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Cases of bankruptcy generally have more serious consequences for the workers who lose their jobs as
a result since, unlike other cases of restructuring, the company concerned might have little or no
possibility of providing support, either financial or practical. The number of bankruptcy cases has
increased significantly in many countries as the global recession has deepened and spread. This
report examines cases of bankruptcy over the past year in order to gain a better understanding of
what they involve, the kinds of company affected, the reasons for their difficulties, the consequences
for the workers concerned and the support that they receive.

Introduction
Bankruptcy is the worst-case scenario for companies. A company which reaches this point will be in
an unsustainable financial situation with few options for escape. For the workers concerned, this is
likely to add to their problems in finding a new job. Due to the nature of bankruptcy and the
circumstances in which it occurs, the procedures and legislation in place in a country are of major
importance in assisting both companies and workers who find themselves in this situation.
Over the year up to mid 2009, the number of bankruptcies has increased in most European countries.
Some countries have been particularly badly affected. For example, in Denmark, the number of
bankruptcies rose by 85% between May 2008 and May 2009, despite 2008 being already a record year
in this respect. Moreover, in Spain, the number of companies beginning insolvency proceedings
increased by 167% between the first quarters of 2008 and 2009. On the other hand, other European
Union Member States have experienced much more modest increases. In Austria, for instance, the
number of bankruptcies rose by 9% in the first half of 2009 compared with one year earlier. In Cyprus
and the Czech Republic, there was no reported increase in bankruptcies, reflecting the fact that in both
cases the economic recession has been slow to spread to these countries; nonetheless, in the Czech
Republic, a rise in bankruptcies was expected in 2009.
Nor have cases of bankruptcy been evenly spread across sectors of the economy, reflecting the
differential effect of the economic downturn. Overall, the construction, textiles, wholesale and retail
trade, manufacture of wood products, manufacturing, hotels and restaurants, and automotive sectors
have been particularly affected by bankruptcies in a significant number of countries across Europe.

About the study
This comparative analytical report aims to illustrate the different characteristics of bankruptcy and the
nature of the associated proceedings in different countries, focusing on the year up to the spring of
2009. It first examines the economic sectors affected and the reasons for this. The report then
describes the bankruptcy regulations in place. It goes on to consider the effects of bankruptcy on the
position of workers in the companies concerned and how this differs from their situation in more
planned instances of business restructuring. Finally, the study focuses on the role of government and
social partners in supporting the workers affected.
The analysis is based on the responses to a questionnaire sent to national correspondents in each of the
27 EU Member States and Norway, who were asked to outline the situation in their countries and to
give illustrative examples of actual cases of bankruptcy. Although the study inevitably reflects the
correspondents’ personal interpretation of the position to some extent, it includes reference to
quantitative evidence on the scale of bankruptcy and its incidence across the economy. The report also
explains the legislation and administrative arrangements for dealing with companies which become
insolvent, as well as any special measures introduced to alleviate the consequences of the global
recession on both companies and workers.
The study begins with an overview of the responses to the questionnaire, highlighting the main
features and the points of similarity and difference in the situation across the countries covered. It then
summarises the position and developments in each of the countries in turn.
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Main reasons for bankruptcy
The causes of bankruptcy vary considerably across countries as well as economic sectors. They can be
divided into two main groups, internal and external. The former covers reasons relating to specific
characteristics of the company, such as the financial structure or the specific strategy that it followed;
the latter encompasses factors such as market structure, input costs, product demand or credit
availability. However, the two causes are inevitably interrelated, with external developments typically
reinforcing or accelerating internal problems which in many cases were already evident before the
onset of the global recession.

Internal factors
The national reports point to internal problems as being major reasons for the demise of a significant
proportion of companies. These problems are usually a result of mismanagement or taking excessive
risks, and usually the companies concerned either had long-standing problems or were not prepared
for changing market conditions. As a result, when the economic downturn and financial crisis hit,
bankruptcy was difficult to avoid. The two main internal factors identified were excessive debts and a
failure to develop an effective strategy for competing in the market.
Excessive debts were a widespread cause of bankruptcies in nine countries, according to the national
correspondents – Austria, Belgium, the Czech Republic, Germany, Italy, Lithuania, Norway, Poland
and Romania. Prior to the financial crisis, borrowing was cheap and companies could therefore take on
significant amounts of debt at little cost; however, it became difficult for them to continue servicing
the debt when the economic crisis hit and their sales revenue declined. Small and medium-sized
enterprises (SMEs), which rely more on borrowing, seem to have been the most vulnerable in this
regard.
The crisis not only led to the collapse of economically and financially vulnerable companies; it also hit
competitive, but financially weak, enterprises. In particular, companies that began to restructure before
the downturn, and had borrowed large amounts of money to do so, suddenly found their sales income
falling and a reluctance on the part of banks to extend more credit. For example, in Norway, Tandberg
Data – a global provider of data storage – had been experiencing financial problems since 2007 and
underwent restructuring in 2008. The company failed in its attempts to renegotiate its debt repayment
schedule and went bankrupt in April 2009.
In addition, companies which had borrowed in foreign currencies, especially those in the new Member
States that joined the EU in 2004 and 2007, experienced a large increase in their servicing costs as
their domestic exchange rate declined markedly.
The pursuit of an uncompetitive market strategy – although a major internal cause of bankruptcies in
many countries – is often difficult to distinguish from external factors, which frequently aggravate the
problem. In markets that are highly competitive, slight mismanagement may cost a company its
position in the market. Moreover, companies which have not adopted a competitive strategy to assure
survival as the market contracts during the economic downturn may be forced out of business as their
share of the market declines. For instance, there are a number of examples of mismanagement in the
textiles industry in several countries – Austria, Belgium, the Czech Republic, Latvia, Lithuania and
Slovenia – and a failure to anticipate the consequences of the international Agreement on Textiles and
Clothing coming to an end in 2005. This World Trade Organization (WTO) agreement had allowed
quotas to be imposed on imports of textile products from developing countries. The failure to foresee
the effects of this development was compounded by a lack of action during the subsequent three-year
period when the EU imposed temporary quotas on imports from China.

External factors
Throughout the national reports, external factors – usually taking the form of changes in market
conditions – are also highlighted as contributing to the demise of many companies. On the one hand, a
number of companies have been affected by declining demand for their products while, on the other,
several enterprises have been affected by increasing input costs and restricted access to credit.
© European Foundation for the Improvement of Living and Working Conditions, 2009
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Moreover, there is evidence in numerous countries of a ‘domino effect’, with the bankruptcy of one
company leading to others.
The general contraction of demand during the economic recession has been a major factor,
intensifying competition and hitting the weakest enterprises in particular. Companies in the
construction, automotive and manufacturing sectors, as well as those in wholesale and retail trade,
seem to have been particularly affected. The fall in demand had an especially severe effect because it
came so quickly and after high rates of growth in global markets over a number of years. The
intensification of competition brought about by contracting markets has particularly affected
enterprises in industries specialising in products at the low end of the market where competition is
largely in terms of price. For example, in Slovenia, companies found themselves unable to compete
with those in other countries in eastern Europe and Asia where labour costs were lower. In 11 of the
15 cases of bankruptcy reported for Slovenia in the European Restructuring Monitor (ERM) over
the year up to 2009, this problem was cited as the main reason.
Rising input costs seem to have been a frequent factor underlying bankruptcies in many countries. In
markets where there is intense price competition, an increase in input costs can often erode a
company’s competitive edge, leading to a decline in demand for its products and, in some cases,
bankruptcy. This is identified as a factor in five countries: Estonia, Latvia, Lithuania, Portugal and
Slovenia. While some input cost increases were general across countries – such as higher energy
prices in Slovenia – others were specific to particular sectors. The rise in the price of wood in furniture
and wood-processing industries is cited as a major factor in Estonia, Latvia, Lithuania and Slovenia,
which is likely to have been the result of the Russian government increasing export duties on its
exports of wood. Russia accounts for a significant share of the global market in this area. For example,
in Estonia, as the cost of wood rose, the prices of the final wood products fell.
Another common cause of bankruptcy has been a lack of credit, which is cited as an important reason
in over half of the countries. Banks have restricted access to loans for many companies as a result of
the economic crisis. In the Czech Republic, for example, over two thirds of the companies covered
reported a reduced ability to borrow from banks. The sudden reluctance of the banks to extend credit
seems to have affected previously profitable companies. Even companies with a high demand for their
products have faced problems because of their customers being unable to find the credit to pay them.
There is also evidence, as noted above, that a significant domino effect has taken place. Increasing
numbers of companies have launched petitions for insolvency against enterprises which they are
supplying in order to obtain payment, thus in many cases forcing them into bankruptcy. Alternatively,
bankruptcy among companies at the end of the supply chain has forced those further down the chain
into insolvency. This is especially the case in Lithuania and Romania. In the latter country, the crisis in
the construction sector created problems for companies in the woodworking industry, resulting in
reduced orders and financial difficulties among forest management companies. In Lithuania,
bankruptcies in hotels and restaurants were partly caused by the closure of the national airline,
FlyLAL – Lithuanian Airlines, and the cancellation of flights to Lithuania by foreign airlines.
This domino effect has been significant in helping to spread the economic recession across countries.
In Slovakia, for example, the companies which were first to be affected by bankruptcies were those
exporting to countries where the economic crisis had already hit – companies in the car industry,
especially – which then led to declining sales among their domestic suppliers.
In general, no clear-cut answer emerges as to whether management error or external factors have been
the most important cause of bankruptcy across Europe. On the one hand, a significant proportion of
bankruptcies involved companies which were already in a relatively vulnerable position because of
internal failings. On the other, there is evidence that, in some sectors, bankruptcies have been
primarily a result of the economic downturn. According to a number of the national correspondents,
this was particularly the case in the construction, automotive, and wholesale and retail trade sectors.
The importance of the recession as the major initiating factor appears to vary considerably across
countries. In Austria, company failings were considered to be responsible for more than twice as many
bankruptcies as the recession in 2008. By way of contrast, in Estonia, the economic downturn has
© European Foundation for the Improvement of Living and Working Conditions, 2009
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almost certainly been the main factor behind the big increase in bankruptcies in manufacturing,
construction, and wholesale and retail trade.

Regulations relating to bankruptcy
Bankruptcy is a declaration of insolvency determined in a court of law. A company is insolvent if it is
unable to pay its debts when they are due or if its liabilities exceed its assets. In general, the basic
bankruptcy procedure by which a debtor is declared insolvent is similar across Europe. There are,
however, some differences in several countries. In particular, the existence of provisions to give
companies a chance to regain their solvency and continue in business varies significantly.
In general, a company either files for bankruptcy itself or has proceedings filed against it by creditors.
Failure by company management to file for bankruptcy when the company is insolvent typically
leaves it liable to prosecution. The court then appoints a representative – an administrator or receiver –
to assess the company’s financial position and report on it. Sometimes, the representative is charged
with running the business while this is being done. In the majority of countries, efforts are made to
keep the company in operation, in particular by finding a buyer or some other viable solution to its
debt problems. In many countries, the possibility exists of trying to agree a restructuring of the debt. If
no solution is found, the company is liquidated and the proceeds are distributed among the creditors.
This, however, does not always spell the end of the business, which may be sold off, enabling some
jobs at least to be maintained.
There are some interesting variations in procedures across countries. In the first place, some
differences arise in who can file for bankruptcy, which is linked to the procedures in place. In some
countries, insolvency procedures are separate from bankruptcy procedures; in others, preliminary
procedures occur before the main proceedings take place. This is the case in Ireland, where bankruptcy
follows pre-insolvency procedures. In cases where insolvency procedures are separate and precede
bankruptcy procedures, the administrator appointed can file for bankruptcy.
Equally, procedures may vary according to who files for bankruptcy. For example, in Germany, when
a company cannot repay its debts, the company alone can file for bankruptcy, while creditors are also
entitled to file when liabilities exceed assets. In Spain, if the company itself files for bankruptcy, the
managers remain in position, subject to the intervention of an ‘insolvency administration’ composed of
a lawyer, an auditor and a creditor. If, however, the proceedings are initiated by the creditors,
management is transferred to the insolvency administration.
Once insolvency has been established, a company may be able to continue in business and return to
solvency through negotiating a restructuring of its debt with creditors, possibly involving a swap of
debt for equity or an extension of the period of repayment. In most cases, a majority of creditors must
agree for this to happen. This option exists as a stand-alone procedure in nine countries – Austria,
Hungary, Ireland, Italy, Luxembourg, Poland, Norway, Slovenia and Sweden. A notable example in
this regard is the moratorium procedure in Hungary, where – as soon as bankruptcy proceedings are
initiated – an automatic temporary moratorium is granted to the company against it being sued by
creditors if the court, after considering the request, agrees. If proceedings to liquidate the company
have already been initiated, they are suspended. The company then has to prepare a plan setting out
how it intends to restore its solvency and must convene a meeting with creditors to try to agree a
restructuring of debt. If agreement is not reached, the company is then liquidated.
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Company reorganisation
Debt restructuring forms an important part of the more general reorganisation of the business in many
countries. For example, in Sweden, reorganisation includes agreement with the creditors to reschedule
or reduce debts, but it also involves measures to improve the company’s profitability. A reorganisation
plan is only approved if it is expected to lead to the company achieving long-term profitability. If a
financial arrangement cannot be reached with creditors on a voluntary basis, the court can impose a
compulsory reduction in debt. However, of the 100–200 cases in Sweden each year, the majority of
companies (60%–70%) end up in bankruptcy.
Reorganisation is viewed as a means of preventing bankruptcy in the majority of European countries.
It typically occurs with the agreement of creditors. In some countries, special arrangements are in
place to help the companies concerned to improve their chances of successful restructuring. In
Slovakia, companies are protected against creditors taking action against them and, if they are unable
to pay wages during their attempts to restructure, these costs are covered by a salary guarantee fund
for one month during the process.
In some countries, a reorganisation plan is decided by an independent counsellor appointed by the
court rather than the company’s management. For example, under the newly established procedures in
Estonia, introduced in December 2008, the court initiates the reorganisation process and appoints a
counsellor to work out an action plan in this regard; only companies assessed as being viable are
eligible.
It is not clear, however, how effective reorganisation procedures are. In many situations, bankruptcy
may remain the option preferred by creditors as reorganisation of the business could lead to further
losses. For example, in Romania, in recent years, only 1% of the companies that filed for insolvency
managed to implement a successful reorganisation plan and save jobs.

