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This past fall’s labor negotiations in Detroit between the United Auto Workers (UAW)
and the three large American automakers—Chrysler, General Motors (GM), and Ford—drew the
media’s attention to the concept of Voluntary Employee Benefit Associations (VEBAS).
Transferring the responsibility for providing retiree health benefits, liabilities of up to $112
billion dollars,* from the automakers to a union-sponsored VEBA trust was a central issue in
bargaining. Ultimately, all three automakers agreed to contribute cash and securities valued at
over $54 billion to the VEBA trust or trusts that will provide retiree health benefits to the
manufacturers’ 540,000-plus retirees and surviving spouses and 180,000 current employees who
will be eligible for such benefits upon retirement.> Both labor and management promise that
releasing automakers from their obligations to provide retiree health benefits and shifting that
responsibility to VEBAs will be mutually beneficial—securing financial security for the
automakers and healthcare security for the retirees.’

The automaker-UAW deals propose to fundamentally change the retiree health benefit
arrangement by eliminating the employer’s obligation to provide retiree benefits once the
financing of the VEBA is complete. If the VEBA exhausts its funds at a faster rate than
anticipated, retirees will face the reduction or termination of their benefits, without recourse
against the employer. These proposals are the most radical type of arrangements that use
VEBA:Ss to finance retiree health benefits. Understandably, some retirees and labor activists are
concerned about relieving employers of these obligations in exchange for a lump sum of assets.
During the fall automaker negotiations, The New York Times reprinted an open letter from three
former UAW officers asserting that retiree benefits provided by the automakers were a hard-won
benefit and “the potential consequences of adopting such a plan will be economically painful, if

not disastrous, to those covered by it.”* Union activist magazine Labor Notes quoted one UAW



member as complaining that “whatever the company stands to save, retirees stand to lose.
Eventually, [the arrangement] will put the union in charge of demanding retirees pay more out of
pocket to make up for the shortfall.”*

Agreements that absolve an employer of its responsibility for providing retiree health
benefits in exchange for a contribution to union-sponsored retiree health VEBAs are relatively
rare, but not unprecedented. Truck-manufacturer Navistar negotiated a reduction in its retiree
health benefit obligations with UAW in exchange for a contribution to a VEBA in 1992 and at
the end of 2006 the United Steel Workers and Goodyear negotiated a pending arrangement that
relieves the tire-maker of any obligation to provide retiree health benefits after it funds a retiree
health benefit VEBA.® The UAW-automaker deals, because of their size, have garnered
unprecedented attention in corporate boardrooms and among union leadership. As the parties
signed the most recent round of contracts this past fall, other large employers, including
telecommunications firms like AT&T, Verizon, and Qwest, announced that they too might be
interested in such an arrangement.” Other unions, such as those that represent employees at
Lockheed and Boeing, also voiced interest in taking over retiree health benefits.2 The attention
comes as no surprise because, as of June 2006, companies listed in the S&P 500 index have only
funded 22% of their retiree health benefit liabilities, a shortfall of $321 billion dollars.’

This paper attempts to assess the groundbreaking and potentially trend-setting UAW-
automaker agreements as well as other less radical arrangements that use VEBAS to finance
retiree health benefits by examining the mechanisms involved and identifying the possible risks
and benefits of such arrangements. The first section reviews the VEBA as an entity and the
regulatory schemes that govern it. The second section examines the different mechanisms

through which an employer’s retiree health benefit responsibilities may be shifted to VEBAs—



many of the VEBAs compared with the pending UAW-automakers deal in the media are the
products of different arrangements, which either altered a legal right in bankruptcy, a situation in
which all unsecured creditors would be expected to compromise their claims, or were negotiated
before the retiree benefits at issue were vested. The third section considers the interests that
employers, unions, and retirees have in shifting the responsibility for providing retiree health
benefits from employers to VEBAS and the risks that each group takes on in the arrangements.
Ultimately, the paper concludes that many uses of VEBAS in retiree health benefit financing are
benign, but the deals that alter a putative existing legal obligation of employer—Ilike the pending
UAW-automaker deals—are more problematic. In these circumstances, courts, which have an
opportunity to review such arrangements, should vigilantly guard the interests of retirees.

I. What is a VEBA?

Though “VEBA” was a new buzzword in the news coverage of the automaker contract
negotiations, the concept dates back to 1928 and,* in itself, is not the most revolutionary aspect
of the deals. A VEBA is an essential component of these arrangements because it serves as an
independent entity that can accumulate earnings on its investments largely tax-free and receive
tax-deductible contributions from the sponsoring employer.*! The VEBA is a creature of the
Internal Revenue Code (“Code” or IRC), a particular type of tax-exempt organization that is
treated for tax purposes like a qualified charity or religious institution. There are almost 9,200 of
these organizations,'? providing retiree healthcare coverage and other related non-pension
benefits, such as life, vacation, and even child-care benefits, to retirees, surviving spouses, and
current employees.™® Importantly, the Code is not the only statutory scheme that regulates the

funding and administration of these entities when they are used to provide retiree health benefits.



Both the Employee Retirement Income Security Act (ERISA) and securities laws may also

apply.

Requirements for Tax Exempt Status

VEBASs derive their tax-exempt status from sections 501(a) and 501(c)(9) of the Code,
which provides an exemption for a “[v]oluntary retiree benefit association providing for the
payment of life, sick, accident, or other benefits to the members of such association or their
dependents or designated beneficiaries, if no part of the net earnings of such association inures
(other than through such payments) to the benefit of any private shareholder or individual.”**
The Treasury Regulations interpret that section to mean that there are four requirements an entity
must meet to qualify as a tax-exempt VEBA: (a) it must be “an employees’ association,” (b)
membership must be voluntary, (c) its primary purpose must be to provide “life, sick, accident”
and selected other benefits to members, their dependents, and designated beneficiaries, and (d)
none of the organization’s net earnings, other than those specified benefits, can inure “to the
benefit of any private shareholder or individual.”*

Further guidance from the regulations illustrates that a properly established and managed
retiree health benefit VEBA can meet all four requirements to maintain tax exempt status. To
qualify as an “employees association,” the membership “must consist of individuals who become
entitled to participate by reason of their being employees and whose eligibility for membership is
defined by reference to objective standards that constitute an employment-related common
bond.”*® The regulation extends the term “employee” to reach retirees as well as their surviving
spouses and dependents.*” An “employment related common bond” can include employment in

a common employer or membership in a labor union.*® Membership can be further restricted,

but not in a way that favors officers, shareholders, or highly compensated employees.*® To



qualify as an “association,” there must be a separate entity “having an existence independent of
the member-employees or their employer.”®® Retiree health benefit VEBAs generally satisfy this
provision because they are established as independent trusts, which can be managed by
appointees of their membership, independent trustees, designees of an employer,? jointly by an
employer and a union, or by a union alone.?? The trust form also satisfies a requirement of
ERISA that “all assets of an employee benefit plan be held in trust by one or more trustees.”%

Retiree health benefit VEBAS easily satisfy the second and third regulatory requirements.
The regulations take a broad view of voluntary membership. The requirement is satisfied
provided that an employee “does not incur a detriment (for example, in the form of deductions
from pay) as the result of membership in the association,” or if membership is required as a
condition of a collective bargaining agreement or union membership.?* The definition of “sick
and accident benefits” in the regulations contemplates typical retiree health benefit offerings,
including payments and reimbursements for the illness and injury expenses of members and their
dependents, as well as preventive care. These benefits may be provided directly by payments to
members or providers or indirectly through premium payments to insurers.?

