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Reversions of excess pension assets after takeovers
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This article evaluates pension asset reversions as a source of takeover gains. In our sample
of 413 takeovers, pension funds were reverted by 15.1% of acquirers in the two years following
hostile takeovers compared to 8.4% in the two years following friendly takeovers. Reversions
Jfollowing takeovers tend to occur in unit-benefit plans, where the potential for wealth transfer
is the greatest. These results are consistent with the view that hostile takeovers breach implicit
contracts between firms and employees. We estimate that the reversions can on average
explain approximately 11% of the takeover premium in cases where they actually occur.
Reversions are too small to be the sole, or even dominant, source of takeover gains.

1. Introduction

B It is well known that shareholders of takeover targets gain considerable wealth (Jensen
and Ruback, 1983; Jarrell, Brickley, and Netter, 1988). Disagreement remains, however,
about the source of these wealth gains. Some, like Jensen (1986), have concluded that the
vast majority of these gains have come from operating improvements. Others have disputed
this claim, arguing that a potential source of gains is the transfer of wealth to shareholders
from other ““stakeholders” of the firm such as bondholders, employees, suppliers, customers,
and the government. This potential source of gains has been popularized by Shleifer and
Summers (1988), although they present no evidence of large stakeholder losses other than
two case studies.

Accounting evidence (Healy, Palepu, and Ruback, 1990; Kaplan, 1989b; and Smith,
forthcoming) suggests that shareholders’ gains in takeovers come at least in part from in-
creases in cash flows of acquired firms. These cash flow increases could be a result of either
efficiency gains or wealth transfers from stakeholders. Several recent studies have examined
possible wealth transfers. Although in some cases stakeholders lose enough to account for
a significant fraction of the shareholder gains, on average they lose little wealth. For example,
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average bondholder losses are small (Asquith and Wizman, forthcoming; Dennis and
McConnell, 1986), layoffs (Brown and Medoff, 1988; Kaplan, 1989b) and wage reductions
(Rosett, 1990) are small, and with the notable exception of leveraged buyouts (Schipper
and Smith, 1988; Kaplan, 1989a) tax-bill reductions are small (Auerbach and Reishus,
1988). Bhagat, Shleifer, and Vishny (1990) analyze 62 hostile takeovers and conclude that
layoffs and tax reductions are often important but cannot on average account for most of
the takeover premium.

This article evaluates another potential source of stakeholder losses: reversions of excess
pension assets that often follow takeovers. An acquirer can redistribute wealth from em-
ployees to himself by terminating a defined-benefit pension plan. These plans are typically
structured so that an average employee receives more pension benefits than his explicit
contract calls for. By terminating a pension plan and replacing it with a plan that lowers
the expected payments to its workers, an acquirer can redistribute wealth from employees
to himself.

To evaluate pension asset reversions as a source of shareholder gains in takeovers, we
focus on a sample of 413 acquisitions between 1981 and 1988. For this sample, we first
document the incidence of terminations of defined benefit pension plans both before and
after the takeover. We distinguish between hostile takeovers and friendly acquisitions, since
the analysis of Shleifer and Summers ( 1988) predicts that a breach of an implicit contract
such as a pension obligation is more likely in a hostile takeover. Second, we compare the
value of the assets that revert to the corporation in the pension fund termination to the
wealth gain of target shareholders in both hostile and friendly deals. To estimate the extent
to which pension reversions can explain takeover premia, we need to estimate the fraction
of the reverted money that would have gone to the employees had there not been a reversion.
We do so using parameters from the literaturé.

Our results can be briefly summarized. First, pension plan reversions accelerate sig-
nificantly after acquisitions: there are more than twice as many reversions within the two
years after a takeover as within the two years before. Moreover, such reversions are almost
twice as common following hostile takeovers (15.1%) as they are following friendly acqui-
sitions (8.4%). Both the acceleration of the pace of reversions and their greater incidence
after hostile takeovers are consistent with the claim of Shleifer and Summers (1988) that
breach of implicit contracts is a more likely consequence of hostile than of friendly acqui-
sitions. Second, the types of plans that are reverted suggest that a motive for these reversions
is to transfer wealth from workers. Unit-benefit plans, which yield higher transfers from
employees, are reverted significantly more often than flat-benefit plans. Third, our best
estimate is that pension fund reversions explain approximately 11% of the takeover premium
in those cases where they actually occur. On average, pension reversions do not appear to
explain a large fraction of takeover wealth gains.