Temporary financial assistance
A number of other measures to save companies from bankruptcy are in place across Europe. Several
countries have introduced temporary assistance to help companies through the economic recession. In
Slovakia, a scheme of this kind was approved at the beginning of 2009 to run until the end of 2010 to
provide companies with state aid of up to €500,000. In Sweden, the government announced in
December 2008 that rescue loans of €918 million would be available for failing car companies,
although at the time of writing the government had not approved a rescue loan to any enterprise.
In Cyprus, the government has intervened in several cases, extending guaranteed loans so that
companies could meet their short-term obligations. In Italy, funds have been increased at both national
and regional level to finance measures to rescue and restructure businesses, the national funds usually
being for companies with 200 or more employees, in high technology sectors, in an industrial district
or representing an important part of a supply chain. However, the European Commission has often
criticised measures on the grounds that they constitute illegal state aid.
In addition, several countries have introduced measures to provide credit to SMEs in particular to
protect companies at risk of bankruptcy because of the reduced availability of business credit.
Examples include Italy, Lithuania and Sweden. In Italy, the government has recently set up a fund for
companies in financial difficulties to guarantee their access to credit, enabling them to take out a loan
of up to €1.5 million, although this strategy is reported as not having been particularly effective so far.
In Lithuania, the Ministry of Economy (Ūkio ministerija, ŪM) has approved a scheme for small loans
as well as one for an open credit fund. In Sweden, loans to SMEs are provided by ALMI
Företagspartner AB, a state-owned business partner enterprise.
A number of countries – in particular, Cyprus, Denmark, Latvia, Luxembourg, Malta and Portugal –
include no provisions in bankruptcy procedures to keep companies in business once they have become
insolvent, although there is always the possibility that a company will be bought out and so safeguard
at least some of the jobs. In Belgium, for example, buyers have six months to decide to re-employ the
workforce and, if they decide to do so, they must maintain the same terms and conditions as under the
© European Foundation for the Improvement of Living and Working Conditions, 2009
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original collective agreements in force. In Sweden, the previous owners of the company often buy
back the company after bankruptcy, in which case former employees have to be rehired first.
In general, therefore, the basic bankruptcy procedures are similar across countries and the main
difference concerns the provisions which exist for returning companies to solvency and long-term
viability. The most common measures are simple restructuring of debt and reorganisation of the
company together with, in some cases, government loans to replace the lack of credit available as well
as funds for restructuring. How effective these measures are, however, remains uncertain.

Position of employees
Employees are affected very differently in the event of bankruptcy compared with other forms of
restructuring. Differences often relate to the extent of consultation between the company management
and employee representatives, the provision of company support for workers and the implementation
of a social plan. Such measures or procedures are difficult to implement in a company which is
insolvent.

Information and consultation
In most of the countries under study, consultation with worker representatives is enforced by law. The
stage at which consultation takes place, however, is not always before the decision is made to file for
bankruptcy. In most cases, consultation is governed by the same legislation that applies to collective
redundancy, which is that consultation has to take place but only once the company decides on
collective redundancies.
Nevertheless, there are some differences in the consultation procedure in the event of bankruptcy in
Germany and Slovakia, in particular, where trade unions are the only representatives of employees
recognised under the law. However, where trade union membership is less than 30% and, in the
private sector, less than 10%, most companies inform workers about their intention to file for
bankruptcy. In some countries – Austria, Belgium, Norway, Romania and Sweden – a continuous
process of consultation takes place between management and worker representatives on the company’s
financial position irrespective of the situation. This enables the workforce to be kept informed of
developments which could affect them. In Belgium, this system serves, in practice, to overcome the
problem that as soon as a bankruptcy is declared the management of the company is taken over by an
administrator, thus preventing any consultation with trade unions. In Sweden, companies with over 25
employees and, in Norway, those with over 30 employees, are guaranteed information through
representation on the board of directors in certain types of company.
In many countries, however – in particular, Cyprus, Estonia, Ireland, Lithuania, Malta and Portugal –
frequently no information is provided to employees and no consultation takes place in the event of
bankruptcy. In some cases, employees are not even notified in advance. For example, in Cyprus, there
are no formal consultation procedures, with the standard 30-day period of notification of dismissal not
applying in the case of bankruptcy, and workers are informed by the receiver.

Social plan and other support
The formulation of a social plan to set out the support to be provided to the workforce tends to be
severely restricted by the financial position of the company. Nevertheless, in five countries – Austria,
Belgium, the Czech Republic, Germany and Slovenia – the case studies refer to the use of social plans,
although these tend to contain less favourable conditions and more limited compensation than in the
event of collective redundancies. For example, in Slovenia, social plans to compensate workers for job
losses in the event of bankruptcies are typically drawn up, but additional financial support above that
stipulated by law is infrequent. In Germany, although a social plan might be formulated, any payments
which it provides are limited under the insolvency rules to one third of the company’s assets.
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The companies themselves, in practice, are unlikely to pay redundancy compensation, given their
financial situation. Similarly, other support provided by companies to workers tends to be limited and
workers usually have to rely on government assistance.

Government and social partner support
Support provided by governments in most countries includes measures to guarantee the payment of
any claims that workers have against their insolvent employers and to ensure that pension entitlement
is not affected. Social partners are involved in support measures to a varying extent across countries.
The claims of workers against the companies concerned – such as for unpaid wages, redundancy pay,
holiday pay and social security contributions – have differing priorities in relation to the claims of
other creditors. In a number of countries, such as the Czech Republic, Luxembourg, Malta, Slovakia
and Sweden, these payments have to be made before other payments. In Lithuania and Romania, on
the other hand, the claims of workers come after the claims of creditors, although companies may not
always adhere to the rules. In Lithuania, unpaid taxes and social contributions together with what is
owed to banks are, in practice, paid first, before other claims – including those of employees – are met.
The legal requirement that employee claims need to be met first is not sufficient to protect workers
against the adverse effects of bankruptcy. In practice, the payment of claims is often considerably
delayed, sometimes until after the company has been liquidated.

Wage funds
Funds guaranteeing that workers receive compensation for unpaid wages exist in all countries. These
funds, however, differ markedly in the way that they are run and the support that they provide. They
are typically financed by employer contributions, general government revenue and even sometimes
employee contributions. Payments from the funds are often subject to statutory limits.
Redundancy payments also tend to be guaranteed and usually come out of the same fund as unpaid
wages. In most countries, the entitlement to redundancy payment of those losing their jobs because of
bankruptcy is the same as in the case of collective redundancies. In some Member States, however, the
amount of entitlement differs. For example, in Belgium, the workers concerned are entitled to an
additional ‘closing indemnity’. By way of contrast, in certain countries, the compensation is often less
because of statutory limits imposed on payments that can be made out of the guarantee fund.
In Denmark, workers who lose their jobs because of bankruptcy are entitled to payment during the
notification period and the Employees’ Guarantee Fund ensures that they receive this pay. However,
the workers concerned are obliged to seek new employment straight away and they lose their
entitlement to pay if they are successful in finding another job.

Pension entitlement
The effect of bankruptcy on workers’ pension entitlement is an issue in several countries. Workers
most at risk are those with company pensions. Although safeguards exist in most countries to protect
pensions in the event of company bankruptcy, problems can arise. In Ireland, where company pensions
are outsourced to insurance companies, deficits can result and workers may not receive the pensions
that they had been expecting.
Company pensions are not common in many countries, including the Czech Republic, Denmark,
Estonia, Greece, Latvia, Malta, Slovakia and Slovenia. In Slovakia, company pension funds are not
allowed by law. In most countries where company pensions exist, the funds are safeguarded by
regulations, particularly the requirement that the assets of the fund must be kept separate from those of
the business. In Luxembourg, the law also stipulates that companies which have pension schemes must
insure them against the risk of insolvency. In Norway, pension funds are required to show all of their
pension liabilities each time they publish balance sheets.
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Many countries guarantee pension contributions to safeguard the fund. In some cases, employers are
legally required to pay contributions into the fund, such as in Romania, where failure to do so is a
criminal offence, or in Germany, where companies which take over a bankrupt enterprise are legally
bound to cover the pensions of the workers.
In other countries, pension contributions are covered by a special fund in the event of employers not
making payment. For example, such coverage is provided by the Insolvency Service in the United
Kingdom (UK) or by the State Social Insurance Fund Board (Valstybinio socialinio draudimo fondo
valdyba, Sodra) in Lithuania.

Involvement of social partners
The involvement of the social partners in bankruptcy proceedings differs across countries. In most
cases, they do not play a major role. In a number of countries, however, trade unions provide support
and information to their members – sometimes in cooperation with public bodies – to help the workers
cope with unemployment. In the Czech Republic, trade unions often operate support funds for their
members, financed by their contributions, which give employees affected by bankruptcy a one-off
payment. In Denmark, trade unions can also lend money to members in cases where delays arise in
payments from the wage guarantee fund.
Procedures in the event of bankruptcy are not typically included in collective agreements in most
countries. However, some provision is made in Malta, Slovakia and Sweden. In Malta, there has to be
a specific provision in a collective agreement for workers to receive compensation for job loss. In
Slovakia, provisions in the event of bankruptcy used to be included in collective agreements and
similar measures have started to reappear. For example, the collective agreement concluded by the
glass manufacturer Slovglass stipulates that a period of notice of two to three months is required if
jobs are to be cut and that all the workers concerned should receive a standard redundancy payment. In
Sweden, although collective agreements seldom include measures specifically relating to bankruptcies,
most include provision – through the employee security agreement (trygghetsavtal) – for workers who
become unemployed, as in the case of bankruptcy.
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National reports
Austria
Main reasons for bankruptcy
The number of company bankruptcies in Austria was 9% higher in the first half of 2009 than the same
period of 2008. In 2008, the main causes of bankruptcy were internal. Company failings and
management negligence accounted for 40% of cases, followed by shortage of capital (17%) and
factors external to the company (15%). External causes have increased in importance since 2006 due
to businesses that are dependent on raw materials having to face high prices.
The sectors most affected by the current economic downturn are mechanical engineering and the
automotive industry. However, the highest insolvency growth rates in the first half of 2009 occurred in
the following fields of economic activity: metal and machinery (+53%), glass and ceramics (+44%),
paper and publishing (+39%), textiles and leather (+38%), and wood and furniture (+36%).

Regulations relating to bankruptcy
There are two distinct formal procedures in the event of insolvency: bankruptcy proceedings and
‘composition’ procedures.
In the case of bankruptcy, all of the assets of the company are divided equally among the creditors and
the company is released from all of its debts. Both the company concerned and individual creditors are
entitled to file for bankruptcy. However, bankruptcy proceedings can only be initiated if there are
enough assets left to bear the costs. If a company does not file for bankruptcy in time, the owner or
management is liable to prosecution.
The composition procedure, which is a means of keeping the business in operation, is only possible if
a majority of creditors agree to waive part of what they are owed. A method of repayment involving
clearing at least 20% of all outstanding debts within two years has to be agreed. This procedure can
only be initiated if creditors agree and the court gives approval.

Position of employees
Every employer must provide the works council with regular information on the company’s economic
and financial situation and, if requested, consult on this. They also have to inform the works council of
any projected change that may have far-reaching consequences for the employees. This includes
insolvency.
An imminent insolvency triggers a set of co-determination rights for the works council, which has to
participate in the regulation of all social matters in the establishment. If the change entails serious
disadvantages for a significant proportion of the workforce, the council can demand the formulation of
a social plan. The right to conclude a social plan also exists when bankruptcy proceedings have been
initiated; however, in this case, the provisions and payments agreed under the terms of a social plan
are only admitted insofar as they do not endanger the objective of the bankruptcy proceedings set by
the liquidator. A social plan in this case, therefore, tends to contain less favourable provisions. In
practice, relatively few companies threatened by imminent insolvency conclude a social plan. For
example, in the case of Hämmerle, an insolvent textiles manufacturer in the western city of Dornbirn,
the works council put pressure on management to negotiate a social plan.

Government and social partner support for workers
In the event of insolvency, the Insolvency Payment Fund (Insolvenz-Entgelt-Fonds, IEF) covers the
unpaid wages of employees and what they are owed as a result of the insolvency procedure. The fund
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is financed from employers’ contributions. Workers who lose their jobs because of companies going
bankrupt are entitled to the same redundancy payments as others.
Regulations prevent companies from using company pension funds for their own purpose. In the case
of insolvency, employees with an occupational pension receive insolvency guarantee payments
amounting to 24 monthly pension contributions.
Both the Austrian Trade Union Federation (Österreichischer Gewerkschaftsbund, ÖGB), as well as its
member unions, and the Chamber of Labour (Arbeiterkammer, AK) provide advice and assistance to
the employees affected. These two social partner organisations have formed a joint body – the
Insolvency Protection Association for Employees (Insolvenzschutzverband für ArbeitnehmerInnen,
ISA) – which is responsible for representing employees’ interests in court.