The fourth requirement outlined by the regulations, which prohibits the inurement of the
entity’s earnings to any individual aside from the payment of legitimate benefits,? serves to
protect the organization’s assets from abuses by administrators. The regulations provide specific
examples of prohibited inurement including excessive trustee or VEBA employee compensation
and payments to service providers associated with trustees or administrators that exceed the fair
market value of the services provided.?” Further, the regulations prohibit the payment of
“disproportionate benefits,” specifically payments of excessive benefits to highly compensated

employees of a sponsoring employer.?® A uniform retiree benefit package for all participants, or



a uniform package with enhanced benefits for retirees with smaller pension incomes, as the
recent VEBA deals appear to offer, should satisfy this provision.

The prohibited inurement rules also regulate the distribution of assets in the event of the
termination of the VEBA. It is difficult to imagine a situation in which a retiree health benefit
VEBA would be terminated with considerable assets left to distribute, though the
implementation of state-provided universal healthcare or a significant expansion of Medicare
that drastically reduced the beneficiaries’ copayment and coinsurance responsibilities could leave
the plans with such a windfall. One permitted option in the event a VEBA is left with excess
assets is to provide its members expanded or additional permitted benefits, which could include
life insurance.?® The other option, which is only permitted in the event of a complete
dissolution, is to distribute the excess assets to members, either in accordance with the terms of a
collective bargaining agreement or based on “objective and reasonable standards” that do not
disproportionately favor highly compensated employees, officers, or shareholders of the
sponsoring employer.*® Importantly, the remaining assets in a terminating VEBA can never be
returned to the contributing employer.®!

Restrictions on the Deductibility of Contributions

In addition to providing a financing vehicle exempt from taxation on its investment
income, contributions to a VEBA pursuant to a collective bargaining agreement, or to cover the
present value of retiree health benefit costs for current retirees, are deductible even if the
contributions are made in a lump sum; thus, an employer can realize an immediate tax benefit for
obligations that have not yet come due. Before the Second World War, when employer-provided
health benefits were rare, VEBAs were largely employee-funded mutual assistance societies.*

In fact, until 1942 the code required that at least 85% of contributions come from the employees



themselves.** When Congress lifted the cap on employer contributions, VEBAs became a tool
for employer tax avoidance.** An employer is generally only able to deduct employee welfare
benefit expenses paid directly to an employee (or retiree), benefit administrator, or insurance
company in the year the payment is made or the expense is incurred.®* However, prior to 1986,
employers were able to establish health benefit trusts—typically VEBAs—and take a deduction
for their contributions, “irrespective of when the actual benefit was paid out to the employees.”*®
Using a trust therefore allowed employers to time deductions to years in which the contributions
would be most useful in offsetting tax liability. Contributions in excess of the health benefit
expenditures for the year could remain in the trust and grow tax-free.®’

With the Deficit Reduction Act of 1984, Congress enacted limits to curb the ability of
employers to make contributions and take deductions without regard for actual present year
health benefit costs or accrued liability. These limits generally prohibit employers from taking
deductions for contributions to funded welfare benefit funds, like retiree health VEBA trusts, that
exceed the benefits actually paid by that fund in that year.** The Act, however, also provided
two exceptions that can be used to exempt lump sum contributions to a VEBA in situations
similar to the recent automaker deals.

The first exception, section 419A(c)(2) of the Code, permits employers to take deductions
for contributions to a reserve in the trust used to fund post-retirement health and life benefits,
provided that reserve is “funded over the working lives of the covered employees and actuarially
determined on a level basis.”*® Until 2003, there was some question as to whether an employer
could take an immediate deduction for a contribution equaling the total present value of the
accrued retiree health liability of its current retirees. The Internal Revenue Service (Service)

informally took the position that employers could not take such a deduction, but must spread the



contributions over time.** The Tax Court, however, ruled in Wells Fargo & Company v.
Commissioner that an employer could take a full deduction for a lump sum contribution
satisfying the present value of accrued current retiree health benefit liabilities calculated using
the “individual premium cost method.”*? The individual premium cost method is an actuarial
approach that determines liability by calculating the cost for “each covered employee as a level
dollar amount which, if accumulated from the later of the date the plan is established or the date
that the employee was hired, would accumulate at retirement the amount necessary to fully fund
the benefit to the covered employee.”*® The Tax Court held that because current retirees have no
more working years over which the reserve can be funded, “the entire present value of the
projected benefit is properly allocated to the first year.”** Employers remain unable to deduct
lump sum contributions to cover the retiree health benefit costs of a future retiree—the
deductibility of contributions intended to finance future retiree costs is limited to an actuarially
reasonable present year’s share of those costs as allocated over the years remaining until the
employee’s retirement.*

The Wells Fargo interpretation of section 419A(c)(2) aside, another exception directly
permits the deduction of contributions for both active employees and retirees to collectively
bargained welfare benefit funds intended to provide retiree health benefits.*® Code section
419A(f)(5)(A) specifically exempts contributions made to a welfare benefit trust pursuant to a
collective bargaining agreement from limits on deductions altogether. Congress ordered
Treasury to craft regulations for this provision with the presumption that “reserves in such plans
are not excessive because of the arm’s length negations between adversary parties inherent in the
collective bargaining process.”*’ The resulting regulations specify that contributions must not

only be made as a result of a labor agreement with a union, but 90% of the membership of the



welfare benefit fund to which the contribution will be made must be employees covered by the
agreement.*® If an employer did seek a deduction under section 419A(f)(5)(A) for a contribution
to a VEBA or other welfare benefit trust whose membership did consist of some, but fewer than
10% active, non-union employees, it cannot include the portion of the contribution attributable to
the non-union employees, though a share of that contribution may be deductible under section
419(c)(2).*

Impact of Other Requlatory Schemes

In addition to the Code, at least two other regulatory schemes—securities laws and
ERISA—govern the funding and maintenance of retiree health benefit VEBAS, particularly when
the trust is funded with a significant contribution of employer securities. Securities rules may
limit the ability of a VEBA to sell employer stock when it is under the direct or indirect control
of the company and deemed an affiliate.® If such restrictions apply, the VEBA may be
prohibited from selling any shares for a year and, after that period, may be permitted to only sell
a small volume of shares every quarter.>

VEBASs providing retiree health benefits, like the proposed UAW-automaker VEBAS,
will also be subject to ERISA. The Treasury Regulations regarding VEBAS specifically note
that the ERISA definition of an “employees’ beneficiary association” that constitutes an
“employee organization” that provides a “welfare plan” subject to ERISA is not necessarily
coextensive with the Code’s definition of a “voluntary employee benefit association,”? but
ERISA’s broad definitions undoubtedly capture VEBAS providing retiree health benefits.
ERISA defines an “employee welfare benefit plan” as “any plan, fund, or program,” established
or maintained by an employer or “employee organization” to provide its “participants or

beneficiaries” health benefits or any non-pension Taft-Hartley plan.>® “Employee organization”
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includes “any employees’ beneficiary association organized for the purpose in whole or in part,
of establishing [a benefit plan].”>*

Employee welfare benefit plans qualify as employee benefit plans that are subject to the
reporting, fiduciary duty, and enforcement provisions of ERISA.>®> Many of ERISA’s fiduciary
duty requirements may duplicate those provided for by the Code,® but while the Code leaves
enforcement in the hands of the IRS, ERISA allows beneficiaries to pursue limited remedies for
violations of the statute on their own.>” Importantly, employee welfare benefit plans are not
subject to ERISA’s participation and vesting rules or minimum funding requirements.®® Though
trustees and administrators owe a fiduciary duty to beneficiaries in managing the VEBA and
distributing benefits, no provision in ERISA or the Code requires VEBAS to be adequately
funded to indefinitely provide the benefits that the plan presently offers, or prevents a VEBA'’s
trustees or managers from reducing or terminating benefits in the future.

