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Unions Confronting Employer Spinoff and Joint Venture Transactions Need to

Understand Pension Funding Ramifications

By: JonaTHAN M. CERRITO

he spinoff—a transaction whereby a company
T splits off sections of itself as a separate business—

has been at the forefront of corporate strategy in
the last few years as companies search for ways to re-
turn value to shareholders in the face of challenging
market conditions. With recent credit market volatility
and companies struggling to create value through in-
creased revenue and earnings, these crucial, but
sometimes-forgotten transactions have been resur-
rected in recent years. The New York Times, citing Dea-
logic, reported that in 2012, there were 85 spinoffs
worldwide worth $109 billion and, in 2011, 93 spinoffs
worth $128 billion.! Regardless of whether these trans-
actions are vehicles for separating high-growth busi-
nesses or a method of taking out the trash, spinoffs
have an impact on current and future collective bar-
gaining obligations—specifically, pension funding.

! The New York Times, “In Spinoffs, a Chance to Jettison
Liabilities,” by Steven Davidoff Solomon, March 12, 2013.
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Spinoffs fundamentally change existing corporate
structure by transferring an operating division or de-
partment, and any liabilities associated therewith, to a
new company that exists outside the corporate um-
brella. The new company—the successor entity to cur-
rent and future collective bargaining obligations—may
have substantial debt with no earnings history. That’s
right—the single-employer defined benefit pension plan
may about to be transferred from an established corpo-
ration with wherewithal to a new company that may not
have any meaningful ability to fund the plan.

Further, as described more fully below, a spinoff is
sometimes followed by a joint venture transaction
which adds an additional layer of separation and more
discomfort concerning pension funding. To address this
vulnerability, the union should exercise its rights either
under a successorship clause or effects bargaining to
secure a Memorandum of Agreement addressing,
among other things, pension funding.

Case Study in Business Separation: Spinoff
and Joint Venture Transactions

1. Pre-Transactional Corporate Structure. SolidGold
Corporation, an energy company that is publicly-
traded, owns and operates power plants. Given the re-
cent trend in green technology, SolidGold has delved
into wind farms and has developed a portfolio of wind
farms that it owns and operates. SolidGold is the plan
sponsor of a defined benefit pension plan (‘“Retirement
Plan”) that is maintained under the Employee Retire-
ment Income Security Act of 1974, as amended
(“ERISA”). In addition to SolidGold, any corporation 80
percent or more of whose stock (based on voting power
or value) is owned directly or indirectly by SolidGold
may adopt the Retirement Plan. SolidGold and Power-
Plant Operations, Inc.—a wholly owned subsidiary of
SolidGold and the licensed operator of the power plants
and wind farms—entered into a collective bargaining
agreement (““CBA”) with the union covering all workers
at the power stations and wind farms. Pursuant to the
CBA, PowerPlant Operations shall have in effect a de-
fined benefit pension plan to provide pension benefits
to bargaining unit members. To satisfy this obligation,
PowerPlant has adopted the Retirement Plan. Figure 1
provides an illustration of SolidGold’s corporate struc-
ture.
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Figure 1. Initial Corporate Structure
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2. Business Separation (Spinoff and Joint Venture)
Transaction. The Board of Directors of SolidGold ap-
proved a plan to pursue a spin-off of the wind farms
into a newly formed entity called NoEarnings, Inc.
(“NoEarnings”). NoEarnings will be a separate and in-
dependent company and will have an independent
Board of Directors (i.e., a board consisting of directors
that are different than the Board of Directors for Solid-
Gold).

After the spin-off, SolidGold and NoEarnings will en-
ter into a joint venture whereby a newly formed entity
called InBetween, Inc. (“InBetween’) will be created.
SolidGold and NoEarnings will each indirectly own
50% of InBetween. InBetween, in turn, will purchase
PowerPlant Operations.

To technically implement the joint venture of InBe-
tween, SolidGold will create a new company called
SolidMove, Inc. (“SolidMove”) and PowerPlant will
create a new company called PowerMove, Inc. (“Pow-
erMove”). SolidMove and PowerMove will then create,
and co-own, In Between.

The post-separation structure is summarized in Fig-
ure 2:

As part of the proposed transaction No Earnings will
incur substantial indebtedness of approximately $4.5
billion, and the proceeds will be transferred to Solid-
Gold in consideration for the transfer of the wind farms.

Debt to capital ratio of No Earnings will be 116.4%. This
ratio represents the amount of the debt the company
carries after subtracting the company’s cash (here,
120.4% (debt) minus 4.0% (cash)). To put this in per-
spective, Solid Gold in 2013 had a debt to capital ratio
of 39.4%. Thus, No Earnings will have a significantly
higher amount of debt than SolidGold historically main-
tained.