Belgium
Main reasons for bankruptcy
The number of bankruptcies has been high in Belgium for several years. Nevertheless, there were
239% more bankruptcies during the first four months of 2009 than in the same period in 2008, due to
the economic recession.
The main reasons for bankruptcies were lack of liquidity caused by delayed payments or non-payment
among customers, corresponding to about a quarter of bankruptcies, and high levels of debt from
cheap loans taken out prior to the economic crisis. These factors were aggravated by the crisis; some
enterprises lost customers and some lost their ability to acquire credit from banks.
Most of the bankruptcies involved SMEs. The worst affected economic sectors were business
activities, construction, transport, hotels and restaurants, and wholesale and retail trade. Three major
bankruptcies were reported in the ERM during the time period under study, one of which – Ralos, a
carpet manufacturer – went bankrupt at the end of August 2008 when the company had significant
excess capacity and large financial losses due to fierce competition from Asian producers and a shift in
demand towards other floor coverings.

Regulations relating to bankruptcy
In Belgium, three conditions must be fulfilled for a company to be declared bankrupt: it must be
trading, unable to pay creditors and insolvent. Bankruptcy is declared by a commercial court at the
request of the company concerned, creditors, the general attorney or an administrator assigned by the
court.
Three possible situations follow. A bankruptcy leads to the closure of the company and the law on
company closure is applied. Alternatively, the company may be bought out, in which case workers
may be employed by the buyer, which has six months to decide whether to re-employ them. This was
the case for Gruppo Cordenons, a paper manufacturer, which employed 210 people. The third possible
scenario is the newly introduced procedure for ‘companies’ continuity’. If recovery of the business is
achievable, the management can ask for a judiciary agreement granting a delay before bankruptcy is
declared. A mediator can be appointed and an agreement negotiated between the company and the
creditors without intervention from the court. A recovery plan is then formulated. In the event of the
company continuing to operate or being bought out following bankruptcy, workers are protected by
collective agreements which give them rights to the same level of wages and working conditions.

Position of employees
The management is obliged to inform the works council about the financial situation of the company
each year, as well as about every strategic decision that could affect the workforce, and to consult on
alternative options when collective redundancies are expected. This requirement is in accordance with
the ‘Renault Law’, establishing an obligatory consultation between the management and the trade
unions in case of restructuring, which was drafted after the relocation of a production site of the car
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company Renault in the city of Vilvoorde, northeast of Brussels, in 1997 (BE9703202F). In the event
of company closure, the law states that the employees, the works council or the trade unions should be
informed of the decision to file for bankruptcy. In practice, companies tend to declare bankruptcy and
then inform the workers.
As soon as bankruptcy is declared, an administrator takes over management responsibilities, thus
preventing any consultation with trade unions. In the case of Ralos, no information was given to the
trade unions or the works council until bankruptcy was declared. However, through the works council
and the annual financial information provided, it was known that bankruptcy was a risk. On the other
hand, in companies without a works council, the workers have no information about the financial
situation of the company and only learn about the bankruptcy once it is declared.
Workers made redundant due to bankruptcy are entitled to the same compensation as those made
redundant in other situations, including redundancy payments and end-of-year bonuses. In addition, in
some economic sectors, the workers are entitled to extra payment if they have been employed in the
company for at least a year and were made redundant during a specific timeframe.
The trade unions can negotiate a social plan, which might include support measures such as preretirement pensions, possibilities of retraining and outplacement. However, companies may be unable
to offer assistance because of their financial state.

Government and social partner support for workers
When companies are insolvent and unable to pay wages, a special fund maintained by the national
employment office pays workers the amounts to which they are entitled. Company pension funds are
managed by an independent body so that pensions are protected in case of bankruptcy.
The role of the social partners is limited to providing information and support to workers who lose
their jobs, together with legal assistance to those who are owed unpaid wages. After the bankruptcy of
Ralos, the trade unions provided workers with information about their rights and the procedures to
follow to find another job.

Bulgaria
Main reasons for bankruptcy
The number of bankruptcies in Bulgaria almost doubled during the first four months of 2009
compared with the same period in 2008. Major reasons cited for the increase were reduced demand,
high rents and lack of financing. A number of companies claim that even big discounts cannot attract
customers so they are forced into liquidation. According to retail companies, sales have dropped by
20%–40%.
The worst affected companies have been those in the construction sector and the manufacture and sale
of construction materials, as well as estate agents. Many SMEs in the automotive, textiles and
footwear industries have also been seriously affected. In addition, the transport, hotels and furniture
industries have been hit hard. The largest furniture factories in the country – Napredak and Plovdiv –
have closed down. Furniture retail chains have reported a 30%–60% decline in sales since the
beginning of 2009 and orders of manufacturers have fallen by about 35%. The industry is at risk
because of the decrease in demand and because the large furniture chains are favouring cheaper goods
from Poland and China.

Regulations relating to bankruptcy
The law obliges any trader which is bankrupt or overly indebted to initiate bankruptcy proceedings in
the district court within a period of 30 days. Failure to file for bankruptcy at the appropriate time may
lead to up to three years’ imprisonment. There are also sanctions for companies where bankruptcy is a
result of not conducting their businesses properly or of risky deals.
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The government has implemented measures to offer financial support to help keep companies in
operation. The Bulgarian Development Bank (Българска банка за развитие) is providing BGN 500
million (€256 million as at 9 November 2009) to assist SMEs. However, companies have been
reluctant to avail of this facility in the present environment and are cautious about borrowing more
despite low interest rates.

Position of employees
The law does not require an employer to consult with the labour force or employee representatives in
the event of bankruptcy. However, the employer is obliged to provide information to and consult with
the trade unions or worker representatives when deciding collective dismissals, including in the case
of bankruptcy. The court may judge mass dismissals to be illegal if employers do not meet their
obligations.
In Bulgaria, companies going bankrupt rarely attempt to provide financial or non-financial support for
workers. In practice, companies which include provision for financial compensation in case of
redundancy in employment contracts are unlikely to pay this in the event of bankruptcy.

Government and social partner support for workers
The special fund ‘Guaranteed takings of workers and employees’ (GTWE) – managed by the National
Social Security Institute (Националния осигурителен институт, NSSI) – guarantees employees’
wages in the event of company insolvency, up to a statutory limit. The fund is financed by employer
contributions. Workers who lose their jobs because of companies going bankrupt are entitled to the
same redundancy payments as workers made redundant in other circumstances; these payments are
also protected by the GTWE.
The Social Security Code protects contributions made to occupational pension funds.
In principle, collective agreements can contain clauses relating to bankruptcy, although it is still
exceptional for them to do so. When such clauses are included, they are often related to the general
agreement for higher compensation in cases of job loss.

Cyprus
Main reasons for bankruptcy
Up to mid 2009, Cyprus had largely escaped the effects of the international financial crisis and no
major cases of bankruptcy arose over the preceding year.

Regulations relating to bankruptcy
There are three stages to bankruptcy proceedings in Cyprus. First, a formal application for a
bankruptcy order in the case of individual businesses or for liquidation in the case of companies is
filed either by the company concerned or by creditors. A temporary receiver is then appointed to
examine the financial position and assets of the company. Thirdly, the creditors agree how the
proceeds from the sale of the company’s assets are to be distributed among them.
No standard procedures are in place to save bankrupt businesses and the associated jobs. However, in
two restructuring cases, the government guaranteed a loan so that the companies concerned could meet
their short-term financial obligations and maintain jobs. The two enterprises, Cyprus Airways and
Kofinou Central Slaughterhouse – both semi-state companies – faced serious financial problems
following Cyprus’s entry into the EU. The government’s intervention and its role in formulating a
restructuring plan helped the companies to become viable again, thereby avoiding bankruptcy and job
losses.
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Position of employees
Management is obliged to inform workers about the company’s situation under legislation for ‘the
protection of employees’ rights in cases of employer insolvency’. The temporary receiver has to notify
the workers affected of the situation in writing within a month.
In the event of collective redundancies, the law states that these can become effective no earlier than
30 days after being announced. However, this is not the case for bankruptcy-related redundancies and
there are no formal procedures to consult with workers. Moreover, companies going bankrupt do not
typically attempt to provide advice and guidance to workers or practical assistance to find new jobs.
No special social plans apply in cases of bankruptcy. Workers who lose their jobs have the right to
compensation from the redundancy fund and are therefore entitled to the same compensation as those
made redundant in other situations.

Government and social partner support for workers
All outstanding payments to employees are safeguarded by a special fund established to cover workers
against bankruptcies and financed by 16.6% of employer contributions. To be entitled to payment
from the fund, employees must have had their employment terminated due to insolvency and have
been employed in the company for at least 26 weeks beforehand. However, no regulations exist to
prevent companies in financial difficulties from using a company pension fund as a means of covering
their debts or as a source of borrowing.
Trade unions actively support employees losing their jobs. For example, the Pancyprian Federation of
Labour (Παγκύπρια Εργατική Ομοσπονδία, PΕΟ) maintains a jobseekers office. Bankruptcy
procedures are fixed by law and are therefore typically not included in collective agreements.

Czech Republic
Main reasons for bankruptcy
The number of bankruptcies in the Czech Republic in the first few months of 2009 was no higher than
in 2008. There have been two major causes of bankruptcy. The first is a lack of new orders due to
increased competition from abroad or reduced demand. The Czech textiles industry has faced a
permanent decline in orders due to increased competition from Asia. In April 2009, exports were 23%
lower than a year before. A slump in neighbouring economies has caused problems in many exportoriented companies, especially in the automotive and mechanical engineering industries. The second
reason for bankruptcy is a lack of credit available from Czech banks. More than two thirds of
companies have experienced reduced access to bank loans, especially SMEs.
In 2008, the largest number of bankruptcies occurred among glass and porcelain manufacturers. These
included Karlovarský porcelán, Sklo Bohemia and Crystalex Nový Bor. Their demise was due to high
levels of debt that could not be repaid during the economic crisis and the refusal of banks to provide
further credit. Textiles and glass manufacturers were already in difficulties – which were aggravated
by the crisis – while the recession was the main reason for bankruptcies in the automotive and
construction sectors.

Regulations relating to bankruptcy
Bankruptcy proceedings may be initiated by the company or its creditors. However, if companies file
for bankruptcy, they may receive protection from creditors and a postponement of repayment of loans
for up to four months. During this moratorium, bankruptcy cannot be declared and the company is
entitled to settle debts to secure the operation of the company. It is also protected against the
termination of contracts for the delivery of energy and raw materials, goods and services. The
moratorium must be agreed by all creditors. In practice, creditors often prefer bankruptcy because a
moratorium tends to be unsuccessful in preventing bankruptcy – such as in the case of the glass
manufacturer Kavalier.
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Bankruptcy can end in various ways. The first outcome is liquidation and the appropriation of the
proceeds by creditors. The second approach is reorganisation, which has occurred mainly – but not
exclusively – in cases where companies have annual turnover of at least CZK 100 million (€3.9
million as at 9 November 2009) or over 100 employees. Reorganisation can be initiated only with the
consent of creditors. Its aim is to improve repayment possibilities and preserve the company. In
practice, bankruptcy is the most frequent result. However, if a buyer interested in continuing to operate
the company is found, it might be preserved. For example, Karlovarský porcelán was sold to Hengis,
which bought four plants and took on 80% of the employees.

Position of employees
In accordance with the Labour Code, the employer must inform employees – directly, if there is no
trade union or works council – and discuss the effect on the company of the intended restructuring and
employment-related measures. In the case of bankruptcy, trade unions tend to participate actively and
attempt to negotiate with employers. In rare instances, companies might offer legal or psychological
support.
Adoption of a social plan for supporting employees is not usual. However, they have been formulated
in some cases. At local level, the western Carlsbad Region (Karlovarský kraj) granted interest-free
loans with the possibility of delayed repayment to employees of a porcelain manufacturer who were in
financial difficulties as a result of the company going bankrupt; the workers had not received their
wages and were not entitled to social benefits.
In both collective redundancies and redundancies resulting from bankruptcy, the compensation to
which workers are entitled is the same. However, in cases of bankruptcy, claims for severance pay
take longer to be processed and are frequently less successful.