ERISA’s fiduciary responsibility provisions take on particular importance when an
employer makes significant contributions of its own securities to the plan. News coverage of the
UAW-automaker retiree health VEBA deals indicates that all three manufacturers intend to make
large contributions of employer securities to fund the trusts that will hold assets worth over $50
billion.>* GM will provide a $4.3725 billion debenture convertible to stock as part of its
proposed $24.1 billion initial contribution and Ford will provide a similar convertible debenture
valued at $3.3 billion as part of its $15.4 billion proposed contribution; towards its obligation of
$8.8 billion, Chrysler will contribute an equity warrant worth as much as $605 million.®® A
retiree health VEBA deal struck between Goodyear and the steelworkers union at the end of
2006 also potentially involves significant amounts of employer securities, up to $300 million of

the employer’s $1 billion dollar initial contribution could come in the form of common stock.*
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ERISA generally prohibits transactions between plans, such as these proposed retiree health
benefit VEBASs, and parties in interest to the plan, such as the contributing employer.®®> The
statute, however, specifically permits plans to receive and hold qualifying employer securities, ®?
including stock and marketable obligations, provided that the value of the employer securities
held by the plan does not exceed 10% of the total plan assets.** Should the automakers’ or
Goodyear’s contributions of employer securities exceed 10% of plan assets or not qualify as the
type of employer securities that plans are permitted to hold, the parties will need to seek an
administrative exemption from the Department of Labor’s Employee Benefits Security
Administration (EBSA).%® To qualify for the administrative exemption from these requirements,
EBSA must find that the transactions are administratively feasible and protect the plan and its
participants and beneficiaries.®’

In the past, EBSA has granted these exemptions for transfers of significant amounts of
employer securities to VEBAS, provided the VEBA beneficiaries’ interests are adequately
represented, at least in part, by fiduciaries that are independent from the employer and union that
negotiated the deal. For example, in a situation similar to the pending UAW-automaker VEBA
deals, EBSA permitted a newly-created Navistar retiree health benefit VEBA to hold a
significant amount of employer stock, which could not be sold for a period of five years in
accordance with a lock-up agreement.®® As in the UAW-automaker proposal, the VEBA at issue
had been created as a result of a collective bargaining agreement and a related class action
settlement that permitted the employer to relinquish a portion of its putative obligation to provide
retiree health benefits in exchange for financing a VEBA.® EBSA’s approval exempted the
plan’s acquisition and holding of the stock from ERISA’s prohibited transactions rules, the 10%

limit on the plan’s holding of qualified employer securities, and the prohibitions on self-
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dealing.”® The exemption was conditioned on the establishment of a “Supplemental Program
Committee,” made up of a majority of members not affiliated with the employer or the union,
that would manage the VEBA.”* EBSA also granted the union’s request that an independent
member of this committee be permitted to serve on the employer’s board of directors to advocate
for the VEBA during the period in which the shares could not be sold.”® More recently, EBSA
exempted from the prohibited transaction and maximum holding of employer securities rules the
transfer of a significant number of shares of employer stock to two retiree health VEBAs made
pursuant to a bankruptcy settlement.” Notably, the exemption was conditioned on the selection
of independent fiduciaries that “have sole discretionary responsibility relating to the acquisition,
holding, disposition, ongoing management, and voting of the [s]tock,” and “have negotiated and
approved or will negotiate and approve on behalf of their respective VEBAS any transactions
between the VEBA and [the employer] involving the [s]hares. . ..”"* These conditions
demonstrate that EBSA demands that VEBA trustees operate in the interest of the beneficiaries
in exercising their rights regarding the securities, rather than acting as an arm of the employer or
union. Additionally, despite the exemption to the specific prohibited transaction, percentage
limitation, and self-dealing rules, ERISA’s general fiduciary principals continue to apply to the
VEBA trustees.
Il. Transferring Retiree Health Benefits Obligations to a VEBA

Though all VEBAs will be subject to the provisions of Code section 501(c)(9), likely
governed by ERISA, and possibly impacted by securities laws regarding their holding of
employer securities, the establishment and funding of the entity does not necessarily alter an
employer’s obligation to provide retiree health benefits. One recent survey found that a quarter

of employers that provided retiree health benefits, and 40% of employers with more than 20,000
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employees proving retiree health, pre-funded some of their anticipated retiree costs, most
commonly using VEBASs as the prefunding vehicle.” Not all of these employers have shifted
their obligation to provide retiree health benefits to VEBA trusts. In fact since neither ERISA
nor the Code requires employers to provide retiree health benefits, some of these employers have
no obligation to provide retiree health benefits at all.

Even for employers with some obligation to provide retiree health benefits, using a
VEBA as a financing vehicle does alter change the employer’s obligations. Most simply, an
employer may establish a VEBA to provide retiree health care for tax purposes or at the behest
of a union, but may itself remain obligated to provide those benefits unless it discharges that
obligation through bankruptcy or a class action settlement with its retirees. If the VEBA’s funds
are exhausted, the employer’s duty to provide continuing retiree health coverage remains the
same as it was before it established the trust. Three more complicated VEBA arrangements are
discussed below. First, a VEBA may be established as a result of bankruptcy settlement.
Second, an employer with no binding obligation to provide retiree health benefits might chose to
establish a VEBA with fixed funding to provide its employees or retirees with retiree health
benefits, rather than indefinitely providing benefits directly. Third, with court approval of a class
action settlement with retirees, an employer may shift an already vested (or at least arguably
vested) obligation to provide retiree health benefits to a VEBA. Recent news coverage of the
proposed UAW-automaker has often conflated these three different uses of VEBAs. "
Vesting

A critical factor in determining exactly what, if any, obligations are shifted from an
employer to a VEBA is determining whether retirees have a vested, irrevocable right to

continuing health benefits in the first place. Since ERISA and the Code do not mandate the
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vesting of retiree health benefits, these obligations are most often derived from collective
bargaining agreements and promises made by the employer in plan documents and in other
contexts.”” Sometimes it is relatively simple to determine whether retirees or active employees
have a vested right to these benefits. Courts in almost all circuits would probably determine that
benefits provided under a non-collectively bargained plan were not vested if the plan documents
clearly stated that coverage 1) was not indefinite and 2) could be revoked at any time.
Conversely, most courts would likely find that benefits provided under a non-collectively
bargained plan that explicitly guaranteed vested benefits for life and failed to reserve the
employer’s right to modify the plan were in fact vested.”® Likewise, almost all courts would
probably find retiree health benefits provided under a collective bargaining agreement that
stipulated that the benefits were only guaranteed for the life of the agreement to be unvested.
The courts of appeal, however, are currently split on the precise standards to use in determining
whether retirees have a vested right to lifetime health benefits in closer cases.®

