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by James H.M. Sprayregen, and James J. Mazza* 
 

1) Introduction 

A Chinese proverb says “respect for one’s parents is the highest duty of 
civil life.” These words carry particular significance today. As life 
expectancies increase and birth rates fall around the world, the global 
population is aging rapidly. This phenomenon already has reached a critical 
point in many developed nations. In 1995, there were 1.3, 2.3, 2.6, 2.7, 3.6, 
and 4.2 workers per retiree in Italy, Germany, Japan, the United Kingdom, 
Canada and the United States respectively. By the year 2050, it is predicted 
that there will only be 0.7, 1.2, 1.5, 2.1, 1.6 and 2.3 workers respectively per 
retiree in these countries.1 Meanwhile, developing nations are also in the 
midst of a major demographic shift. Indeed, while nearly 60 percent of the 
elderly currently live in developing countries, that percentage is projected to 
increase to 80 percent by 2050. In developing economies such as China, 
Indonesia, and Korea the percentage of these countries’ populations over 60 
is expected to be over 30 percent by 2050. In a trend similar to that in 
developed countries, the ratio of workers to the elderly in China is expected 
to drop from 9:1 to 2.6:1 over the next 40 years.2 

                                                        
* Mr. Sprayregen, a partner of Kirkland & Ellis LLP, heads the firm’s international 

restructuring practice. He is widely recognised as one of the world’s leading 
restructuring lawyers, serving as debtor’s counsel in such cases as United Airlines, 
Calpine, Conseco and Collins & Aikman. Mr. Mazza is an associate in the 
restructuring group of the firm’s Chicago office. The views expressed herein are 
those of the authors.  
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With fewer workers to support pensioners in developed countries, these 
nations currently have daunting agendas of pension reform, which include 
substantial overhauls of government supported social security systems. In 
addition, corporations in these countries currently offering occupational 
pension plans, particularly defined benefit pension plans, are finding it 
difficult to sustain these retirement vehicles for employees. Indeed, it is fair 
to say that certain developed nations, such as the US and the UK, are in the 
throes of a defined benefit pension crisis. Germany, which does not rely as 
heavily as the US and UK on funded pension systems, is also, nevertheless, 
experiencing certain problems in this arena. Each of these countries’ 
respective experiences with defined benefit pension plans provide some 
lessons for developing countries to consider as they formulate their own 
occupational pension systems and their corresponding insolvency laws. 

2) The United States 

The coalescence of a number of forces in recent years, including a 
decline in the US stock market, the lowering of interest rates, and an 
increase in the ratio of retirees to active workers, has saddled US employers 
with massively underfunded defined benefit pension plans.3 Defined benefit 
plans, which set the level of benefits that an employee will receive upon 
retirement, place the risk of loss of pension plan assets on employers. Thus, 
if, for example, a defined benefit pension plan’s investment returns are 
lower than expected, then assets in the plan may not be sufficient to pay 
retirees their benefits. As a result, the plan is deemed underfunded, and the 
employer is responsible for the difference. This is in contrast to defined 
contribution plans where employees make contributions to retirement 
accounts and bear the risk of loss in the event of a market decline. 

In 2005, corporate America’s unfunded pension liabilities were 
estimated to be USD (United States dollars) 146 billion.4 As a result, 
companies in the United States with burdensome pension “legacy” costs 
increasingly have been turning to Chapter 11 of the United States 
Bankruptcy Code to eliminate the effects of these obligations on their 
balance sheets and remain competitive in the global marketplace. 