In Between will succeed Power Plant and assume the
terms and conditions of existing collective bargaining
agreements. In addition, In Between will assume the
relevant pension assets and liabilities of both active and
inactive participants connected to the wind farms.

3. Analysis.

a. Legal Framework. ERISA, and the Internal Revenue
Code (““Code”) do not, per se, prohibit corporate reor-
ganizations. These bodies of law do, however, impose a
set of guidelines that generally must be complied with.

Division of Assets and Liabilities. Generally, assets of
a defined benefit plan must be divided in accordance
with the requirements of ERISA and the Code.? The
regulations generally provide that the plan participants’
benefits and the funding of those benefits must be the
same after the transfer as it would have been before the
transfer, assuming in each case that the plan had termi-
nated.®> The Pension Benefit Guaranty Corporation
(“PBGC”) provides safe harbor assumptions in measur-
ing pension plan liabilities under the Treasury Regula-
tions, but other reasonable assumptions may be used.*
The regulations require that assets be allocated in ac-

2 ERISA § 208 and Code § 414()).
3 Treas. Reg. § 1.414(1)-1(n)-(0).
4 Treas. Reg. § 1.414()-1(b) (5) (ii).
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Figure 2. Post-Reorganization Corporate Structure
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cordance with the priorities established for terminated
plans.®

Evasion Transactions. If the principal purpose of any
transaction is to evade pension liability and the transac-
tion takes place within 5 years before termination of a
pension plan, any entity involved in the transaction
(and that entity’s controlled group on the termination
date) can be held liable as if that entity was a contribut-
ing sponsor of the terminated plan.® The PBGC en-
forces this provision.

Termination Liability. If a pension plan terminates,
any employer (or member of the employer’s control
group), with certain limitations, may be liable for any
funding deficits.” The PBGC also enforces this provi-
sion.

In PBGC Opinion Letter 85-8, a corporation entering
into a similar spin-off transaction, as here, inquired as
to whether the former parent would be held liable if the
new entity terminated the pension plan. There, Corpo-
ration X [here, SolidGold] decided to spin-off its manu-
facturing subsidiaries, so that the manufacturing sub-
sidiaries were no longer part of the controlled group.
This was done by creating New Corp [here, NoEarn-
ings] which acted as a holding company of the manu-
facturing subsidiaries. Like here, New Corp would be a
stand alone entity that would be publicly traded. The
employees of the spun-off manufacturing subsidiaries
that participated in the MS Pension Plan, a pension
plan sponsored by the manufacturing subsidiaries,
were transferred to the New Corp Pension Plan, a plan
newly established by New Corp, which assumed the ac-
crued liability of the MS Pension Plan. As of the spin-
off date, MS Pension Plan transferred assets to the New
Corp Pension Plan so that each New Corp Pension Plan
received assets in proportion to its accrued liabilities.

5 ERISA § 4044.
S ERISA § 4069.
7 ERISA § 4062 and 4064.
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Corporation X sought an opinion from the PBGC as
to whether it would be responsible for any deficits that
occur if New Corp decided to terminate the New Corp
Pension Plan with insufficient assets to pay benefits.®
The PBGC noted that as a general rule, the employer
will not be liable for pension benefits after a corporate
spin-off transaction, if: (a) as of the closing date of the
spin-off, a plan had sufficient assets to satisfy all ben-
efits that are guaranteed by the PBGC; or (b) where a
plan’s assets are insufficient to provide guaranteed ben-
efits on the date of the spin-off, 30% of the statutory net
worth of the employer maintaining the plan immedi-
ately after the spin-off is greater than the sum of the
plan asset insufficiencies maintained by the employer.
However, the PBGC advised that it will not verify the
sufficiency or the amount of insufficiency of the New
Corp Pension Plan at the time of the spin-off.