For example, in UAW v. Yard-Man Incorporated,® the Sixth Circuit, in which the
majority of the VEBA-related litigation discussed below is heard, found a collective bargaining
agreement provision that read, “[t]he Company will provide insurance benefits equal to the
active group benefits . . . for the former employee and his spouse,” to be ambiguous regarding
whether the retiree benefits were vested for life or merely for the term of the agreement.®? The
court considered, among other factors including related provisions in the agreement and the
discretionary nature of bargaining over retiree benefits, that retiree health benefits were “status
benefits” that seemingly apply when and for long as the employee attained the status “retired.”%
Commentators have termed the inference that collectively-bargained health benefits granted to

all retirees are assumed to be vested for life the “Yard-Man Inference.”®*
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Several other circuits have explicitly rejected the Yard-Man approach.® For instance, the
Seventh Circuit, in Rossetto v. Pabst Brewing Company,® argued that it would make more sense
for the presumption to be reversed, because a union should be expected to negotiate for express
language in the agreement unambiguously vesting the retiree benefits.®” The Sixth Circuit itself
has noted conflicts and unpredictability in its analysis, finding that reasonable parties can argue
that “two lines of Sixth Circuit cases offer competing answers.”®® For example, the outcome is
unclear when the collective bargaining agreement seems to indicate that the benefits will vest
upon retirement, but the plan documents clearly reserve the right to modify or terminate the
benefits.*® These varying approaches among and sometimes within the circuits and the
intricacies of interpreting collective bargaining agreement and welfare benefit plan language, as
well as extrinsic evidence when those documents are ambiguous, often make determining
whether retiree health benefits are vested a very difficult question.

VEBASs Resulting from Bankruptcy

In a bankruptcy liquidation or reorganization, retirees’ claims to health benefits from an
insolvent employer may ultimately be satisfied by a contribution to a VEBA that provides
limited benefits. In the event of a liquidation, even retirees with vested rights to employer health
coverage will be treated as ordinary unsecured creditors, whose claims must be satisfied out of
the estate of defunct company.® In such a situation, retirees will likely receive only a fraction of
the value of the originally promised benefits.*

In bankruptcy reorganization, however, Congress has imposed certain restrictions on the
modification of retiree health benefits, which some courts interpret to extend even to retirees
with no vested right to the benefits.®? The Retiree Benefits Bankruptcy Protection Act of 1988

modified the bankruptcy code to prevent employers acting as a debtor in possession or a trustee
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from unilaterally modifying retiree health and life insurance benefits in a Chapter 11
reorganization.”® The Act requires an employer or trustee to negotiate with a representative of
the retirees and attempt to reach a settlement before petitioning the bankruptcy court to reduce or
eliminate the benefits.** The union that negotiated the benefits or a committee of retirees can
serve as the retirees’ representative.” The parties can agree to modify the benefits, or if
negotiations fail, the employer or trustee can seek approval from the bankruptcy court of a
unilateral modification that is required to enact a reorganization of the employer that is fair and
equitable to all creditors.”® Some bankruptcy courts deny these special protections to retirees
whose health benefits are not vested, in which case the employer acting as debtor in possession
or the trustee can terminate or reduce the benefits without negotiation, but other bankruptcy
courts will require the procedures to be followed. ¥’

Ultimately, the retirees’ representative and the employer or trustee may negotiate the
establishment of a VEBA rather accepting continuing, reduced benefits provided directly by the
employer. The amount contributed to the VEBA is presumably secure from the other creditors in
the event of a liquidation, though it may include substantial amounts of the reorganized
company’s stock. The Retirees Committee of bankrupt auto-parts maker Dana Corporation
recently negotiated such a contribution to a VEBA.® The Steelworkers union has also
negotiated retiree health benefit VEBASs with several companies in the declining steel industry.*
When vested retiree health benefits are involved, the effect of these negotiations in bankruptcy is
to release the employer from its obligation to provide those benefits and shift responsibility for
providing them to the VEBA. Though this is a significant change from the original agreement
between the employer and the retirees, these transfers are less revolutionary and quite different

from arrangements like the proposed UAW-automaker deals, discussed below. In bankruptcy all
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unsecured creditors of the insolvent employer will likely have to compromise—not just
retirees—and bankruptcy courts, which have experience in the equitable distribution of assets to
creditors, have oversight over any unilateral modification.

VEBASs Neqgotiated to Provide Retiree Health Benefits to Unvested Employees or Retirees

Assuming employees’ or retirees’ rights to health benefits in retirement have not already
vested, an employer can choose to offer retiree health benefits that are derived from its limited
contributions to a VEBA instead of directly providing benefits from its corporate treasury. The
employer can simply pledge to contribute funds to the trust and limit its liability to that
contribution. Presumably in these situations, the employer could have simply terminated the
benefits altogether. Essentially, the employer is making a “defined contribution” to pay for
retiree health benefits (the level of benefits the trust can afford), rather than vesting employees
with a “defined benefit,” a certain guaranteed level of health benefits that will be provided by the
employer.’® Since the employees or retirees never had a vested right to a fixed level of benefits
provided directly from the employer in the first place, under this approach no employee’s or
retiree’s vested rights are altered.

A modified version of this approach has been the source of litigation, but it is not the
VEBA that is the source of controversy, though its use as a financing vehicle may cloud the
issues in the case. An employer and union might agree that future retirees will continue to be
covered under the employer’s health insurance plan for life, but the employer will cap the
amount it will pay towards the retiree’s premiums every year. The employer may concurrently
agree to make a lump sum contribution to a VEBA, administered jointly by the employer and the
union, that will offset the premium that retirees must pay.'® Upon retirement, employees will

have a vested right to health coverage offered by the employer that is limited by the cap on what
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the employer will contribute towards their premium, but the VEBA will pay all or part of the
employee’s share of the premiums until its funds are exhausted.

In these situations, when the VEBA does run out of money, questions may still remain as
to precisely what benefits employees had a vested right to in retirement, but the litigation does
not turn on the existence of the VEBA itself. Heavy equipment manufacturer Caterpillar claims
it unilaterally implemented a cap on the premium payments it would pay on behalf of future
retirees in 1992, while it was at bargaining impasse with the union. It later agreed with the union
to finance the difference between what it would pay for premiums and actual premiums with a
VEBA trust in 1998.292 The VEBA’s funds ran out in 2004, at which time Caterpillar threatened
to commence charging retirees a share of the premium.'®® Retirees and surviving spouses
brought suit against Caterpillar asserting that they had a vested right to receive fully-funded
retiree health benefits.’® The central issue in the case does not concern the VEBA itself, but
whether the employer can impose the caps; the VEBA financing merely delayed the conflict. A
Caterpillar spokeswoman explained to The Detroit Free Press that the trust was only intended to
be a temporary solution.'®® Even the union’s negotiator on the deal asserted that the VEBA had
served its purpose.’® The litigation is still ongoing.**’

Another frequently cited VEBA “failure” involves the Detroit Diesel Corporation, which
established a VEBA with the UAW in 1993.2® The employer and the union agreed that for
employees retiring after 1993, the company would cap how much it would pay of retiree health
premiums and the VEBA would pay the premiums in excess of the company’s contribution.*®
This arrangement continued until the VEBA ran out of funds in 2004.1° At the time the VEBA
was established, the parties apparently did not conclusively settle the question of what would

happen in the event the VEBA exhausted its funds—whether the benefits remained fully vested

19



and the employer maintained an obligation to make continuing contributions to the VEBA, or if
the caps were a definitive limitation of the employer’s retiree health liability. When the
employer notified the retirees that they would have to pay the excess premiums, some brought
suit claiming that their right to fully funded retiree health benefits, without a retiree premium
contribution, was vested by the collective bargaining agreements immediately prior and
subsequent to the agreement that established the VEBA.** A federal district court granted a
preliminary injunction preventing modification of the benefits, and the Sixth Circuit affirmed the
injunction.**?