Pension termination 

The basic principles of pension plan termination in the United States’ 
Chapter 11 context are as follows. Under the Employee Retirement Income 
Security Act of 1974 (ERISA), a pension plan sponsor may terminate its 
defined benefit pension plan if, among other things, a bankruptcy court finds 
that termination of that plan is necessary for the sponsor to operate outside 
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of bankruptcy.5 This is often referred to as “voluntary” or sponsor-initiated 
termination. The Pension Benefit Guaranty Corporation (PBGC), which is 
the quasi-governmental agency that insures and oversees the defined benefit 
pension system in the United States, may approve a sponsor-initiated 
“distress termination” of a pension plan if certain termination criteria are 
met.6  

But the PBGC may not process a sponsor-initiated termination that 
“would violate the terms and conditions of an existing collective bargaining 
agreement.”7 The plan sponsor must obtain relief from its collective 
bargaining obligations under Section 1113 of the Bankruptcy Code, which 
affords special protection to these contracts. In contrast, in ERISA §4042, 
Congress vested in the PBGC the right to seek an “involuntary” termination 
of a pension plan if it determines that, among other things, the plan has not 
been properly funded, or the PBGC’s possible long-run loss with respect to 
the plan may reasonably be expected to increase unreasonably if the plan is 
not terminated.8 It is important to note that the PBGC may terminate a 
pension plan under ERISA §4042 notwithstanding any alleged limitations 
that may exist in the plan sponsor’s collective bargaining agreements with 
its unions.9 

For example, in the United Air Lines, Inc. Chapter 11 case, the PBGC 
agreed through a settlement with the company to terminate the company’s 
defined benefit pension plans by invoking its involuntary termination power, 
thereby abrogating the need for the company to seek Section 1113 relief in 
its Chapter 11 case from its collective bargaining agreements, which had 
required maintenance of defined benefit pension plans. The PBGC accepted 
a package of consideration from United (including notes–some of which are 
contingent on the reorganised company satisfying certain performance 
metrics–and stock) in exchange for settling all pension issues with the 
company. Although a number of United’s unions challenged PBGC’s power 
to enter into such an agreement with an employer, the courts have upheld 
United’s settlement agreement with the PBGC.10 

PBGC’s role after termination 

Upon an employer’s termination of a defined benefit pension plan 
through the Chapter 11 bankruptcy process, the PBGC takes over the plan 
and administers it going forward by, among other things, paying pension 
benefits up to a guaranteed amount to plan participants. The maximum 
PBGC guaranty is capped at approximately USD 47 000 per year and 
depends on factors such as a retiree’s age. However, because pension plans 
terminated in the bankruptcy context often do not have sufficient assets to 
pay plan participants’ statutorily guaranteed benefits, the PBGC is now 
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running a deficit of approximately USD 24 billion as a result of terminated, 
unfunded benefit plans. With some three-quarters of the companies on the 
S&P 500 index having defined benefit pension plans and PBGC estimating 
its future exposure at approximately USD 108 billion on account of future 
plan terminations, some believe that the defined benefit pension crisis in the 
US has yet to reach a crescendo.11 

The PBGC’s rights 

While ERISA provides the PBGC with certain statutory lien rights to 
protect itself when certain events occur in connection with an underfunded 
pension plan (e.g. the sponsor ceases making minimum funding 
contributions), after a Chapter 11 filing is commenced, the Bankruptcy 
Code’s automatic stay generally prevents the PBGC from attaining secured 
or priority status in a bankruptcy case. The PBGC has crafted many 
arguments over the years in an attempt to increase its recovery in bankruptcy 
cases, but has had little success in bankruptcy courts. The PBGC has thus 
lobbied diligently for a change in the Bankruptcy Code’s priority scheme to 
protect its interests. The PBGC has also sought to change ERISA’s 
minimum funding rules to help prevent plans from becoming too 
underfunded in the first place. However, it has not succeeded in these 
endeavours. 

While the PBGC has yet to improve its own position through its 
lobbying efforts, PBGC’s very existence has mitigated the impact of the 
defined benefit crisis in the US by providing retirees who lose their pension 
benefits with some recovery. Indeed, certain workers’ earned pension 
benefits may not be affected at all in a bankruptcy case because PBGC’s 
statutory guaranty will cover them.12 The question remains whether the 
PBGC will be able to sustain itself over the years if it takes over 
responsibility for many more underfunded pension plans. 