Government and social partner support for workers
If an employer has filed for bankruptcy or is in moratorium, the Labour Office can pay employees’
wages amounting to a maximum of three months’ pay. If employees are not paid their wages after the
bankruptcy has been filed, they may claim them in court or through a civil action. Under an
amendment soon to be introduced, insolvent companies will have to pay wages to employees before
paying other creditors.
If employees are given notice due to the bankruptcy of the company or if they terminate their
employment after not being paid wages within 15 days following the due date, they are entitled to the
same severance pay as others whose employment contract is terminated. Unless prescribed by
collective agreement, the severance pay amounts to at least three times the average pay. Measures are
in place to ensure that workers receive what they are entitled to.
At company level, the role of the social partners is to participate in the mutual exchange of
information and cooperate with the Labour Office. At sectoral level, trade unions often have support
funds to which their members contribute and from which they can receive a one-off payment in the
event of company insolvency. The trade unions also provide legal advice and assistance for job search.
However, assistance is for members only – who represent just 20%–30% of all employees. At national
level, the Czech-Moravian Confederation of Trade Unions (Českomoravská konfederace odborových
svazů, ČMKOS) has established advisory centres in all regions for people who lose their jobs due to
the current economic situation.
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Denmark
Main reasons for bankruptcy
The latest figures from Denmark show an increase of 85% in the number of bankruptcies from May
2008 to May 2009, despite 2008 being a record year for bankruptcies. The economic recession has
caused a decline in sales and the financial crisis is leading banks to curtail credit. There are some cases
of companies whose economic situation changed rapidly due to customers not paying their bills and
because they were unable to obtain loans from banks. Although company failings have also
contributed to the problem, the big increase in bankruptcies appears to be mostly due to the economic
downturn and the financial crisis.
The construction and wholesale and retail trade sectors have been particularly hit due to falling sales.
There has also been an increase in bankruptcies in the financial intermediation sector, including
economic activities providing services to the industry. Newer companies are worse affected than
others, suggesting that a lack of a well-developed customer base causes difficulties when recession
hits.
However, the economic crisis alone does not always fully explain bankruptcies. The largest
bankruptcy in 2008 was that of Sterling Airlines and the second largest was that of the free newspaper
Nyhedsavisen. In both cases, the companies had one sole owner, whose personal financial problems in
the wake of the crisis played a significant role in their collapse; nonetheless, both companies had
already been experiencing financial difficulties for some time in their respective highly competitive
fields of activity. There have been fewer bankruptcies of companies owned by equity funds than of
others, equity funds tending to retain ownership of companies until they can sell them.

Regulations relating to bankruptcy
The bankruptcy law (Konkursloven) specifies the formal procedures to follow in cases of bankruptcy.
The company must announce its insolvency to the bankruptcy court and give information about its
assets, which it is then prevented from disposing of. The bankruptcy court appoints a lawyer, who, for
the first three weeks, replaces the existing company management and tries to preserve jobs – by, for
example, seeking a buyer – before acting as the administrator in distributing the company’s assets
among creditors.

Position of employees
The law specifying the requirements for notification in the case of restructuring involving collective
redundancies is not applicable in the event of bankruptcy. It is up to the company to decide the
procedure to follow and no typical behaviour is therefore apparent. However, there are examples of
companies trying to keep their workers informed throughout the process. It is not common practice for
the companies concerned to provide support for workers in the form of advice and guidance or
practical assistance to find new jobs. Workers being dismissed as part of collective redundancy can
negotiate a resignation agreement. This is not the case in the event of bankruptcies.

Government and social partner support for workers
In cases of bankruptcy, the Employees’ Guarantee Fund (Lønmodtagernes garantifond, LG) ensures
that workers receive the wages owed to them. The fund is run by the social partners and is financed
jointly by employers, who are obliged to contribute to it. The LG covers wages, pensions and holiday
pay. If the company has assets, the LG has first call on these over the creditors.
Workers who lose their jobs because of bankruptcy are entitled to payment during the notification
period and the LG ensures that they get this. They are therefore in principle entitled to the same
redundancy payments as other workers. However, workers whose employer has gone bankrupt are
obliged to seek new employment straight away and lose their entitlement to pay if they find other
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employment. There can be serious delays in payments from the LG and trade unions can extend loans
to their members in these cases.
In Denmark, pension funds are administered by the trade unions, and the employers transfer
contributions to them every month. The workers affected by company bankruptcy cannot, therefore,
lose their entitlement to a pension.

Estonia
Main reasons for bankruptcy
The downturn in the market is one of the most cited reasons for bankruptcies, which have increased
markedly in Estonia during the economic recession. The largest number of bankruptcies has been in
the wood-processing industry, which faced restricted supply and increased prices of raw materials
when Russia imposed customs charges on wood exports. At the same time, the prices of the final
products fell, creating financial difficulties. For example, the Baltic Panel Group, a wood product
manufacturer, went bankrupt in May 2008.
In addition, many bankruptcies have occurred in the construction sector, which suffered a steep
decline in the demand for houses. Many of the enterprises created during the housing boom have been
forced to close as a result. Examples include Merkanter, the construction company Hansahouse, the
indoor climate systems company Sisekliima and the project management enterprise Random Projekt.
Since 2008, the number of insolvency payments has increased threefold in manufacturing and almost
fourfold in wholesale and retail trade; moreover, there have been 15 times as many insolvency
payments in the construction sector. This development is almost certainly due to the recession.
Many of the companies concerned have been less than 10 years old. Even enterprises with low
productivity and no viable long-term development strategy were able to do well in the period of high
economic growth; however, this is no longer possible. Furthermore, companies that initially seemed to
be successful have also been hit. An example is Beetak, a company producing fish products, which
had profits of €1.4 million in 2006, but which reported losses of €3.1 million in 2007, due to social
unrest at the end of April 2007 which blocked its exports to Russia. These difficulties were further
heightened by cheap fish products coming to the European market from China, thus hindering
competitiveness. The recession compounded this troubled financial situation.

Regulations relating to bankruptcy
In Estonia, a bankruptcy petition can be filed by either the company or a creditor. In the event of a
declaration of bankruptcy or abatement of the bankruptcy proceedings, companies are allowed to
terminate both open-ended and fixed-term employment contracts before the prescribed time, with no
requirement for a period of notice. During the bankruptcy proceedings, an appointed trustee identifies
the workers who have not received any pay and passes their details to the Unemployment Insurance
Fund (Töötukassa).
An ‘enterprise reorganisation’ measure was introduced in December 2008 to try to rescue companies
in financial difficulties. Under the measure, a reorganisation counsellor appointed by the court has the
task of formulating an action plan to restructure the company; only those assessed as being viable are
eligible. An analysis conducted prior to the implementation of the measure estimated that about one in
eight of all the companies going bankrupt could have been saved in 2006 under the new provision and
some 800 jobs could be preserved each year as a result of the measure.

Position of employees
In cases of bankruptcy, where no collective redundancies apply, there is no requirement for advance
notice. It is, therefore, to be expected that employers will fail to inform and consult their workers in
advance. This has been the case in a number of recent instances where workers have not been
informed or consulted.
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Usually, no social plan is drawn up in cases of bankruptcy. However, in most cases, the compensation
paid to workers is statutory and financed in large part by the Unemployment Insurance Fund, as
employment contracts are often not terminated before the company has been declared insolvent.

Government and social partner support for workers
The Unemployment Insurance Fund pays an employer insolvency benefit. Under this provision, an
employee is entitled to any unpaid salary, holiday pay or benefits. However, limits are placed on the
maximum amounts that can be claimed. Normally, on termination of the employment contract, the
employer must pay benefits to workers. In cases where companies have already been declared
insolvent, the Unemployment Insurance Fund covers the payment but the employer insolvency benefit
will be smaller than that received in other redundancy cases.
Pension entitlement is not affected by bankruptcies as no company pension schemes exist in Estonia.
There are no unified schemes among social partner organisations to support workers in the event of
bankruptcies. Arrangements in relation to company bankruptcy are not common in collective
agreements and the coverage of these is in any case relatively narrow, at about 25%. Some trade
unions have financial support measures. For example, the Estonian Seamen’s Independent Union
(Eesti Meremeeste Sõltumatu Ametiühing, EMSA) has introduced unemployment support for its
members, which is payable for three months at 10% of the average wage of the worker concerned over
the previous six months; this includes financial support in cases of bankruptcy. In addition, larger
trade unions provide counselling to their members who are made redundant.

Finland
Main reasons for bankruptcy
The main cause of bankruptcy among companies in Finland over the year up to mid 2009 has been the
downturn in the market. Half of all the bankruptcy proceedings during the last three years have
involved self-employed people. Some 16% more bankruptcy proceedings were instituted in 2008 than
in 2007, and 26% more employees were affected than in 2007.

Government and social partner support for workers
The wage security system, operated by the Ministry of Employment and the Economy (Työ- ja
Elinkeinoministeriö, TEM) alongside the Employment and Economic Development Centres (Työ- ja
Elinkeinokeskus), ensures that employees receive unpaid wages and other amounts that they are owed
in the event of a company bankruptcy or in other cases when employers are unable to pay. The
maximum amount that is secured per employee for work performed is €15,200. Claims paid in this
way, together with interest, are recovered by the state from the company or its assets. The
unemployment insurance fund, financed by employers’ contributions, covers the difference between
the amounts paid as wage security and the amounts recovered from former employers.

Germany
Main reasons for bankruptcy
The number of companies filing for insolvency in Germany increased by about 10% in the first quarter
of 2009. The main reasons were the inability of companies to pay their debts and because their
liabilities exceeded their assets. The economic recession probably accelerated the demise of
companies which were already struggling.
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Regulations relating to bankruptcy
Grounds for filing for insolvency are the inability to repay debts when they are due or when liabilities
exceed the assets of the company. In the former case, the company alone can file for bankruptcy,
whereas creditors are also entitled to file for insolvency in the latter case. If bankrupt companies do
not file for insolvency within three weeks, the management is liable to prosecution.
Insolvency proceedings are only initiated if the court is convinced that the company is insolvent and
that sufficient assets are available to cover the court fees and the costs of administration. An
administrator is appointed to secure the company’s assets, negotiate with potential investors and
compile a report on its economic situation. This report is discussed with creditors. If a decision is
taken to close the company, all assets are liquidated and the proceeds are distributed among the
creditors.
The management of a bankrupt company can develop a strategy for rescuing the enterprise and draw
up an insolvency plan. This option was pursued by the clothing retail chain Sinn Leffers, which filed
for insolvency in August 2008. Such plans must be approved by the insolvency court and the creditors.
In addition, a trustee must be appointed to supervise the company’s management and be consulted on
all important business matters. In the case of Sinn Leffers, 24 out of 47 stores were maintained.

Position of employees
In general, filing for insolvency does not exempt employers or insolvency administrators from the
regulations governing collective dismissals. Workers are therefore usually informed about the
measures planned. Consultation on procedures and compensation for job losses is usually conducted
with the works council. However, the Insolvency Code permits certain deviations from the standard
regulations. The insolvency administrator must try to reach an agreement with the works council
covering the workers to be dismissed, redundancy procedures and social plans. The Insolvency Code
reduces the criteria for selecting those to be made redundant to three variables: seniority, age and
maintenance obligations. If the parties are unable to reach an accord, the administrator can call on the
local labour court to approve the planned changes without the consent of the works council.
Bankrupt companies are legally bound to satisfy the claims of workers affected by dismissals. In some
cases, further support is provided to staff. For example, reassigned workers may be paid by a transfer
agency, which assesses the need for continuous training measures and coaching of job applicants. The
general framework is usually outlined in the social plan negotiated by the insolvency administrator and
the works council. For example, at the information technology memory supplier Qimonda, in April
2009 about 2,650 employees joined a transfer agency and received 70%–77% of their former net
wages. However, payments are subject to limits and no more than one third of the assets available can
be used to satisfy claims arising from the social plan.

Government and social partner support for workers
Insolvency benefits (Insolvenzgeld) protect workers from wage losses incurred when employed in a
bankrupt company. Workers need to apply to their local employment office for insolvency benefit
within two months. It covers 100% of their net wage and the employment office pays their statutory
social contributions.
Workers have no general legal entitlement to redundancy compensation but are entitled to payments
that have been agreed between the employer and employees. In general cases of collective
redundancy, employees are granted the right to sue for compensation if the employer has seriously
contravened agreements or if the employer did not seriously try to negotiate a compromise to protect
employees’ interests with the works council.
Contributions to occupational pension schemes are usually paid to a third party, such as a pension
fund, which subsequently distributes the pension payments to workers. In cases of insolvency, two
main scenarios exist. In the first, a new investor takes over the bankrupt company. This investor is
legally bound to cover the pension claims of the workers. In the second scenario, a company files for
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insolvency and is dissolved. In this case, company insurance takes effect. The Pension Protection Fund
(Pensions-Sicherungs-Verein auf Gegenseitigkeit, PSVaG) accepts the costs of the outstanding
occupational pensions accumulated by workers up until the insolvency.

Greece
Main reasons for bankruptcy
The bankruptcies that have occurred in Greece over the past year have largely been due to deficient
planning by company management and competitive pressures resulting in reduced profitability and
liquidity. The situation has been aggravated by banks tightening restrictions on access to loans as a
result of the financial crisis. For example, fierce competition in the fish farming industry led to a
decline in profit margins, giving rise to liquidity problems because banks did not continue providing
credit. This caused Hellenic Fishfarming to become bankrupt. In addition, in the telecommunications
industry, the unfavourable financial situation of Altec Telecoms, combined with the economic
downturn and reduced lending from banks, compelled the company to stop operations. There have also
been cases where bankruptcy has resulted from a shrinking market. An example is Sevath, a company
which produced industrial tomatoes.

Regulations relating to bankruptcy
Companies are given an opportunity to propose a restructuring plan before being forced into a
suspension of payments. The main aspects of this procedure are: the company’s submission of the
plan; the creditors’ acceptance of the plan by a majority; the definition of creditors’ rights; judicial
intervention during the preliminary examination; acceptance, ratification or cancellation of the plan;
and the possibility of imposing a provisional ban on the company divesting itself of its assets. In
addition, the restructuring plan concerns not only the company’s rescue and development but also the
distribution of its assets.
This means that a company may remain in operation even if it has filed a bankruptcy application. In
practice, in the majority of cases, the restructuring plans that are submitted so that a company can
continue in business involve downsizing. However, if the creditors reject the restructuring plan,
liquidation is initiated and the workers are considered dismissed.