In both the Caterpillar and Detroit Diesel cases, even though the VEBAs exhausted their
funds, the legal rights of the parties did not necessarily change because the employer had adopted
the VEBA as a source of financing. The controversies center on the language of the collective
bargaining agreements that defined the retiree health benefits. When the employer finally made
concrete modifications to the benefits, the retirees brought suit seeking to clarify the benefits
offered in the original agreements, just as they could have done if the employer modified benefits
that it had been paying for directly. These situations therefore are fundamentally different than
the pending automaker-UAW VEBA arrangements, which, as discussed below, propose to
override any pre-existing rights created in earlier agreements with a class settlement and replace
it with a right to benefits provided from a limited pool of funds contributed to a VEBA trust.

VEBAs Established in Exchange for Releasing Employer of Reitree Health Benefit Obligations

The large pending VEBA deals in the news, including the proposed UAW-automaker
VEBAS, are more revolutionary and problematic arrangements than the ones discussed above.
These arrangements involve releasing the employer from its obligation to provide arguably

vested retiree health benefits and raise questions about whether the interests of the affected
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retirees can be adequately represented. Implementing these deals is therefore significantly more
complex than deals that tie future, unvested benefits to a VEBA trust or do not alter an
employer’s fundamental obligation to provide vested retiree health benefits and simply use a
VEBA for financing.

Two previous situations provide guidance on how an employer, a union, and
representative retirees can successfully release the employer of its putative obligation to provide
retiree health benefits in exchange for contributions to a VEBA trust that will take on
responsibility for providing the benefits. In both of the deals, however, the employers were only
released from a portion of their obligation to provide benefits in exchange for funding the
trust."™®* The arrangements approved in the 1993 Navistar opinion and the 2007 McKnight
opinion, involving General Motors and Ford, released the employers’ direct liability for
providing broad retiree health benefit coverage in exchange for fully-vested, but more limited
coverage and a contribution to a VEBA that would partially offset increased retiree responsibility
for health care costs under the new less generous plans.*** Notably, the binding effect of
settlement approved in McKnight was durationally limited until September 2011,'** leaving the
question of whether retirees had a vested right to health benefits beyond that date open—an issue
that the latest pending deals purport to settle.

Presumably, the process the parties would need to follow to release the employer of all of
its putative retiree benefit obligations in exchange for a contribution to a VEBA is the same as
the process used to release the employer from a portion of those liabilities. To implement such
an arrangement, a union and an employer can first negotiate a proposal to release the employer
from its obligation to provide retiree health benefits in exchange for fixed contributions to the

VEBA trust.*® Importantly, the union cannot bind the retirees to the agreement; the Supreme
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Court has held that retirees, former employees receiving pensions and benefits, are not part of the
bargaining unit that the union represents.**” The union instead can select and organize
representative retirees and counsel to file a class action seeking declaratory and injunctive relief
against the employer’s unilateral modification of benefits. The representatives can allege
violations of section 301 of the Labor Management Relations Act for breach of the collective
bargaining agreement that ostensibly granted them a vested right to benefits, as well as ERISA
section 502(a) for benefits due and violations of the plan terms.**® In the UAW-automaker deal
that is the subject of McKnight, the UAW not only asked certain retirees to act as class
representatives, but also suggested a lawyer to server as their class counsel.™** The agreement
worked out in advance between the employer and the union can ultimately serve as the
employer’s settlement offer to the class.'

Using an adversarial civil suit to implement an agreement made between the employer
and the union, a party that does not even represent the employees, is problematic, especially
since only a handful of retirees (those who agreed to represent the class) in essence ratified the
agreement. There is no guarantee at this point in the litigation whether the interests of the
majority of retirees who will be bound by a class settlement are adequately represented. Federal
Rule of Civil Procedure 23, regarding class actions, however, provides some protection.

First, the rule requires the court to monitor the class action process. Specifically, the
court must certify the class and appoint class counsel.*?! In this capacity, the court must, among
other things, determine that the class representatives will “fairly and adequately protect the

interests of the class,”*??

and evaluate the class counsel to ensure that she will “fairly and
adequately represent the interests of the class.”**® In McKnight, both the district court and the

Sixth Circuit on appeal approved the UAW’s handpicked class representatives and recommended
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counsel.®** The circuit court emphasized the counsel’s experience and professional and financial
independence from the employers and the union.** The court also did not consider the class
representatives and counsel’s acceptance of the agreement as negotiated between the automakers
and the UAW to be improper, asserting that they retained the right to modify the settlement.'?®

Second, a court will examine the substance of the agreement in addition to the settlement
process. Rule 23 permits the court to approve the settlement only “after a hearing and on finding
that it is fair, reasonable, and adequate.”*?” A court in the Sixth Circuit will weigh several
factors in deciding whether a settlement meets this standard,?® including “the likelihood of
success on the merits weighed against the amount and form of the relief offered in the

129 and “the risks, expense, and delay of further litigation.”** In a review of a

settlement,
settlement that releases an employer from its putative obligation to provide retiree health benefits
in exchange for a contribution to a VEBA, these factors largely translate into an evaluation of 1)
the strength of the parties’ claims regarding whether the retirees’ right to health benefits was

d,®** and 2) in the event that the right to benefits was found to be vested, the likelihood that

veste
retirees would continue receiving their current health coverage given the financial position of the
employers.™*? The court will also consider and respond to legitimate concerns raised by the
objecting members of the class at a hearing and in writing.**?

The McKnight and Navistar courts both approved the class settlements, finding fair the
offers of reduced but vested benefits combined with partially offsetting payments from a funded
VEBA trust. Both found that the employers, Navistar and the automakers, had a tenable claim
that the retirees’ rights to health benefits were not vested and could be unilaterally reduced or

terminated.’** The court of appeals in McKnight particularly focused on the risks of litigating

the vesting question given the Sixth Circuit’s seemingly inconsistent jurisprudence on the issue;
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if a court found the benefits were not vested, “little would stand in the way of the car companies’
reducing or even eliminating the retirees’ healthcare benefits in the future.” ** Further, both
opinions examined the employers’ financial situations and the impact of bankruptcy, which
could result in a more significant reduction in benefits even if a court found them to be vested.**
In both of the situations, the employers were in financial distress and the cost of retiree health
benefits were a significant burden. GM and Ford’s automotive operations had lost billions of
dollars in the previous year, having spent billions on retiree health.**” Similarly, the Navistar
court found that because of its $2.6 billion in retiree health liabilities, the truckmaker would not
even survive a reorganization; liquidation would be “the inevitable result” of a rejection of the
settlement offer if the retirees’ right to benefits was vested.*® As discussed above,
reorganization gives employers a limited opportunity to reduce even vested retiree health
benefits and liquidation merely leaves retirees with an unsecured claim that would have to be
satisfied by the sale of the company’s assets, which would not likely cover a significant amount
of their claim.*®