Transition to defined contribution plans 

It should also be noted that the trend in the US (and other countries) is 
now toward employer offerings of defined contribution plans in lieu of 
defined benefit plans. Thus, employees will bear the market risk of a 
diminution in pension assets in the future. “As a general matter, worker 
interests in defined contribution plans are not affected by corporate 
reorganisations or bankruptcy.”13 This does not mean, however, that defined 
contribution plans are fully protected, because the funds in an employee’s 
defined contribution account ebb and flow with the vicissitudes of the 
market, thereby leaving workers exposed to potential pension benefit loss. 
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The Enron bankruptcy case in the United States highlighted this stark 
reality.14 In that case, employees’ defined contribution plans were heavily 
invested in Enron’s stock, which was rendered worthless as a result of the 
company’s bankruptcy filing. In addition, under US pension law, Enron’s 
rapid stock decline prevented employees from unloading the Enron stock in 
their defined contribution accounts. Thus, with Enron employees chained to 
a rapidly declining stock, their defined contribution plans suffered 
significant diminutions in value. 

3) The United Kingdom 

The US is not alone in its pension crisis. A number of British businesses 
face similar issues, including British Airways and Corus, which operate 
respectively in the airline and steel industries.  Both have been protagonists 
in the US defined benefit pension crisis.15 Pension liabilities have also struck 
the British retail industry by derailing takeover bids at Marks & Spencer and 
WH Smith.16 Approximately 60 000 people have lost part or all of their 
pension benefits in the United Kingdom as a result of recent pension 
terminations there.17 

The Pensions Act of 2004 

The British government recently passed legislation (the Pensions Act of 
2004) to stem the tide on the country’s pension problem. The act has 
introduced the Pension Protection Fund (PPF), which is modelled after the 
United States’ PBGC, to pay compensation to members of defined benefit 
pension plans when an employer becomes insolvent or when there are 
insufficient assets to cover guaranteed levels of PPF pension 
compensation.18 Like the PBGC, the PPF is not supported by the 
government. Rather, it is funded by compulsory premiums charged to 
employers with pension plans covered by the PPF’s programme. In addition, 
benefits are capped at approximately GBP (United Kingdom pounds) 25 000 
per year. Finally, the Pensions Act has effectively increased employer’s 
pension funding requirements by adding in a risk based premium, which is 
calibrated to the risk of a particular plan’s termination (including its 
underfunded status). To avoid this risk premium, some British companies 
have been using creative means to remedy their plans’ underfunded status. 
For example, Marks & Spencer used capital raised from a debt issuance to 
improve its plan’s funding status.19 
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Powers of the pension regulator 

Where a British pension scheme is underfunded and the principal 
employer of the scheme is subject to an event (for example a takeover, sale 
of assets, or payment of dividend) the Pensions Regulator (TPR–an 
ombudsman created by the Pensions Act), may seek to secure extra financial 
support for the pension scheme by issuing a financial support direction 
(FSD) or contribution notice (CN). These demands may be issued against 
the principal employer or a group company, which directly or indirectly 
holds more than 30% of the principal employer’s share capital (“associates” 
and “connectees”). 

An FSD can only be issued where the principal employer is a service 
company (i.e. the only income of the principal employer is from supplying 
services to the group), or the value of the assets of the principal employer 
and its associates/connectees is less than 50% of the scheme when valued on 
a buyout basis (the cost of purchasing annuities to provide all the benefits 
that the scheme promises). Meanwhile, a CN may only be issued where the 
employer has acted with a purpose so as to avoid pension liabilities–the 
valuation basis for any liability being calculated on a buyout basis. 

It should be noted that for either an FSD or a CN to be issued, the 
pension scheme must be underfunded on an FRS17 basis–the pension 
valuation accounting standard used by UK companies–and an event must 
have occurred. Additionally, a CN can be issued against a natural or legal 
person whereas an FSD can only be issued against a corporation. An FSD 
can be issued up to a year after an event, and a CN can be issued up to six 
years after an event. 