Position of employees
Companies going bankrupt have no obligation to consult with trade unions. In most cases when
creditors accept a restructuring plan, the workforce is expected to be reduced mainly through
redundancies. Moreover, companies filing for bankruptcy do not have to consult with trade unions
over the compensation or support that they provide to their workers, nor do they have to offer them
advice, guidance or practical assistance to find new jobs.
When submitting a bankruptcy application, a company is not obliged to submit a particular plan for
the workers who will lose their jobs. On the other hand, workers losing their jobs through company
bankruptcy do not tend to receive smaller amounts of financial compensation than in other cases of
staff reduction.

Government and social partner support for workers
A fund exists to protect workers against their employer’s insolvency, which is funded by employer
contributions and the government. The fund pays wages that have been outstanding for up to three
months due to employer insolvency.
Occupational pensions are not widespread in Greece and tend to be in large public companies. In
practice, therefore, bankruptcy does not give rise to an issue of workers losing their occupational
pensions.
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The government tends to intervene in special bankruptcy cases when, for example, a region is faced by
a serious unemployment problem or a company employs a large workforce. This can take the form of
training programmes, paying benefits for a longer than normal period or more favourable
arrangements for early retirement.

Hungary
Main reasons for bankruptcy
The number of liquidations has grown considerably in Hungary since the onset of the economic crisis
and was 30% higher in mid 2009 than a year before. The main reasons for bankruptcy have been the
downturn in the market and accumulating debts, which often result in a chain reaction with the
insolvency of one company leading to the insolvency of its creditors. Over the past year, the
construction sector has been most affected by bankruptcies.

Regulations relating to bankruptcy
Bankruptcy proceedings are initiated by the court at the request of either the company concerned or its
creditors. An automatically authorised temporary moratorium is then granted to the company and any
liquidation procedure already initiated is suspended. When the court orders the moratorium, it
delegates a bankruptcy trustee to supervise the operation of the company and informs creditors of its
financial situation. The company then has to prepare a plan for restoring solvency and to convene a
meeting with creditors to agree this plan. The agreement of a majority of creditors is sufficient to
conclude a settlement. If no settlement is reached, liquidation procedures begin and, although it is
possible to conclude a settlement during this procedure, stricter rules apply than before.
A wage subsidy funded by the Labour Market Fund (Munkaerőpiaci Alap) or regional development
funds may be granted to an employer planning collective redundancies. The scope, however, is
limited.

Position of employees
Within 15 days following the request for bankruptcy, the company’s chief executive officer (CEO) or
the liquidator must inform employees, the trade unions and the works councils about the effect on
workers. The law, however, does not specify the details of the information to be provided.
If the company plans to carry out collective redundancy, it must consult with the works council, trade
unions and employee representatives at least 15 days beforehand and inform these parties of the
reasons for the collective layoffs, the groups affected and the number of workers involved. The
employees must also be informed about their dismissal 30 days in advance.
Companies going bankrupt sometimes attempt to provide support for workers in the form of advice,
guidance and practical assistance to find new jobs, either through public employment services, by
involving an external expert or by providing free internet access to assist their job search.
Employees are entitled to severance pay if the employer terminates their employment contract or if the
company ceases to exist. The amount is the same in cases of bankruptcy as in other cases of dismissal;
moreover, collective agreements or individual employment contracts may include provision for higher
compensation than the mandatory amount.

Government and social partner support for workers
Companies in liquidation can request help from the Wage Guarantee Fund (Bérgarancia Alap) to pay
wages, holiday and sick pay, and severance pay to employees. The company has to repay the fund
within 60 days or on the day before the submission of the closing balance. The maximum wage
guaranteed by the fund is five times the average wage two years prior to the year of the request.
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In Hungary, company pension funds are not common and have only been legally allowed since 2007.
Nevertheless, regulations prevent companies from using these funds for business purposes.

Ireland
Main reasons for bankruptcy
In general, company bankruptcies in Ireland over the past year appear to be attributable to
competitiveness problems accentuated by a downturn in the market. In recent months, there has been a
steady increase in corporate insolvency. The reasons for bankruptcy appear to be broadly similar
across economic sectors. However, bankruptcies over the 12 months up to mid 2009 have been most
common in the construction and manufacturing sectors, as well as the food industry.
Some previously well-performing companies have gone out of business. For example, for many years,
the glass manufacturer Waterford Crystal was widely regarded as one of Ireland’s success stories and
was highly profitable. However, it went into receivership in early 2009 due to external competitive
pressures and internal financial difficulties.

Regulations relating to bankruptcy
The bankruptcy regime in Ireland is severe and is likely to remain a last resort for both debtors and
creditors. Once declared, bankruptcy lasts for at least 12 years. Bankruptcy law applies only to
individuals – in the case of companies, it applies to the directors or owners. Bankruptcy proceedings
can be initiated by a creditor or the debtor. To open the proceedings, the debt to be liquidated must
amount to more than €2,000 and the debtor must reside in the country. When someone is judged to be
bankrupt, their property is vested with the official assignee, who deals with all practical aspects of the
day-to-day running of the bankruptcy, including disposing of the assets and certifying the creditors.
The bankrupt person is required to disclose all property to the court and to deliver to the official
assignee all of their property and all books and papers relating to their estate.
Following liquidation, debtors may be discharged if they have paid off all debts and costs plus interest.
On discharge, they are allowed to set up a business in the same way as anybody else. An undischarged bankrupt individual is not entitled to operate a bank account and is prohibited from being a
company director or from being involved in the management of a company.
During pre-insolvency, debtors can petition the court for protection from bankruptcy proceedings so
that they can try to make an offer to creditors. If this approach is not accepted by at least three fifths of
the creditors or not approved by the court, then the court can declare the debtor bankrupt.

Position of employees
Standard notification and consultation procedures apply to collective redundancies brought about by
bankruptcy. However, notification to employees is not required. In practice, companies filing – or
planning to file – for bankruptcy do not typically consult with their workforce or worker
representatives over procedures or compensation for job losses. In addition, companies going bankrupt
do not usually attempt to provide support for workers in the form of advice and guidance or practical
assistance to find new jobs.
Social plans to compensate workers for job losses are not usually drawn up. Workers losing their jobs
due to company bankruptcy tend to receive smaller amounts of financial compensation than in other
cases of collective redundancy, often only receiving a statutory redundancy payment.

Government and social partner support for workers
The Insolvency payments section of the Department of Enterprise, Trade and Employment (An Roinn
Fiontar, Trádála agus Fostaíochta) processes claims from employees for the payment of wages,
holiday pay and other amounts owed to them in the event of company insolvency. When the employer
is bankrupt or being liquidated, payments are made from the Social Insurance fund.
© European Foundation for the Improvement of Living and Working Conditions, 2009
22

In the case of pensions, annuity contracts are purchased from insurance companies under which the
pension fund gives the insurance companies a lump sum in return for providing pensions to the
workers involved. However pension deficits can arise. In April 2009, the Irish government announced
a Pension Insolvency Payments Scheme (PIPS), whereby the state provides this annuity rather than
private insurance companies in the event of a deficit. However, significant deficits are likely to remain
and the PIPS proposal is not designed to guarantee the workers affected the payments that they had
been expecting.
It is uncommon for social partners to be involved in providing, or guaranteeing, financial and other
support to workers in the event of bankruptcy. However, trade unions are seeking some advance on
private sector pensions. For example, at Waterford Crystal, those who have lost their jobs fear the loss
of pension entitlements because of the shortfall in the company’s retirement fund. The Unite trade
union, which represents the workers, has proposed that novel pension annuity measures be introduced
to create a fund to protect pensions.

Italy
Main reasons for bankruptcy
Since 2003, restructuring of the Italian economy has been strongly influenced by the adoption of the
euro and, especially, by the increasing competitive pressures from emerging economies. The economic
crisis has exacerbated this situation. The principal cause of bankruptcies has been structural
difficulties, with the crisis not only accelerating the exit from the market of economically and
financially vulnerable companies, but also impacting on competitive – albeit financially weak –
enterprises. In particular, companies that began to restructure in earlier years and had borrowed a lot of
money to do so suddenly lacked liquidity from customers and/or financiers.
The worst affected sectors of economic activity have been wholesale and retail trade, manufacturing
and construction. Sectors with large numbers of SMEs, such as textiles and clothing, the food industry,
transport and the manufacture of furniture, have been at particular risk.

Regulations relating to bankruptcy
The company, creditors or the public prosecutor’s office may initiate bankruptcy proceedings. Debtors
must furnish the court with their accounts and tax records for the previous three years, a statement of
assets and a list of creditors at least seven days prior to the bankruptcy hearing. Upon declaration of
bankruptcy, the assets of the bankrupt company are administered by an official receiver appointed by
the court.
Two important measures aim to keep businesses in operation. The first is ‘the extraordinary
administration of large enterprises in crisis’ procedure, which is a system of rules aiming to assist the
recovery of large companies with particular features, such as having 200 employees and a large
amount of indebtedness. The second is a pre-bankruptcy arrangement that allows a business in crisis to
eliminate all of its debts by means of a debt restructuring plan agreed with creditors.
National and regional funds are in place to help rescue and restructure businesses. The national funds
are usually allocated to companies with more than 200 employees, in technologically advanced
sectors, in an industrial district or that are part of a production chain. The government has recently set
up a fund for enterprises in financial difficulties to guarantee their access to credit, by allowing a
company to take out a loan of up to €1.5 million. However, such measures do not seem to have been
particularly effective.

Position of employees
All situations in which collective redundancies are possible are subject to similar regulations,
including bankruptcy. Employers filing for bankruptcy must communicate their intention to cut jobs to
all worker representatives. This information has to include: the reason for the redundancies; the
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reasons why the dismissals are unavoidable; and the number, positions and professional profiles of all
employees. Once any consultations requested are concluded, the employer can proceed with
dismissals.

Government and social partner support for workers
The National Social Security Institute (Istituto nazionale di previdenza sociale, INPS) manages a
specific fund which guarantees payment of the ‘end-of-service allowance’ (trattamento di fine
rapporto, TTR) and other sums in the event of the employer’s insolvency. The fund is supported by
contributions paid by employers.
Workers subject to dismissal, whether because of restructuring or bankruptcy, are eligible for
payments from the Extraordinary Wages Guarantee Fund (Cassa Integrazione Guadagni Straordinaria,
CIGS) or the ‘mobility’ allowance (indennità di mobilità). However, in cases of bankruptcy, the CIGS
is of more limited duration than in other instances.
The social partners do not manage any specific measures to address the effects of dismissals due to
bankruptcy, and collective agreements do not include provisions which apply to company
bankruptcies. Nevertheless, some bipartite bodies provide support to workers, such as training courses,
and to family members, such as the reimbursement of medical expenses for children with disabilities
or the cost of school textbooks.

Latvia
Main reasons for bankruptcy
In Latvia, 408 cases of bankruptcy were registered between January and June 2009, compared with
220 cases between May and December 2008. The companies affected were mostly in the wholesale
and retail trade sector (30% of the total) and the wood industry (11%). Most of the companies were
SMEs.
The retail trade was hit by a decline in consumer expenditure, while the wood industry was affected by
a reduction in external demand. However, the main reason for the bankruptcies is reported to be
decreasing competitiveness due to cost inflation and a lack of finance. The fall in domestic demand in
Latvia is also seriously affecting the construction and transport sectors.

Regulations relating to bankruptcy
Insolvency proceedings include arrangements directed at re-establishing the viability of the company
as well as protecting the interests of creditors. Either the company itself or creditors can petition for
bankruptcy. If no agreement can be reached with creditors on re-arranging payments, bankruptcy
proceedings are initiated, followed by the liquidation of the company. There is a lack of special
measures for trying to keep the company in business and avoiding job losses.

Position of employees
Employers are obliged to inform employees, by written notice, of the termination of their employment
contract no later than one month in advance. In such cases, workers are entitled to severance pay,
which may be larger than the statutory amount if a collective agreement or the employment contract so
specifies. The same obligations apply to cases of insolvency, with workers being entitled to the same
redundancy payments as other employees.

Government and social partner support for workers
The Employee Claims Guarantee Fund ensures that employees are paid what they are entitled to in the
event of the bankruptcy of a company. Since occupational pension funds are not common, most
workers are not at risk of losing their pensions in the event of company bankruptcy.
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Lithuania
Main reasons for bankruptcy
In 2008, there were 53% more bankruptcy cases than in 2007, largely because of the substantial
economic downturn in Lithuania and in its main export partners.
Even businesses with significant operating profits before the economic crisis have gone bankrupt. For
example, the furniture manufacturer Narbutas and Ko had pre-tax profits of €1.25 million in the first
half of 2007. However, the company’s orders declined by 75% in November and December 2008, and
banks became less willing to provide credit. Companies still enjoying high demand for their products
have also faced difficulties as a result of the indebtedness of customers unable to borrow from banks.
Enterprises in the construction, real estate, wood processing, manufacture of furniture and textiles
sectors have been most affected.
There are a number of sector-specific reasons for bankruptcies. In the hotels and restaurants sector,
they were prompted by the bankruptcy of the national airline, FlyLAL – Lithuanian Airlines, as well
as the cancellation of flights by foreign companies and the abolition of preferential tax rates for hotels.
In the textiles industry, financial problems were heightened by competition from Asian producers after
import quotas came to an end. In wood processing and manufacture of furniture, bankruptcies were
accelerated by the increased cost of wood and the intensification of competition.

Regulations relating to bankruptcy
Bankruptcy proceedings may be initiated by company chief executives, owners or creditors. The
proceedings begin when the court establishes that the enterprise concerned is insolvent, is behind in
paying wages or is unable to pay creditors. Upon initiation of the proceedings, the management of the
company is transferred to an administrator appointed by the court, who is empowered to liquidate the
company if no solution can be found to its financial problems.
No specific measures are in place to try to keep a business in operation and preserve jobs. However, in
May 2009, the Minister of Economy, Dainius Kreivys, approved a scheme for small loans and the
creation of an open credit fund, designed to help SMEs with limited access to credit.