Obviously, a settlement including a well-financed VEBA that is actuarially forecast to
fulfill most of the employer’s original putative retiree health benefit obligation will militate
towards court approval. Both the McKnight and Navistar courts found that given the risk that the
retirees would see a drastic reduction in benefits through either a declaration that their rights
were not vested or a bankruptcy, a reduced benefits package with a contribution to fund a
partially offsetting VEBA trust was a fair, reasonable, and adequate settlement.**® In approving
the settlement, the Navistar court specifically noted that the funding of the VEBA, “a truly
innovative concept,” was tied to the financial recovery of the employer.'** The agreement

entitled the trust to 50% of the company’s common stock plus a share of its future profits.'*?
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The court believed that if the employer’s performance improved enough, the retiree health
benefits could theoretically be restored to their original levels.**

This type of arrangement potentially also could arise out of a genuine adversarial dispute
between the retirees and the employer, even with retirees who were never represented by a
union. For example, an employer could move to terminate or reduce retiree health benefits
provided to retired non-union retirees and the retirees could bring a class action under the ERISA
enforcement provisions. The employer could negotiate a deal with class counsel that involved
settling the claim. The class representatives would agree that the employer is not obligated to
provide retiree health benefits (or only provide limited benefits) in exchange for fixed
contributions to a VEBA that would provide the benefits. Even former union employees may
operate somewhat independently of the union in striking such a deal. For example, metals
company AK Steel settled a lawsuit that arose out of a genuine dispute with a class of union
retirees over their vested right to retiree health care; the pending settlement agreement relieves
the company of its obligation to provide benefits in exchange for a series of contributions to a
VEBA that is predicted to cover the retiree health costs that were originally paid for by the
employer.*

I11. Motives for and Risks of Shifting Retiree Health Obligations from Employers to
VEBAs

Though the biggest pending VEBA deals involve the car and tire manufacturers, the
forces driving employers and unions to adopt VEBAS as part of retiree health benefit financing
schemes may appear even outside the automobile industry. Some commentators are even
predicting that the UAW-automaker agreement signals the beginning of more widespread use of

VEBASs for financing employee benefits. Workforce Management called the Detroit VEBA
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deals the biggest workforce story of the year and predicted that “[t]he health care trusts that made
a big splash in 2007 will likely live on in increasing numbers in 2008.”**> The Detroit Free
Press predicted that VEBAs would remain “in the spotlight for years.”**

Given that shifting retiree health benefit responsibility to a VEBA has complex
implications arising from ERISA and securities laws and that contributions to the trust are
forever out of reach of the employer, it is unsurprising that observers attribute the recent interest
in the approach to forces other than the tax advantages. Though it remains to be seen whether
there will be many more deals as revolutionary as the agreements to release the automakers from
their retiree health benefit liability in exchange for contributions to VEBAS, the concept is part of
an undeniable trend away from employer-provided retiree health benefits: the percentage of
large employers offering retirees health benefits dropped from 66% to 33% between 1988 and
20071

Three parties have a significant stake in what entity, if any, is responsible for providing
retiree health benefits. All of the relevant groups, however, have different motivations.
Employers are interested in controlling their liabilities, retirees are interested in maintaining
secure health benefits at the highest possible levels, and unions, who purport to speak for retirees
and also have a legal obligation to represent in active employees in their bargaining unit, have an
interest in satisfying their membership’s desire for job security and wage increases or
maintenance. Each of these parties may gain from relieving an employer from the obligation to
provide the retiree health benefits in exchange for a contribution to a VEBA that will assume the
responsibility, but the most radical of these arrangements, like the pending UAW-automaker
deals, are largely negotiated by employers and unions and raise questions about whether the

interests of retirees are adequately protected.
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Employer Interests

In the opinion approving the settlement that released Navistar from its retiree health
benefit obligations in exchange for a contribution a UAW-sponsored VEBA, the court wrote that
the *“case, arising out of the de-industrialization of the United States, presents this Court with a
tragic situation, which unfortunately and inevitably will be replicated with other manufacturing
companies and other workers.”**® Though the trend may have unfolded more slowly than the
court would have predicted, the statement was prescient; today, about fifteen years later, all three
automakers and Goodyear are following the same path. Clearly, changes in the domestic
manufacturing industry and increases in retiree health benefit costs are at least in part driving the
quest for solutions, such as using VEBAs. When retiree health benefits were first bargained in
the manufacturing industry in the 1950s and 1960s, employers saw the benefits as a relatively
costless offer; Medicare’s introduction in 1965 only furthered the perception that the expense of
the benefits would be trivial.**® Over time, however, the cost of retiree health benefits
ballooned, while domestic manufacturers increasingly faced competition from foreign
automakers. By 2004, retiree health care costs accounted for 70% of all of GM’s health care
expenses.™ These costs hit the Detroit automakers and other domestic manufacturers especially
hard because they have as many or more retirees than active workers, so the relative cost of
retiree benefits equal or exceed the cost of providing benefits to current workers.™! The Wall
Street Journal recently reported that hourly compensation costs for domestic automakers in the
U.S. total $65 to $75, while hourly compensation costs for the non-union U.S. workforces of
Asian automakers run only $45 to $55, with roughly a third of the difference attributable to

retiree health benefit costs. '
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Accounting conventions played an important role in making these costs more visible.
The implementation of accounting practice reforms that emphasized the cost of retiree health
benefits anecdotally correspond to periods of interest in using VEBAS to finance the burden. At
one time, publicly held employers did not have to account for the accrued value of retiree health
benefits obligations in their financial statements. New rules issued by the Financial Accounting
Standards Board (FASB), which establishes accounting standards that are recognized as
authoritative for public companies by the SEC,™* have made the costs more transparent. In
1984, FASB issued Financial Accounting Standard (FAS) 81, which required public companies
to disclose in a footnote what retiree health and life benefits they provided and how they
accounted for the cost of these benefits.™>* In 1990, FASB issued a standard requiring a uniform
disclosure of the cost of retiree health benefits in financial statements. The new standard, FAS
106, required employers to begin accruing the future costs of providing retiree health benefits for
their currently active employees, effective the end of 1992.%>° Many observers attribute the
significant decline in the number of employers offering retiree health benefits to the issuance of
FAS 106."° One commentator reports that when the retiree health liabilities were reported in
financial statements, domestic automakers’ earnings dropped by 35% on average.**’

Anecdotally, FAS 106 motivated employers to seek creative solutions using VEBAS to
reduce their employee benefit liabilities. In late 1992, truck-maker Navistar, as discussed above,
negotiated the release of some of its retiree health benefit obligations in exchange for a
contribution a VEBA trust.™®® This technique of transferring retiree health obligations to a
VEBA can eliminate significant retiree health benefit liabilities on the balance sheet, but requires
a cash or stock contribution large enough large enough to satisfy the union and, if arguably

vested benefits are at stake, a court. Also at this time, manufacturers Caterpillar and Detroit
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Diesel, discussed above, sought to cap their maximum retiree health benefit costs.*® Detroit
Diesel ostensibly intended to shift responsibilities for future retiree health benefit expenses
beyond the cap to a VEBA,*® an approach that would create limited, predictable retiree
healthcare liabilities and limit the risks of medical cost inflation. In an opinion from the later
litigation regarding Detroit Diesel’s retiree obligations for expenses beyond the cap, the court
specifically noted that the VEBA was proposed in the parties’ discussions of “the impact of FAS
106 on Detroit Diesel’s financial position.”***

In 2006, FASB promulgated another new standard, FAS 158, that amends FAS 106 and
makes the reporting of retiree health care liabilities even more transparent.’®* The new standard
requires employers to incorporate its retiree health plan’s funding status, based on its projected
obligations, into its balance sheet, rather than merely disclosing the liabilities in the footnotes of
the financial statement as was permitted under FAS 106.*% Some commentators predict that the
new standard will have a significant impact on the valuation of public companies and further
encourage the offloading of retiree health obligations onto VEBAs established with fixed
contributions.***