4) Germany 

Germany, in contrast, does not rely heavily on funded pension plans. 
The German system is based on a three-tier system of pensions. The first tier 
is the state-run mandatory pension system (Rentenversicherung),20 which 
covers all employees and certain other beneficiaries. The second tier is made 
up of company-sponsored occupational pension schemes (Betriebliche 
Altersvorsorge), while the third tier consists of private pension planning. 
Companies are not required to offer pensions at all, but if they offer 
pensions they need to abide by mandatory law (Gesetz zur Verbesserung der 
Betrieblichen Altersversorgung)21 which prescribes, inter alia, how pensions 
fare in a restructuring or an insolvency of the company.22  

In contrast to the US and the UK, the second tier company sponsored 
pension plans usually do not need to be “funded” and they are backed by the 
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general assets of a company (as opposed to a specific asset pool set aside for 
the beneficiaries).23 The liabilities are recorded as general unsecured 
liabilities of a company. Accordingly, there are no “underfunded” pension 
plans–as long as the corporation is solvent, the pension obligation is deemed 
to be covered. If the company commences a formal insolvency proceeding, a 
collective insurance scheme (the Pensionsicherungsverein, or PSV) takes 
over.  

The PSV is funded through contributions of those companies that have 
non-funded pension plans.24 In an insolvency, the PSV assumes the pension 
liabilities and is subrogated (as a general unsecured creditor) to the claims of 
the beneficiaries.25 Because of the historically low return to unsecured 
creditors in German insolvencies, the PSV usually has to shoulder the 
burden of an insolvency, and there is an increasing trend by distressed 
investors in Germany to strategically use insolvency proceedings to shed 
burdensome pension liabilities.26 The PSV has already raised concerns as to 
its financial health based on demographic trends in Germany (particularly, 
an aging populace) and waning contributions to the PSV as a result of 
German corporations’ transition to pension plans not covered by the PSV.27 
It will be interesting to see how Germany deals with its upcoming pension 
problem and whether there will be an increasing trend towards “funded” 
pension plans. 

5) Lessons learned 

While the recent experience in developed countries is no doubt unique–
particularly in the US where employer defined benefit plans have been 
battered by a “perfect storm” as the US stock market has declined and 
America’s so-called “baby-boomer” generation has reached retirement age–
developing countries may still glean some important lessons. As 
occupational pension plans became more generous in developed economies, 
particularly in the United States, they became less sustainable for businesses 
operating in a competitive global marketplace. With more businesses turning 
to insolvency, and the respective institutional pension backstops in the US, 
UK, and Germany likely to be facing their own financial problems in 
upcoming years, consideration will be given to providing these key players 
with more protection in insolvency proceedings. After all, without such 
backstops, many pensioners would be even worse off. Any additional 
protections afforded to pension insurers would have to considered 
cautiously, however, as overbroad rights for these parties could stifle 
reorganisation proceedings designed to maximise the value of corporations 
by maintaining their healthy core operations. Other approaches, such as 



8 – CHAPTER TITLE 
 
 

BOOK TITLE IN CAPITALS – ISBN-92-64-XXXXX-X © OECD 2006 

higher pension premiums to increase revenues of pension insurance funds, 
might also be considered. 

With corporations’ transitioning toward defined contribution systems, 
new challenges lie ahead, as evidenced by the Enron experience in the 
United States. Provided that employees are given control over their 
investments, employees will have the opportunity to manage their own 
retirement responsibly, and the situation that occurred in Enron could be 
avoided. While corporations in developing countries, which are also in the 
midst of profound demographic change, embark on implementing new 
occupational pension plans to attract and retain talented employees, they 
would be well advised to monitor the state of occupational pension plans in 
developed countries. While developed countries attained their economic 
prosperity before their populations became too old, developing countries are 
getting old before they ultimately get rich. Thus, while developing countries 
can assess with hindsight the occupational pension mistakes made in 
developed countries, their situation is somewhat precarious as an aging 
population will need support for years to come from economies that have yet 
to hit their stride.   
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