction takes place before the participant has made a benefit electicn, then the

spousal consent rules would apply ~ the participant woutd need to obtain spousal consent 1o elect
any distribution form other than a QJSA (or a qualified optional survivor annuity (QOSA}, just as is
the case under the plan.

CREDITOR PROTECTIONS

ERISA provides strong creditor protections, and those protections do not go away merely because
an annuity is purchased on behalf of an ERISA plan participant, by an ERISA plan. If a plan
participant enters bankruptcy, his ERISA benefit receives special protection and is not included in
the bankruptcy estate under Federal law. In 2005, changes were made to the Federal Bankruptcy
Code. Section 522(b){(3HC), or alternatively section 522(d}12), broadly exempts retirement funds
that are exempt under Code section 401. Distributed annuities from qualified plans are exempt
under Code section 401{g), so they would be covered by this exemption. The Bankruptcy Code
also exempts direct transfers from one retirement account to another.

Even outside of the context of bankruptcy, ERISA’s broad anti-alienation provision prohibits the
assignment or alienation of ERISA retirement benefits. Group annuity certificates issued to
participants to provide qualified plan benefits are required to follow the plan provisions and form
of benefit rules, and therefore do not permit assignment to creditors or any other party. See {RS
General Counsel Memorandum 39882 (May 27, 1992) and Treas. Reg. §1.401{a)-20, Q&A-2.

ERISA DISCLOSURES

The ERISA disclosures required for defined benefit plans are designed to ensure that participants
understand their rights, obligations, and entitlements under the plan in which they participate. At
the time individuals cease to be participants covered under a plan—as would be the case foliowing
the distribution of all of a participant’s benefits from the plan, whether by lump sum distribution or
annuity—information pertaining to the plan is no fonger needed by or relevant to the participant.
For example, summaries of subsequent changes to the plan or changes in the plan's funding status
would have no bearing on an annuitized participant’s rights, obligations, or entitlements under the
plan and, therefore, provide no discernible benefit to such a participant, Similarly, furnishing an
annual benefit statement to an annuitized participant with respect to which a payable accrued and
vested benefit determination has afready been made and disclosed serves no meaningful purpose.
As noted above, before a distribution can be made, the participant must receive notice of the Q.uSA
provisions that includes an explanation of the requirement to obtain spousal consent before a non-
QJSA distribution form, including a lump sum, may be elected. This must be provided hefore the
annuity form cf benefit is provided.

2 ERISA Protections for Annuitants in Pension De-risking Transactions



Comptementing the many ERISA protections afforded participants in connection with de-risking
transactions, insurers have dedicated significant resources 1o ensure that participants and retirees
understand, through clear and concise disclosures, the transaction and how they are affected,

the consequences of any decisions they may have to make, and their rights under the annuity
contract. For insurers, the longer term satisfaction of annuitants is an imperative, and participant
communications are an integral element of new case implementation.

PBGC COVERAGE

When a participant's or class of participants’ pension obligation is annuitized, the plan is no longer
required to pay premiums to the Pension Benefit Guaranty Corporation (PBGC) on behalf of those
participants because the liabilty for payment of annuitized benefits has been legally transferred
from the plan to an insurer. In the case of annuitized benefits, the guarantee of payment is now
the obligation of a licensed insurance company that is subject to stringent solvency standards and
oversight by state insurance regulators. In addition, all states manage state guaranty funds that
are intended to protect promised benefits against the failure of any one insurer. Unlike the PBGC
protections, which are subject to caps on promised benefits, annuitized benefits are not subject
to a defined guarantee,
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