In settlements that shift vested retiree health benefit liabilities from an employer to a
VEBA, employers have generally been able to offload the obligations for cash and stock
contributions worth only a percentage of the present value of the future cost of providing retiree
health care, translating into a real balance sheet savings for the employer. For example, the
pending 2007 UAW-automakers VEBA agreements propose that the three carmakers will only
make contributions of cash and securities equaling $52 billion, while releasing them from $88
billion in future retiree health benefit obligations, a payment of less than 60 cents on the

dollar.'® A VEBA may provide reduced benefits compared to what was provided by the
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employer to realize some of these savings. Other savings will be purportedly generated by the
tax-free investment experience of the trusts or by the more efficient and cost-effective delivery of
healthcare. The proposed UAW-automaker VEBAS were negotiated assuming a medical cost
inflation rate of only 5% and annual investment returns of 9%.'%® If these figures are accurate,
the VEBA ostensibly can provide the promised level of benefits for 80 years.*®’ In addition to
reducing employer retiree health benefit liabilities that are valued in excess of the employer’s
contributions, these arrangements also shift the risk of unforeseen healthcare cost inflation and
life span increases from the employer to the VEBA, and therefore the retirees, a favorable move
for the employers in the eyes of bond rating agencies.®®

However, employers may occasionally stand to lose in VEBA arrangements. First,
Detroit Diesel and Caterpillar illustrate that employers face the risk of litigation when they
attempt to negotiate limited retiree health benefit liability for future, ostensibly unvested retirees,
in exchange for contributions to a VEBA.'®® If the VEBA exhausts its funds, retirees may seek
to show that they already had a vested right to the benefits or that the agreement that established
the VEBA concomitantly gave them a vested right to the original level of benefits from the
employer, regardless of whether the VEBA or the employer financed the coverage. Second,
there is a political risk. If the employer negotiates a release of its liability for providing already
vested retiree benefits in exchange for a contribution to a VEBA with court approval, or simply
pledges contributions to a VEBA to provide benefits for future or unvested retirees in a
collective bargaining agreement, its total VEBA contribution obligation is fixed. That fixed
amount could exceed what the employer would have spent to provide the benefits directly if
medical cost inflation is very low or if Congress legislates more generous Medicare benefits or

expands the program to provide government subsidized care to younger individuals, absorbing
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the costs of early retirees. Under the current regulations, the employer would never be able to
recover its contribution,'’® even if the actual retiree healthcare costs were very low or Congress
establishes a comprehensive single-payer healthcare plan that subsumes many of the costs the
VEBA was intended to cover.

Retiree Interests

Though employers generally stand to gain from limiting their responsibility to provide
retiree health benefits to fixed contributions to a VEBA, the result of VEBA-only financing of
retiree health benefits on retirees is ambiguous. Retiree healthcare coverage is a coveted benefit,
even for retirees of the age to qualify for Medicare, which before the introduction of the drug
benefit, only paid a little more than half of its beneficiaries’ healthcare expenses.’” Designating
a VEBA trust, with a limited corpus, as the sole source of retiree health benefit financing shifts
the risk of medical inflation from the employer to the VEBA and therefore the retirees. If the
retirees’ aggregate health benefit expenses exceed expectations or the trust’s investment
experience is poor, the VEBA trustees will be forced to reduce or eventually eliminate benefits,
with no promise of help from the employer no matter how profitable it has become. Determining
whether VEBA financing of retiree health benefits is a victory for retirees is therefore heavily
dependent on the nuances of the deal and the employer’s financial situation.

For employees or retirees who clearly do not have a vested right to retiree health benefits,
an agreement that the employer will contribute to a VEBA that will provide retiree health
coverage is clearly preferable to the employer’s elimination of retiree health coverage altogether
and, depending on the financing of the VEBA, may be preferable to unvested retiree benefits that
are provided indefinitely by the employer, but can be reduced or terminated at any time. Once

the assets are contributed to the VEBA, they cannot revert to the employer,'’ so the retirees
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have a guaranteed pool of funding, though how fast it will be depleted depends on the trust’s
costs and investment earnings.

The position of retirees who have a putatively vested right to retiree health benefits and
are in a class that could be bound to a settlement that releases the employer for its obligation to
provide those benefits in exchange for a VEBA contribution is even more complicated. In many
instances, these retirees may find themselves in a “lose-lose” situation.’” For example, if the
employer has a strong argument that the retirees do not have a vested right to the benefits, and it
retains the ability to modify coverage, then exchanging employer liability for a contribution to a
VEBA may be a good deal.*"

Similarly, the near-certain bankruptcy of an employer is a threat to retirees, even those
with an undeniably vested right to health benefits. Retiree health benefits are not secured by a
government-sponsored scheme, like qualified pension benefits that are insured by the Pension
Benefit Guaranty Corporation.”® If an employer is in financial distress, a VEBA offers retirees
a degree of security by serving as a guaranteed, though limited, source of benefit funding that the
employer’s creditors are unlikely able to reach in bankruptcy. Even considering the healthcare
cost inflation and investment experience risk, a VEBA trust with assets sufficient to cover a
significant portion of estimated retiree health benefits liabilities—Ilike the proposed UAW-
automaker VEBAs—may therefore leave retirees better off than a vested right to benefits from a
financially insecure employer.t” Even if the distressed employer is likely to survive a
reorganization, retirees may be able to extract a more generous contribution to a VEBA while the
employer is still solvent.

Courts, as discussed above, examine these factors before approving a deal that releases an

employer from its obligation to provide putatively vested retiree health benefits in exchange for
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fixed contributions to a VEBA. However, questions remain whether this process will adequately
protect the retirees. The union that negotiated the deal will certainly argue that it considered the
retirees’ interests,'’” but it not have the legal authority to represent the retirees'’® and, as
discussed below, may be tempted to put the somewhat conflicting interests of active employees
first. The court reviewing such a settlement is therefore the primary defender of the retirees.

Certainly, a court will be competent to make a summary evaluation of the relative merits
of competing claims regarding whether the retirees’ benefits are vested.'” It is probably less
competent though to evaluate the financial position of an employer and determine whether the
situation is truly dire enough to justify the settlement when considered in conjunction with the
strength of the retirees’ argument on the vesting issue. For this analysis, a court might rely on
expert testimony produced by class counsel at the fairness hearing.'*® The expert, however, may
not be an entirely independent representative of the retirees. In Navistar, for instance, at the
fairness hearing the class representatives presented as their financial expert an investment banker
who had also advised the union in its negotiations with the employer to initially structure the
deal.®" A court should be aware of these conflicts and not find “fair, reasonable, and

adequate,”*®2

any binding class settlement that releases an employer from arguably vested
benefits on the basis of the employer’s precarious financial condition of the employer, unless
credible, unbiased evidence supports the position.