Position of employees
In general in the case of collective redundancies, employers must begin consulting with employees
two to four months in advance. Companies, however, are not obliged to consult with workers or their
representatives prior to declaring bankruptcy, except in cases where this is initiated by the employees.
Nevertheless, the administrator has to notify the workforce within three working days of the court
initiating bankruptcy proceedings. Employment contracts may only be terminated after 15 working
days from such notification.

Government and social partner support for workers
In the event of bankruptcy, the claims of creditors are satisfied first, followed by those of the
employees. However, in practice, outstanding tax or social contribution liabilities are settled first
together with amounts owed to banks, followed by employees’ claims.
If the company lacks funds to pay employees for work performed, holiday entitlement and severance,
these costs are met from the Guarantee Fund (Garantinis fondas, GF). Payments, however, are subject
to statutory limits, so that employees receive smaller redundancy payments in the event of bankruptcy
than in other cases.
Sodra – the State Social Insurance Fund Board – has the power to initiate bankruptcy proceedings in
order to protect employees if the company discontinues payment of social insurance contributions.
Although trade union membership in Lithuania is low, sectoral trade unions have attempted to provide
both moral and financial support to employees affected by bankruptcy. For example, after the
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bankruptcy of the dairy producer Ignalinos pieninė, the trade union acted as intermediary for
employees with the local labour exchange, arranged meetings for counselling and gave some financial
support.

Luxembourg
Main reasons for bankruptcy
Many of the bankruptcies declared in Luxembourg relate to small businesses. According to the
Chamber of Commerce (Chambre de Commerce Luxembourg, CDC), the highly competitive nature of
the market in Luxembourg is the main reason for companies going bankrupt. However, management
errors often seem to be an important underlying factor.

Regulations relating to bankruptcy
Any trading company which suspends payments must declare that it has done so to the registrar of the
commercial court within the month. Once bankruptcy is declared, the company concerned loses the
power to administer its assets and, if the directors of a company are found to have contributed to the
bankruptcy through gross negligence, they may be banned from carrying on any commercial activity.
The court appoints an official receiver who, in turn, appoints administrators who are responsible for
drawing up an inventory of the assets. The creditors are convened by the official receiver to consider
agreeing a judicial solution. If no agreement is reached, liquidation occurs.

Position of employees
In principle, companies are obliged to inform the joint works committee about the company’s financial
situation. A company which goes into bankruptcy is deemed to be in a state of suspension of payments
and is accordingly incapable of negotiating a redundancy plan. Moreover, such companies do not
typically attempt to provide support for workers in the form of advice and guidance or practical
assistance to find new jobs.

Government and social partner support for workers
In the event of a company’s bankruptcy, unpaid salaries, wages and other compensation are regarded
as preferential debts, which are covered by a guarantee system. Employees are entitled to the
continued payment of wages for the month in which the bankruptcy occurred and the following one, as
well as 50% of the amount that they would have received if they had been made redundant.
Regulations exist to prevent companies in financial difficulties from using a company pension to cover
their debts or as a source of borrowing. In practice, the large majority of such pension funds are
external to the business and, moreover, companies with pension schemes have to be affiliated to an
authorised organisation which insures against the risk of insolvency.
In general, the social partners have little or no role in the event of bankruptcy. At most, the trade
unions can organise briefing sessions and help workers to navigate administrative procedures to claim
amounts owing to them, as was the case with the Boon supermarket bankruptcy in early 2009, which
affected 58 workers.

Malta
Main reasons for bankruptcy
There was only one recorded bankruptcy in Malta over the year up to mid 2009. Fraser Eagle UK went
bankrupt, resulting in the closure of the local branch in Malta and 60 job losses. The group specialised
in niche transport, travel and logistics.
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Regulations relating to bankruptcy
Bankruptcy can be initiated by either the company or the creditors. An official receiver is appointed to
oversee the winding up process and an administrator may be appointed to carry on the business during
the proceedings and to seek a way of keeping it in operation. In addition, the creditors appoint a
liquidator.
There are no specific measures in force to prevent bankruptcies. However, in the only bankruptcy case
reported in the last year, a government industry taskforce identified a possible investor to take over the
Malta operations of Fraser Eagle, although the offer to acquire the business was turned down.

Position of employees
The law only provides for consultation in the case of collective redundancies and not in the event of
bankruptcy. However, where a trade union is present, industrial practice dictates that consultation
should take place during the whole procedure.
Workers are compensated for job losses only when this is specifically provided for in a collective
agreement, usually in the form of redundancy pay. In the absence of a collective agreement, no
compensation is provided, unless management decides otherwise; there is no provision in the law for
redundancy pay. Since collective agreements in Malta are negotiated and signed at company level, the
amount of compensation varies; however, usually no distinction is made in this regard between single
and collective redundancies. Companies going bankrupt do not typically provide support for workers
to help them to find new jobs.

Government and social partner support for workers
A Guarantee Fund exists to ensure the payment of wages owed to workers whose employment is
terminated due to company insolvency. Claims by employees for unpaid wages, holiday pay and
further entitlements have priority over other claims.
In Malta, company pensions do not exist and employees do not lose any state pension rights.
In the event of bankruptcies, the social partners collaborate with the government to offer support to
workers in the form of training, guidance and job search assistance. Trade unions also negotiate
compensation for job losses with employers.

Netherlands
Main reasons for bankruptcy
Since the onset of the recession, there have been no major bankruptcies in the Netherlands involving
more than 200 employees. However, a clear upsurge is apparent in the number of bankruptcies of
smaller enterprises. The main cause has been the downturn in economic activity, whereas lack of
competitiveness and excessive costs do not seem to have played a significant role. In some cases,
excessive borrowing and banks cutting off credit have caused financial problems, but have not resulted
in bankruptcies. Virtually all parts of the private sector seem to have been affected.

Regulations relating to bankruptcy
Bankruptcy law consists of two parts: the suspension of payments when the business continues and
bankruptcy itself when the company is liquidated. The main difference between the two is that the
legislation governing the transfer of an undertaking does not apply in the event of bankruptcy. The
main effect of the distinction is that, if insolvency law is used for restructuring, the suspension of
payments approach must have been replaced by the bankruptcy option. Only then can the business be
continued without being obstructed by legislation on the transfer of undertakings. No special measures
to attempt to save companies that have become insolvent exist in the Netherlands.
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Position of employees
Legislation on restructuring does not apply in bankruptcy cases. In some instances, companies consult
with their workforce or worker representatives but legislation on the provision of information and
consultation is suspended when bankruptcy is filed. Nevertheless, after suspension of payments or
bankruptcy, an administrator or receiver has to comply with the legislation. In cases of major
restructuring involving suspension of payments or bankruptcy, trade unions or works councils may be
involved. Social plans are the rule in the Netherlands in cases of restructuring; however, they are
virtually non-existent in the event of bankruptcy. In the vast majority of bankruptcies, employees are
left without redundancy payments.

Government and social partner support for workers
Payment of wages is taken over by the government agency in charge of unemployment benefits.
Workers who lose their jobs because of companies going bankrupt are not entitled to the same
redundancy payments as other workers, and no arrangements are in place in this regard in the case of
bankruptcies. Company pension funds, however, are kept separate from company accounts; thus, there
is no threat to these funds in the event of bankruptcy.

Poland
Main reasons for bankruptcy
The main reason for bankruptcies in Poland was a fall in demand. New orders in industry declined by
20% between April 2008 and April 2009. Over 80% of companies are experiencing problems
obtaining credit. Many bankruptcies were caused by earlier difficulties, such as the accumulation of
liabilities, bad investment decisions and export losses incurred during the period of strong
overvaluation of the Polish zloty. Some bankruptcy cases were caused by banks arranging currency
options for companies to protect them against currency fluctuations, which, however, led to substantial
costs. The industries that have experienced most bankruptcies are metals and metalworking, furniture
and food.

Regulations relating to bankruptcy
Bankruptcy may be initiated by companies or creditors. Bankruptcy proceedings can have two
possible outcomes: liquidation or conclusion of an agreement to restructure debt. In the course of
bankruptcy proceedings, the court takes action to secure the claims of creditors, which may ultimately
mean liquidation.
Once the insolvency has been declared, an arrangement may be concluded with creditors if they agree
to restructuring of the outstanding debt and only part of their claims being met in order to keep the
company in business. The arrangement is binding only if approved by the court. Otherwise, the court
appoints a judge-commissioner and a bankruptcy estate receiver, who has discretion to order
liquidation proceedings. In the event of liquidation, the company may still remain in operation,
providing that it is possible to find a purchaser.

Position of employees
In the event of collective redundancies, companies are obliged to consult with the workforce. This is
not the case in the event of bankruptcy. However, if the court rules that a bankruptcy arrangement
should be concluded, the company and creditors may decide to initiate collective redundancies, and
consultation then takes place. In this case, regulations on collective dismissals come into effect or an
agreement over severance pay might be concluded with the trade union. However, in the event of
liquidation, workers receive no severance pay from the company.
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Government and social partner support for workers
The Guaranteed Employee Benefits Fund (Fundusz Gwarantowanych Świadczeń Pracowniczych,
FGŚP), to which employers are obliged to pay contributions, covers employees’ claims to what is
owed to them in the event of insolvency. This includes wages, holiday and sick pay, severance
compensation and social contributions. However, workers affected by bankruptcy receive smaller
severance payments – paid from the FGSP – than those subject to collective redundancies.
In the event of bankruptcy, company pension funds are either transferred to another pension scheme
nominated by the employee or reimbursed to the employee. Companies going bankrupt cannot use
pension funds to repay debts.

Portugal
Main reasons for bankruptcy
The main cause of bankruptcy among companies in Portugal over the year up to mid 2009 has been
the economic downturn, which has caused a decline in orders. The result for many companies has been
increased losses and debts. It is mostly companies which were already struggling that have gone
bankrupt while previously well-performing companies with a viable long-term future have generally
not been forced out of business.

Regulations relating to bankruptcy
Proceedings take a unique form in the event of declaration of insolvency. Companies are deemed
insolvent when their liabilities exceed their assets. Insolvency proceedings may be filed by the
company, its creditors or by the public prosecutor. The petition initiated includes: details of the
company’s financial situation; the identification of directors, shareholders and creditors – together
with their claims; a description of the company’s activities over the previous three years; details of its
establishments and assets; and a list of its employees. The directors of a company are obliged to file
for insolvency within 60 days of becoming aware – or from when they should have become aware – of
the company’s insolvency. Failure to do so may result in penalties. Once the request for insolvency is
presented, however, no measures are in force to try to keep the business in operation.
Both trade unions and the Authority for Working Conditions (Autoridade para as Condições de
Trabalho, ACT) have identified cases where these procedures have not been fully respected and, in
some instances, there have been accusations of fraud.

Position of employees
The obligations on companies to consult with their workforce or worker representatives in the event of
bankruptcy are similar to those applying in other restructuring cases. Companies filing, or planning to
file, for bankruptcy do not typically consult with their workforce or worker representatives over
procedures or the compensation for job losses. Moreover, they do not usually attempt to provide
support for workers in the form of advice and guidance or practical assistance to find new jobs.

Government and social partner support for workers
The Salary Guarantee Fund (Fundo de Garantia Social) protects employees in case of insolvency. The
fund is run by the state and the social partners, and is financed by employers. The fund covers
anything due to workers in the six months preceding the company filing for insolvency. This includes
wages, as well as holiday and redundancy pay. The amounts paid are a maximum of four months’
wages and cannot exceed three times the higher minimum wage. Workers who lose their jobs because
of companies going bankrupt are entitled to the same redundancy payments as other workers.
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Romania
Main reasons for bankruptcy
In Romania, there were 58% more company insolvencies in the first quarter of 2009 than in the same
period of 2008. Up until October 2008, the increase in the number of bankruptcies was due to creditors
wanting to be paid as soon as possible, insolvency proceedings being one of the fastest legal ways of
accelerating payment. After that date, the global economic and financial crisis started to bite. There
has also been a significant domino effect, with the downturn in the construction sector affecting the
woodworking industry and forest management companies. Hotels and restaurants report a slowdown
because of a severe decline in business tourism and due to significant cuts in the funds allocated to
social events.
The economic sectors worst affected by bankruptcies have been wholesale and retail trade and
construction, which, in total, accounted for more than 55% of all company failures. Although the
global economic crisis can be labelled as a main cause of bankruptcies, there are secondary reasons
which vary considerably across sectors. In wholesale and retail trade, a major factor has been
increasing competitive pressure from rapidly expanding hypermarkets, forcing small traders out of
business and reducing the profit margins of wholesalers. The construction sector has been hit by a
plummeting property market, restricted access to bank loans, constraints on the state budget and the
postponement of projects. In the transport sector, freight companies are losing business due to the
contraction of their customers’ sales.

Regulations relating to bankruptcy
Insolvency procedures may be initiated by the company, its creditors or other individuals or
companies legally allowed to do so, including the company’s employees. To qualify for insolvency, a
company must have failed to pay an outstanding debt of at least RON 10,000 (€2,335 as at 11
November 2009) within 30 days or failed to pay wages to employees for more than six months.
Under the insolvency law, two routes can be followed. The first is the general procedure, under which
a company undergoes judicial reorganisation and/or is declared bankrupt. The second approach is the
simplified procedure, under which a company becomes bankrupt immediately. Judicial reorganisation
may enable jobs to be saved, because the company can continue in operation albeit on a smaller scale.
However, in recent years, only 1% of the companies that filed for insolvency have managed to
implement a reorganisation plan successfully and save jobs.