The article is organized as follows. Section 2 discusses the theory and evidence on the
implicit-contracts view of pension reversions. Section 3 describes the data used in the analysis.
Section 4 examines the incidence of reversions in hostile relative to friendly takeovers.
Section 5 discusses the extent to which these reversions can explain the premia paid in
takeovers. Section 6 presents our conclusions.

2. The implicit-contracts view of pensions

B For several tax and incentive reasons, it pays firms and workers to delay compensation
until a worker retires, i.e., to use pensions (Lazear, 1979; Ippolito, 1986). Most pension
plans in the United States are defined-benefit plans. These plans specify the fixed nominal
amount that the worker will receive each month after he retires. This amount usually depends
on the worker’s final (or sometimes average) wage and length of service. Since 1981, firms
have been able to legally terminate defined-benefit plans at any time. When a plan is ter-
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minated, the firm has the option of either buying annuities equal to its explicit obligations
at the time of termination or replacing the plan. If the plan is underfunded, the firm must
fully fund it before termination.! If the plan is overfunded, the firm can keep all the assets
left over after annuities are purchased. The explicit pension contract thus has two key
features: it is usually not indexed to inflation, and it allows the firm to terminate and to
pay pensions based on current wages and length of service.

As stressed by Ippolito (1985), this explicit pension contract does not describe the
actual pension contract accurately. The contract is completed through implicit understand-
ings between firms and workers by which firms voluntarily increase the amount of the
pension that workers receive. First, firms often provide cost-of-living adjustments they are
not legally obligated to provide. Second, firms do not terminate pension plans very often, 2
allowing pension benefits from previous years to increase with nominal wages. There are
two reasons why firms might adopt such a policy. If these increases persuade (perhaps
falsely) future workers that more increases will occur in the future, it will become easier for
firms to hire them. Also, some managers may be genuinely trustworthy—they may value
honoring implicit contracts even though it is profit-maximizing for them to violate them
ex post.’

We cannot explain why firms and workers use implicit rather than more detailed explicit
contracts. However, significant empirical evidence suggests that the implicit-contracts view
of defined-benefit pension plans is more accurate than the explicit one. That is, pension
benefits that workers expect and usually receive exceed firms’ explicit obligations.

O Evidence on transfers from existing workers. To distinguish between the explicit- and
implicit-contracts views of pensions, Ippolito (1985) derives predictions of both models
regarding the effect of pensions on wage-service profiles. The explicit-contracts view predicts
that wage-service profiles should be flatter for pension-covered workers than for other workers.
Intuitively, workers who believe that their pensions are likely to be terminated will not save
as much through their pensions until late in life, when they are approaching retirement.
Alternatively, the implicit-contracts view predicts that pension-covered workers will have
wage-service profiles at least as steep as those of similar workers without pensions. Ippolito’s
evidence favors the implicit-contracts view.

The implicit-contracts model also implies that a defined-benefit plan provides a bond
that attaches a worker to the firm, since the portion of the pension that has already been
earned rises with the final wage for most workers. Other things equal, this pension bond
provides a disincentive for workers in firms with defined-benefit plans to leave their firms.
Mitchell (1982) and Schiller and Weiss (1979) confirm this prediction empirically with
their finding that mobility rates are lower for pension-covered workers than for other workers.
Allen, Clark, and McDermed (1989) estimate that this pension bond can be substantial—
for some workers it amounts to about half of annual earnings.

Petersen (forthcoming ) tests whether reversions are motivated by the prospect of trans-
ferring this pension bond. He estimates that unit-benefit plans, in which the level of benefits
depends on the final wage (about 75% of all pension plans), are almost twice as likely to
be reverted (2.40% versus 1.27%) as otherwise equivalent flat-benefit plans, in which the

! Although in principle one could transfer wealth from employees by terminating an underfunded pension
plan, there is a cash flow loss from this termination. In practice, since firms face credit constraints and internal
financing is scarce, terminations of underfunded plans are virtually nonexistent. (See Ippolito and James (1990).)
Since our data set is based on reversions, it does not include terminations of underfunded pension plans.

2 About 2% of plans were terminated per year in the 1980s (Petersen, forthcoming).

3 When reputational losses are smaller than the gains from breach, violating the contract benefits shareholders.
If incumbent managers are reluctant to breach these contracts to serve shareholders, hostile acquirers who do not
have a reputation to protect can do it for them.