Union Interests

Unions, and the active employees they represent, may too stand to gain from shifting
responsibility for retiree health benefits from employers to a VEBA. Recall that some transfers
of retiree health benefit responsibilities may only affect current bargaining unit employees,

whose right to the benefits in retirement has not yet vested. For example, an employer and a
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union may agree that the employer will provide coverage for future retirees, but will only pay up
to a certain amount. The parties may agree that the excess cost must be covered through
premium payments made by retirees, but that the employer will make fixed contributions to a
VEBA to offset that cost to the retirees. Allowing the employer to limit its liability with such an
arrangement may be unpopular with the bargaining unit, but it may allow the union to extract
other concessions like wage increases or job security that may be more immediately desired by
members. Since the union’s bargaining committee is presumably still accountable to the active
employees that will be impacted by the deal, this situation does not raise extraordinary concerns
about conflicts of interest.

More problematic is the situation in which a union negotiates an agreement that releases
the employer of its putative obligation to provide retiree health benefits in exchange for a
payment to a VEBA. If the retirees have an arguably vested right to those benefits then a court
approved class action settlement as discussed above will be a critical component of the
arrangement.’®® The union still has a tremendous amount of influence in the official settlement
process. The initial agreement and the union’s subsequent organization of the suit that will ratify
the arrangement will largely define the terms of the final settlement even though the union does
not legally represent the retirees. In both McKnight and Navistar, the class representatives
accepted as the terms of the settlement the framework agreed upon in advance by the union and
the employer; both courts then also approved.®® The McKnight court granted its approval
despite the union’s involvement in choosing the class representatives and recommending the
chosen class counsel.
The union’s interest may in part be aligned with retirees—it probably wants to signal to

active employees that union negotiators will consider their interests in the future when they are
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retired.*®® However, it may be most concerned with securing pay and job security for its present,
active employee membership, perhaps at the expense of getting the best deal for the retirees in
the initial negotiations of the retiree health benefit financing agreement. Regarding the recent
UAW-automaker deals, at least one industry observer, Daniel Howes of The Detroit News,
claims that “[i]t was the UAW, backed by the financial savvy of [investment bank] Lazard, that
pushed the concept of off-loading billions in retiree health care liabilities to voluntary
employees’ beneficiary associations, or VEBAS, to be funded by the companies and controlled
by the unions.”*®" Though a degree of security for retirees in the event of an employer
bankruptcy might have motivated the deals, releasing the automakers from this liability also
might improve the employer’s financing prospects, ultimately leading to better job security and
wage increases for active union workers.*® A union might, therefore, not be motivated to
negotiate the best arrangement for its retirees. It may use overly optimistic estimates to calculate

healthcare cost inflation and expected investment returns on the trust’s assets,'®

oragreetoa
contribution to the VEBA of illiquid, noncash assets of questionable value. For example, Howes
also claims that “[i]t was the UAW that proposed Ford exchange a portion of its cash
contribution to the VEBA for a larger convertible note and then invest the difference in plants,
new equipment and flexible body shops. The result: More union jobs in more flexible, more
competitive U.S. Ford plants.”**® As mentioned above, because of this potential for conflict and
the power of the union in orchestrating these agreements, courts must scrutinize the settlement
terms and the experts used to analyze the situation on behalf of the parties.

Some reports in the media regarding the UAW-automaker deals insinuate that the

employer stock that an employer contributes to the VEBA will be under union control. *** This

conflict is probably less of a concern than the union’s potentially conflicted position in the initial
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negotiation of the contribution. Once the trust and the plan is established, ERISA’s clear
imposition of fiduciary duties, specifically the duty of loyalty, and enforcement provisions
provide beneficiaries with a cause of action if the trustees allow union interests to hamper their
representation of the beneficiaries in exercising control of the shares.'*> Further, as discussed in
the first section of this paper, since these significant transfers of employer securities likely
violate ERISA’s prohibited transaction rules, the required administrative exemption will
probably impose additional requirements to safeguard the trustees’ independence.'®® Consistent
with these statutory restrictions and anticipated administrative requirements, the UAW has
pledged that the pending automaker retiree health VEBA will not be governed by the union but
by independent trustees “with expertise in health care, financial management and related
areas.”™® Additionally, GM’s chief financial officer has stated that it was his understanding that
the trustees would vote the employer stock in the fund “in the same proportion as all
shareholders.”**

While these deals may help the union win concessions for active employees, they may
hamper the union’s political aims. By negotiating with the automakers to initiate their release
from the obligation to provide retiree health benefits, the UAW may in fact be losing these
employers as motivated allies in pursuing one of the union’s stated social goals: a “single-payer
health insurance system that covers the entire country.”**® Some commentators and labor
activists fear that with massive retiree health obligations no longer looming the automakers may
be less likely to spend their political capital lobbying Congress to put the burden of providing
healthcare on the government.™®” For example, three former UAW officials who publically
dissented from the automaker VEBA deals urged the present union leadership not to help the

automakers “escape their responsibility to their past commitments but to help them convert those
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commitments to the common good,” in the form of a “universal, comprehensive, single-payer
healthcare” scheme.'*®
V. Conclusion

The news suggests that there will be more agreements in the future that release employers
from the responsibility of providing retiree health benefits in exchange for a contribution to a
VEBA, consistent with the trend of fewer employers providing health coverage to their retirees.
Given the significant medical costs faced by retirees, even those with Medicare coverage, any
reduction in retiree benefits resulting from these agreements will contribute to the retiree
financial insecurity. Not all arrangements involving VEBAS, however, should alarm those
concerned about the interests of retirees being protected; some of the deals are perhaps quite
beneficial to them. VEBAs themselves are flexible financing vehicles with tax advantages that
may help offset the rapidly increasing cost of healthcare. Given the requirements of the Code
and ERISA, the contributed funds in the trust are dedicated to the benefit of the retirees and
protected from employer manipulation, even though they may be inadequate to cover all of the
retirees’ healthcare needs.

In bankruptcy, for example, all unsecured creditors and equity holders are expected to
share the burden of the employer’s insolvency. A VEBA contribution negotiated in these
circumstances, especially for retirees who do not have a strong argument that they have a vested
right to benefits, appears to be a fair resolution. Outside of insolvency, any contribution to a
VEBA that will assume the responsibility for providing health benefits to retirees or future
retirees without a vested right to them is a much better alternative to an employer’s unilateral
termination of benefits, even though rampant medical inflation or poor investment earnings may

exhaust those funds while retirees’ healthcare needs remain.
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The agreements that raise the greatest concern are those that eliminate an employer’s
arguably legally-binding obligation to provide retiree health benefits in exchange for a
significantly discounted contribution to a VEBA. The few cases approving these types of
arrangements illustrate that they are essentially agreements between the employer and the union,
with retiree approval a mere procedural hurdle. Certainly, if a court determines that the retirees
do not likely have a vested right to employer-provided health benefits, as it is qualified to do, a
deal promising secure funding for health benefits is probably fair. Courts need to be especially
cautious, however, when a significant justification for the settlement is the employer’s threatened
insolvency. In these circumstances, no other creditor appears to have been asked to discount
their claim. The security of having the funds locked in a VEBA is valuable, but courts must use
their authority under Federal Rule of Civil Procedure 23 to ensure that the exchange of a
contribution to a VEBA for the release of liability is reasonable. Even though they may have
good intentions, unions are invested in keeping the employer afloat to employ their active
members; their word alone on the merits of the deal is therefore inadequate to determine if it is
fair. In the next few months, because the automaker and Goodyear agreements present these
problems, courts will have an opportunity to demonstrate just how much they will scrutinize
these deals. Courts should carefully review the arrangements, and demand independent evidence
of their reasonableness, to signal to employers and unions in other industries with massive retiree
health benefit obligations that, while creative solutions are possible, they will vigilantly guard

the interests of retirees.
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