Position of employees
The law does not distinguish between employers’ obligations in the event of bankruptcy and in other
cases of restructuring. Employers need to inform and consult with employees, according to both the
law and collective agreements. They must keep workers informed about working conditions and
anything that affects their jobs, as well as about the state of the business and its financial situation.
Moreover, employers must seek trade union or worker representative opinions on the decisions likely
to affect employees.
As a rule, companies filing for bankruptcy notify the trade union or worker representatives of any
collective redundancy plans. During the period of notice, workers may receive counselling from local
pre-redundancy services; however, in the event of bankruptcy, there is very little or no chance of
financial or other types of support.

Government and social partner support for workers
Under the insolvency law, employees’ wage claims come second to those of creditors and after
charges relating to the insolvency procedure. However, the wage guarantee fund covers the payment
of claims deriving from individual employment contracts or collective agreements, such as unpaid
wages and holiday and severance pay. It is funded by monthly employer contributions. Unlike other
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types of restructuring – where severance pay, as stipulated in the collective agreements, may vary
considerably from one industry to another – the amounts paid from the wage guarantee fund may not
exceed three times the average gross national monthly wage.
In Romania, the law protects workers’ rights to a state pension and to social protection, irrespective
of the type of restructuring that a company undergoes. An employer’s failure to pay social security
contributions and their diversion for other purposes is a criminal offence punishable by six months to
two years in prison or a fine.

Slovakia
Main reasons for bankruptcy
The main reason for most bankruptcies in Slovakia is lack of orders. The first companies to experience
the economic crisis were those specialising in exporting to countries already in recession – that is,
enterprises in automotive, electrical, textiles and road-building machinery industries. Many companies
restructured their business but others went bankrupt. This development was then followed by financial
difficulties for companies supplying the domestic market, such as retailers.
The lack of orders was due to insufficient competitiveness as a result of competition from producers in
countries with lower costs. This situation mainly concerned producers of low added value goods. In
addition, banks attempted to reduce their involvement in companies when losses were declared in the
first quarter of 2009. Furthermore, holding companies have tended to transfer investment to other
countries with more profitable opportunities than in Slovakia.

Regulations relating to bankruptcy
An enterprise is insolvent when it is unable to pay what it owes within 30 days. Management not
taking the required action is liable to criminal prosecution.
Slovakian bankruptcy and restructuring law enables companies to initiate restructuring under the
protection of the court, which safeguards them against creditors taking action and gives them the
possibility of reaching agreement on a reduction and rescheduling of their liabilities.
The most promising measure for preventing bankruptcy is a scheme which temporarily provides state
aid of up to €500,000 during the financial and economic crisis to companies that are restructuring; this
provision will last until the end of 2010.

Position of employees
The legal obligation on employers to negotiate the conditions of collective dismissals with employee
representatives is applicable in cases of bankruptcy. However, under the law, the exclusive
representatives of employees are trade unions, and membership of these is less than 30% of the labour
force and, in the private sector, less than 10%. Despite this, in the majority of cases, management
tends to inform employees of relevant facts concerning restructuring, including bankruptcy orders.
Companies do not usually provide special assistance or compensation plans to employees losing their
jobs. Nonetheless, some exceptions arise. For example, when the Zekon textiles company closed its
plant in the eastern town of Humenné, it offered the dismissed employees jobs in its factory in
Michalovce, a town 30 kilometres south. Likewise, positions in the coal mining company
Hornonitrianske bane Prievidza were offered to miners when the iron-ore mining company Siderit
closed.

Government and social partner support for workers
A Guarantee Fund covers wages and redundancy payments in cases of bankruptcy. The Social
Insurance Agency (Sociálna poisťovňa, SP), a state body, then recoups these costs from the
bankruptcy trustees. When employees are represented by trade unions, compensation is almost always
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paid. If there are no employee representatives, entitlement to compensation is applied individually and
delays may result.
Redundancy payments to employees in the event of bankruptcy can be smaller than in other cases of
restructuring because a maximum limit is set on the amount that the Guarantee Fund can pay to each
claimant.
Pensions in Slovakia are unaffected by bankruptcies as company pension funds are illegal.
In the past, procedures applied in cases of bankruptcy used to be agreed in collective agreements and
similar provisions have started to reappear. For example, the collective agreement concluded in
Slovglass stipulates a period of notice of two to three months and that all employees dismissed should
receive standard redundancy payments.

Slovenia
Main reasons for bankruptcy
From the beginning of 2008 up until mid 2009, the ERM reported 15 bankruptcies and closure cases in
Slovenia. While economic recession was not the main cause of these, in a number of cases it hastened
the demise of companies already experiencing financial difficulties. High export and gross domestic
product (GDP) growth rates in Slovenia before the recession were based on high growth in global
demand. When this came to an end, a significant part of production – especially of exports – became
of questionable viability. Exports and competitiveness have perhaps been based too much on low cost
labour, while costs in fact are much lower in other parts of eastern Europe and Asia. Some 11 of the 15
bankruptcy cases can be attributed to this problem. In addition, holding companies and equity funds
are relatively important as owners of companies. In four of the 15 bankruptcy cases, holding
companies divested themselves of the business.
Industries such as textiles, clothing, leather and wood products are predominant among bankruptcy
cases. The main reasons for bankruptcy in these sectors are high labour costs, increased energy prices
and competition from eastern Europe and Asia. Other cases, such as those in food production,
manufacture of construction machinery and the chemicals industry, are exceptions rather than the rule;
in these sectors, bad investment decisions and reduced construction activity are major reasons for
bankruptcy.

Regulations relating to bankruptcy
There are two different types of insolvency proceedings: bankruptcy and compulsory settlement. They
are both based on the same principles: equal treatment of all creditors, securing better conditions for
repayment of their claims, expedited procedures, disclosure of the company’s financial position and
limitation of risk.
The company concerned, creditors and the Public Guarantee and Maintenance Fund can file for
bankruptcy. Companies may ask the court to postpone a decision and may propose financial
restructuring. The company has to justify this option within two months by submitting a proposal for
compulsory settlement or by providing evidence that it has successfully increased its capital and
become solvent. Compulsory settlement is not mandatory but, when proposed, it can enable a
restructuring of the company and improve the chances of creditors being paid.

Position of employees
If the number of employees dismissed in cases of bankruptcy meets the threshold for collective
redundancies, the employer has to comply with the provisions on collective redundancy, including
those on workforce consultation. Consultation is aimed at agreeing measures to mitigate the harmful
consequences of dismissals. In practice, companies filing, or planning to file, for bankruptcy typically
consult with worker representatives. Employers often try to find alternative employment for workers
in cooperation with other employers.
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Social plans to compensate workers in the case of bankruptcies are typically drawn up, but financial
support above that provided by law is infrequent. In most instances, employees tend to receive smaller
amounts of financial compensation than in other cases of restructuring.

Government and social partner support for workers
The Guarantee and Maintenance Payments Fund Act ensures the payment of wages and redundancy
compensation to employees whose jobs have been terminated in insolvent companies. However, these
payments are restricted to maximum amounts relating to the minimum wage. The system, managed by
the Public Guarantee and Maintenance Fund, is financed by contributions from the employees, the
state and the fund itself.
Company pension funds must be kept separate from other monies. Since 2000, no large company has
created an independent closed pension fund. There have been no cases of workers losing their pension
entitlement as a result of company bankruptcy over the past year.
In the event of collective dismissals, including bankruptcies, a coalition of the main actors is formed to
participate in all phases of the restructuring process and to assist in reducing the negative
consequences and in creating new employment. These actors include employers, the Employment
Service of Slovenia (Zavod Republike Slovenije za zaposlovanje, ESS), trade unions, local authorities,
development agencies and central government departments. Worker representatives and trade unions
negotiate the best possible package for redundant workers. This usually focuses on the amount of
redundancy payments. Employment offices play an active role in providing non-financial support to
workers losing their jobs in bankruptcy cases.

Spain
Main reasons for bankruptcy
Over the past year, there has been a large increase in the number of bankruptcies in Spain. The number
of companies beginning insolvency proceedings rose by 167% between the first quarter of 2008 and
that of 2009. Of the companies beginning insolvency proceedings during 2008, 25% were in the
construction sector and 19% were in real estate and business activities. The collapse of the property
bubble is one of the aspects differentiating the economic crisis in Spain from that in other countries.
Companies have suffered liquidity problems due to restrictions placed on credit by the banks and a
decline in domestic demand. For example, the construction company Inmobiliaria Pedralbes collapsed
because it could not service its debt and was unable to obtain credit due to decreasing sales.

Regulations relating to bankruptcy
A bankruptcy application may be presented by the company, its creditors or others with a legal right to
do so. Companies lacking liquidity must voluntarily begin insolvency proceedings before all of their
assets are exhausted and within two months of discovering their state of insolvency. If the bankruptcy
application is made by the company itself, the managers retain their position but are subject to
supervision by the insolvency administration, comprising a lawyer, an auditor and a creditor. If the
proceedings are initiated by creditors, management passes to the insolvency administration.
Alternatively, companies can take restructuring measures and try to reach agreements with creditors
before their situation becomes too serious. When this is not possible, liquidation takes place to prevent
companies from leaving outstanding debts to workers and creditors unpaid.

Position of employees
In general, companies facing bankruptcy and beginning insolvency proceedings have similar
obligations to consult with worker representatives as in other cases of restructuring involving
collective redundancies. However, provision of support to workers is less common in the case of
bankruptcy than in other restructuring situations.
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The judge overseeing insolvency proceedings can be requested to modify working conditions and
cancel or suspend employment contracts only when the insolvency administration’s report has been
issued. In practice, it is common for companies to have to wait for several months from the
presentation of the insolvency application until substantial action of this kind can begin. However, in
exceptional cases, when delay could compromise the future viability of the company or seriously
damage the interests of workers, these measures can be requested to start earlier.

Government and social partner support for workers
The Guaranteed Wages Fund (Fondo de Garantía Salarial, FOGASA), an independent body attached
to the Ministry of Labour and Immigration (Ministerio de Trabajo e Inmigración, MTIN), guarantees
that workers will receive their wages together with any compensation for dismissal in the event of
their employer’s insolvency. Compensation for redundancy due to bankruptcies is covered by the same
law as other cases of restructuring and the amount of compensation is also the same.

Sweden
Main reasons for bankruptcy
In Sweden, bankruptcies have increased by 45% in the first quarter of 2009 compared with the same
period last year. Swedish companies have suffered problems of liquidity while the banks have been
more reluctant to lend companies money. Bankruptcies have been most widespread in small, young,
companies operating in the wholesale and retail trade sector, the construction sector and in services of
various kinds.
The automotive industry has been most affected by the economic recession. A large number of
subcontractors have filed for bankruptcy as a direct consequence of the recent decline in demand for
cars and lack of competitiveness at international level. For example, Segerström Automotive, a metal
components supplier mainly for vehicles, filed for bankruptcy in December 2008, dismissing
220 employees.

Regulations relating to bankruptcy
A company or its creditors can file for bankruptcy. The company is then taken over temporarily by an
official receiver (Konkursförvaltare), who distributes the remaining funds among those with claims on
the company. The receiver can also decide to continue the profitable operations of the company in
order to obtain funding to repay the creditors. At the time of the bankruptcy, all employees are
dismissed. In many cases, the former owners of the company buy back the enterprise after bankruptcy.
In such cases, the former employees are the first to be rehired.
An alternative solution is ‘company reorganisation’ (företagsrekonstruktion), which must include a
settlement with the creditors to reduce debts but also has to involve measures to improve the
company’s profitability. A reorganisation is only approved if the company can achieve long-term
profitability. The court decides on the reorganisation and appoints an administrator to investigate the
feasibility of implementing it. If a financial arrangement cannot be reached with creditors on a
voluntary basis, the court can impose public composition proceedings (offentligt ackord) to reduce
debts compulsorily. Some 100–200 reorganisations take place in Sweden every year. However, the
majority (60%–70%) still end up in bankruptcy.
To help companies during the economic downturn, rescue loans amounting to €918 million have been
made available for failing Swedish automobile companies. However, so far, the government has not
approved any of these. On the other hand, a measure aiming to help SMEs to avoid bankruptcy –
through loans provided by ALMI Företagspartner AB, a state-owned business partner enterprise – has
assisted about 300 subcontractors in the car industry.
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Position of employees
Employers are obliged to inform trade unions of important developments, such as reorganisation,
bankruptcy or other forms of restructuring. Meetings have to take place at least twice a year or
whenever necessary. This gives trade unions influence over the working environment and the
company agenda. Since there is always a dialogue between the social partners, bankruptcy rarely
comes as a surprise for the trade unions involved. In addition, employees are assured information
about and influence over the company’s activities through representation on the board of directors in
private companies with more than 25 employees.

Government and social partner support for workers
The wage claims of employees are given priority over all other forms of credit except mortgages.
Employees have ‘salary guarantees’ (statlig lönegaranti) – that is, compensation paid by the state if a
bankrupt company does not have sufficient assets to meet their claims. The guarantee applies to claims
of up to about €16,000 which are no older than three months, as well as to wages during an
employee’s period of notice. After a reorganisation, the company has to repay the salary guarantees to
the state.
A central feature of the Swedish model is that the social partners themselves regulate the labour
market through collective agreements. These agreements seldom include provisions on bankruptcies.
However, most include support for workers who are unemployed, as in the case of bankruptcies, in the
form of advice, guidance and practical assistance to find a new job, provided through employee
security agreements (trygghetsavtal). In some cases, financial support which is complementary to
unemployment benefits is also included. In certain agreements, however, the compensation due has
been lowered because of the economic downturn.