Discrimination. It is unlawful for any person to dis-
criminate against a participant for either exercising a
right under the provision of a pension plan or for the
purpose of interfering with the attainment of any right
to which such participant may become entitled under
the pension plan.® For example, if the purpose of the
proposed separation is to transfer the majority of older
workers that are about to exercise their right to collect
benefits under the pension plan to a new entity in order
to terminate the plan, the separation violates ERISA.!°

For purposes of this article, we assume that the sepa-
ration satisfies the foregoing requirements on the basis
that sufficient assets are transferred; benefits immedi-
ately before and after the separation will not be differ-
ent; and no evidence exists that the transaction dis-
criminates or that its principal purpose (ignoring the

8 The amount of benefits guaranteed by the PBGC.

9 ERISA § 510.

10 In addition, notice must be provided to the Internal Rev-
enue Service in connection with a spin-off that transfers more
than a de minimis amount of assets. Post-transaction notice to
the PBGC may also be required.
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massive leap in the debt to capital ratio) is to evade or
avoid pension liability.

b. Pension Funding Ramifications: Loss of Financial Se-
curity in the Controlled Group. Although ERISA and the
Code may not prohibit the proposed spin-off, the trans-
action has very real ramifications on SolidGold’s collec-
tive bargaining obligations, particularly pension fund-
ing. This is because the minimum funding requirements
for pension plans impose funding liability not only on
the plan’s contributing sponsor but each member of its
controlled group.!!

Pre-spinoff, SolidGold is primarily liable, on a joint
and several basis, for the funding of the Retirement
Plan. In addition, any entity in a parent-subsidiary or
brother-sister relationship with SolidGold is also
equally liable for pension funding.!> A parent-
subsidiary relationship exists where a parent company
owns 80% or more of a subsidiary.'® Thus, since Power-
Plant is a wholly owned subsidiary it is a member of a
controlled group with SolidGold and also responsible
for pension funding.'*

Post-separation both of the above will no longer be
true. SolidGold will not be a member of a controlled
group with NoEarnings and therefore will no longer
have primary liability for pension funding. Further-
more, the historical and future earnings of SolidGold
will no longer be available to either provide capital or
pay liabilities that NoEarnings incurs in the operations
of the wind farm assets. Instead, there will be agree-
ments between SolidGold, InBetween and SolidGold’s
other businesses that will, in finality, divide assets, li-
abilities and obligations (including employee benefits
and other liabilities) relating to the wind farm assets at-
tributable to periods prior to, at and after the separa-
tion.

In addition, the assets of NoEarnings may be re-
moved from the liability of pension funding because the
plan sponsor of Retirement Plan will be InBetween, a

11 ERISA §§ 302(c)(11)(B) (minimum funding); Internal
Revenue Code § 412(c)(11) (B) (minimum funding).

12 Code § 414(b), (c).

13 A parent-subsidiary controlled group would also include
any entity in a chain if the common parent owned, directly or
indirectly, at least 80% of that entity.

14 A brother-sister relationship exists where the same five
or fewer shareholders who are individuals own 80 percent or
more of the two companies. Here, there is no evidence that
SolidGold and PowerPlant are owned by the same five or few
shareholders so it is unlikely that a “brother-sister”” controlled
group exists.

separate and distinct joint venture (and not NoEarn-
ings), and there will be an intermediate holding com-
pany. This is because NoEarnings will own only 50% of
InBetween and therefore, since the 80% ownership test
is not satisfied, these entities are not members of a con-
trolled group. '°

4. Tackling the Spinmeister. It remains to be seen
whether in 2014, with the Dow Jones Industrial Average
having crossed the 17,000 point threshold and the ten-
tative reopening of debt markets, whether corporate
strategy will now shift from spinoffs to sales and buy
outs. In any event, when economic environments con-
tract, unions should be aware that just because a third
party buyer may not be present in a transaction does
not mean the union does not have an interest to protect.

From the union’s perspective, regardless of whether
a corporate reorganization transaction technically com-
plies with the law, the security and predictability that
existed pre-transaction should continue to exist post-
transaction in order to meaningfully preserve collective
bargaining obligations, including pension funding.

As such, when confronting spinoff transactions,
unions should seek a Memorandum of Agreement
(“MOA”) addressing current and future collective bar-
gaining obligations to ensure that, among other things,
the successor shall:

® continue to have in effect a defined benefit pen-
sion plan to provide pension benefits to bargaining unit
members;

E remain jointly and severally liable for pension
funding; and

® in the event that the successor or any of its subsid-
iaries transfers an equity interest in the spun-off assets
or transfers to a third party all or substantially all of the
spun-off assets, require as a condition of the transaction
that such third party assume all of the rights and obli-
gations imposed on the successor or any of its subsid-
iaries by the MOA and CBA.

In assessing the structure of any corporate reorgani-
zation, evaluating assumptions used in allocating li-
abilities and assets of pension plans, and negotiating re-
lated MOAs, unions and their labor counsel will want to
assemble a team of professional advisors that includes
ERISA counsel.

15 There is no evidence to suggest that ‘“brother-sister” con-
trol exists because InBetween is owned in equal part (50%) by
two entities, which does not rise to the required 80% owner-
ship level.
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