UK
Main reasons for bankruptcy
The causes of bankruptcies in the UK over the year up to mid 2009 have tended to be sector specific.
In the wholesale and retail trade sector, several large cases of bankruptcy have been attributed to a
sharp decline in consumer spending. These include the general goods retailer Woolworths, the
footwear retailer Stylo and the furniture and other household goods retailer MFI. In the manufacturing
sector, a series of bankruptcies are attributable to the downturn caused by the global economic crisis.
The bankruptcies of the iron and steel manufacturer Corus, the high technology engineering company
Freescale Semiconductor and the dairy producer Dairy Farmers of Britain can all be attributed to a
lack of demand. In the financial intermediation sector, many companies have become bankrupt as a
result of their exposure to ‘toxic’ financial assets or excessive borrowing. For example, the exposure
of the bank Northern Rock to the US sub-prime housing market led to its bankruptcy and subsequent
nationalisation.
In some cases, however, the economic crisis was not the main reason for bankruptcies; rather, it
aggravated existing problems, hastening the demise of the companies concerned. In wholesale and
retail trade, for example, Woolworths had experienced financial difficulties for several years prior to
its bankruptcy in 2008. On the other hand, in financial services, the situation was different, since the
majority of companies appear to have been healthy prior to the economic crisis.

Regulations relating to bankruptcy
In England and Wales (slightly different arrangements apply in Scotland and Northern Ireland),
companies or their creditors must present petitions to a court in order to be declared bankrupt.
Companies may make a voluntary arrangement with their creditors to try to avoid bankruptcy or may
be placed into administration, in which case the company continues as a going concern but is run by
an administrator. These are both alternatives to the outright liquidation of the company and often lead
to jobs being saved.
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In response to the economic crisis, the UK government has also intervened in several cases to support
large companies which had become bankrupt or were threatened with bankruptcy. This is particularly
the case in the financial intermediation sector, on the grounds that the failure of such companies would
have had a negative effect on the UK economy. In the case of Northern Rock, nationalisation led to
1,200 fewer job losses.

Position of employees
In the UK, no legal distinction is made between collective redundancies that occur as a result of
bankruptcies and other forms of restructuring. A company implementing redundancies as a result of
bankruptcy is required to conduct ‘meaningful’ consultation with its workforce or worker
representatives prior to doing so. This consultation process must include discussion over the reasons
for the redundancies, how the individuals concerned have been selected, possible ways of avoiding
redundancy and possible alternative jobs for those affected. In addition, companies typically provide
advice and guidance to workers to help them to find new jobs as part of the consultation process.
Workers who lose their job as a result of bankruptcies are legally entitled to the same financial
compensation as those who lose their jobs in other companies, and there are examples of workers
receiving substantial amounts of redundancy pay. For example, in the case of the bankruptcy of
Visteon UK, a manufacturer of automobile components, workers received redundancy payments of up
to 10 times the statutory limit.

Government and social partner support for workers
In the UK, the Insolvency Service provides compensation to workers who have lost their jobs as a
result of bankruptcy and have not received the wages owed to them. Those eligible may claim wages,
holiday and notice pay that is owed to them up to a maximum amount.
By law, companies in financial difficulties are prevented from using a company pension fund as a
means of covering their debts or as a source of borrowing. If companies have not made the scheduled
contributions into workers’ pension schemes, these can be paid by the Insolvency Service.
Few social partner collective agreements include reference to bankruptcy. However, as mentioned
above, a notable exception is the closure of three UK plants by Visteon, where the collective
agreement resulted in workers receiving a higher level of redundancy pay. Nevertheless, many trade
unions provide information to their members about their legal rights.
No statutory public or social partner agencies exist for the purpose of preserving jobs when companies
file for bankruptcy. However, there are several schemes to preserve employment in such cases. At
regional and national level, UK public authorities and social partners have combined to develop
strategies for economic renewal in regions that have been substantially affected by large-scale
bankruptcies. In addition to the permanent Regional Development Agencies (RDAs), several regional
taskforces have been established in recent years that assist workers affected by bankruptcy. For
example, a taskforce was set up in the wake of the bankruptcy of Northern Rock in 2008 to help
workers in North East England.

Norway
Main reasons for bankruptcy
In the first few months of 2009, the ERM reported four bankruptcies in Norway. These were the tyre
rims manufacturer Fundo Wheels and the aluminium chassis manufacturer Casting Technologies
Farsund (CTF), as well as the Karmsund Maritime shipyard and the information storage solutions
provider Tandberg Data. In three of the four cases, the downturn in the economy is one of the main
reasons for bankruptcy. Two of the companies were producers of car parts: Fundo Wheels – which had
been in business for more than 30 years – and CTF, and their demise was due to a lack of demand by
car producers. The bankruptcy of Karmsund Maritime resulted from the cancellation of a large
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contract. On the other hand, the main reason for the bankruptcy of Tandberg Data and its subsidiary
Tandberg Storage ASA was large debts. The company failed in efforts to agree a debt settlement with
its largest creditor, Cyrus Capital Partners, and attempted unsuccessfully to issue shares to raise more
capital.

Regulations relating to bankruptcy
Bankruptcy proceedings may be initiated by the company or its creditors. If the bankruptcy court finds
that the conditions of bankruptcy are fulfilled, a decree is passed to institute bankruptcy proceedings.
The company loses its right over its assets and must assist in finding a resolution during the
bankruptcy proceedings. It has a duty to provide information on its financial situation and assets,
which are sold to obtain the largest amount. In some cases, the business may be kept running, for
example, if it is profitable to finish a project.
Bankruptcy can be avoided for a period of time by debt reorganisation if this can be agreed with all of
the creditors. Such agreements usually include deferred payment of the debt as well as partial debt
relief. If the bankruptcy court finds that the conditions for debt settlement are fulfilled, a decree is then
passed – even against the wishes of some of the creditors.

Position of employees
The management of a company is supposed to discuss all matters relating to the financial position of
the enterprise, its production and development with worker representatives. It is therefore reasonable
to assume that companies will be in close dialogue with worker representatives when the company is
struggling financially, with the aim of avoiding bankruptcy. In addition, workers in companies with
more than 30 employees are entitled to representation on the board of directors. In general, most large
companies will probably consult their worker representatives over procedures – and, in some cases,
compensation – for job losses in cases of downsizing. However, in the event of bankruptcy,
compensation is not usual, and there is no indication that companies attempt to provide support and
assistance for workers.

Government and social partner support for workers
As part of social policy, the state guarantees that justified claims for payment from workers will be
met in cases of bankruptcies. The Wage Guarantee Scheme, administered by the Labour Inspection
Authority (Arbeidstilsynet), covers all such claims. Employees, unless they have already found a new
job, have to register as jobseekers within 14 days of the commencement of bankruptcy proceedings. If
they do not, they will not qualify for pay from the state. Workers losing their jobs due to bankruptcy
are entitled to the same amounts of financial compensation as in other cases of collective redundancy.
Workers do not risk losing their pension entitlements as a result of a company bankruptcy. Norwegian
pension funds are required to report all pension obligations in full every time they publish their
balance sheets. They therefore have to demonstrate at each quarterly period that they are able to meet
future pension obligations to workers. The pension funds are organised as independent entities and the
funds accumulated cannot be used by the company for other purposes. If there are insufficient funds to
cover pension liabilities, companies are obliged to augment them.
Duncan Coughtrie, John Morley and Terry Ward, Applica
EF/09/103/EN
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Preferential treatment of
debts in employers’
insolvency

3

2

1

None

Government/State
guaranteed payment of
employees’ entitlements

None

Unemployment benefits

Corporation tax rate
(16%)

Taxation systems1

Personal income tax rate
(marginal rates3 of 2% to
∗ Wages (up to
17% or maximum 15% on
HK$36,000)
total income)
∗ Severance payment
(up to HK$50,000 and ½
of severance payment
exceeding HK$50,000)
∗ Wages in lieu of notice
(1 month’s wage or
HK$22,500, whichever
is the lesser)

Protection of Wages on
Insolvency Fund exgratia payment:

Other measures

This refers to corporation and personal tax only. There may be sales tax in certain jurisdictions.
The rate is 2/3 of the last month’s wages or 2/3 of HK$22,500, whichever is the lesser, for every year of service for monthly-rated employees; or 18 days’
wages chosen out of the employee’s last 30 normal working days or 2/3 of HK$22,500, whichever is the lesser, for every year of service for other
employees. Where an employee is simultaneously entitled to severance payment and to a gratuity based on length of service, a retirement scheme payment
or a relevant mandatory provident fund scheme benefit, the amount of severance payment can be set off by any gratuity or the employer's contribution to the
retirement scheme or mandatory provident fund scheme.
Tax rates applicable on net income after deduction of allowances.

∗ Arrears in wages (4
months prior to
winding-up order up to a
maximum of HK$8,000)
∗ Severance payment
Minimum years of
(up to a maximum of
service required:
HK$8,000)
Severance payment: 24
∗ Wages in lieu of notice
months under a continuous
(up to a maximum of
contract
HK$2,000)
∗ Holiday pay (whole
amount)

Hong Kong
Severance payment (for
dismissal by reason of
redundancy or being laid
off)2

Severance payment/
Redundancy payment

Employees Protection Arrangements

Comparison of Provisions and Schemes of
Employees Protection in Hong Kong and other Jurisdictions

LC Paper No. CB(1)259/01-02(06)

Preferential treatment of
debts in employers’
insolvency

Australia
Severance pay (for
∗ Arrears in wages (in
employees with 1 year or
respect of services
more continuous service)
rendered before the date
and the rate varies from 4
of liquidation)
weeks' pay to 8 weeks' pay, ∗ Leave of absence (long
depending on the number
service leave, extended
of years of service
leave, annual leave, sick
leave etc. due on or
before the date of
liquidation)
∗ Severance pay

Severance payment/
Redundancy payment
Unemployment benefits

Employees’ Entitlement πUnemployment
Protection Scheme
Assistance Systemρ
ρ
∗ Employees’
∗ New Start Allowance
employment must have
Age 21 to 65; must be
been terminated
unemployed, capable of
because of employers’
undertaking and
insolvency
actively seeking work;
∗ Provides a safety net up
subject to means test;
to 29 weeks’ pay at
between A$145.90 per
ordinary time rate (4
week to A$174.95
weeks unpaid wages; 4
depending on age,
weeks annual leave pay;
living arrangements,
5 weeks pay in lieu of
marital status and
notice; 4 weeks
whether recipient has
redundancy pay; 12
dependent children;
weeks long service pay)
waiting period is 7 days
∗ Payment per employee
capped at A$20,000

Government/State
guaranteed payment of
employees’ entitlements

Employees Protection Arrangements

2

Directors may be held
liable to compensate
employees if they enter
into transactions with
intention of avoiding or
significantly reducing the
employees’ entitlements
payable.

Other measures

Personal income tax rate
(marginal rates of 0% to
47%)

Corporation tax rate
(34%)

(See Footnote 1)

Taxation systems

Australia (Cont’d)

Severance payment/
Redundancy payment

Preferential treatment of
debts in employers’
insolvency

Government/State
guaranteed payment of
employees’ entitlements
∗ Youth Allowance
Age 16 to 20; must be
unemployed who
undertake approved
education, training, job
search or other
employment
preparation activity;
subject to means test;
between A$73.20 to
A$175.10 a week
depending on age,
living arrangement,
marital status and
number of dependent
children

Unemployment benefits

Employees Protection Arrangements

3

Other measures

(See Footnote 1)

Taxation systems

4

∗ Arrears in wages (for
wages earned in 6
months before
employer’s bankruptcy;
maximum amount is
C$2,000 under
Bankruptcy and
Insolvency Act)
∗ Some provinces also
have established
statutory security
interest and deemed
trust in respect of the
wage claims. The effect
of such an arrangement
gives the claims priority
over secured claims4.

Preferential treatment of
debts in employers’
insolvency

None

Government/State
guaranteed payment of
employees’ entitlements
πSocial Insurance
Systemρ
ρ
Employment Insurance
Act 1996
∗ covers all wage and
salary earners including
Federal Government
employees
∗ qualifying conditions
vary depending on
unemployment rate of
region; registered, able,
willing and available to
work; not qualified if
unemployment due to
voluntary leaving
without just cause or
due to misconduct

Unemployment benefits

Corporation tax rate
(Combined Federal and
Provisional Tax Rates
being 15.2% to 46.12%)

(See Footnote 1)

Taxation systems

In some cases, the liability
for unpaid wages is
absolute, and there is no
due diligence defence.

Personal income tax rate
(Federal: Marginal Rates
The Canada Labour Code 17% to 29%; Provincial:
also provides that directors between 39.5% to 69% of
of a corporation are jointly the Federal Tax)
and severally liable for
wages as well as
termination and severance
pay to a maximum amount
equivalent to 6 months’
wages.

Directors’ liability
legislation: directors are
liable to employees for up
to 6 months’ unpaid wages
under the Canada Business
Corporations Act.

Other measures

In respect of "statutory security interest" it is declared through statute that employees' wage claims constitute a lien or a charge in favour of the employees over
other claims, including the secured ones, in the property of the company. Under "deemed trust", an employer is deemed to hold the wages due to an employee in
trust for the employee and the employee has a lien on the assets of the employer for the amount held in trust.

Rate: 2 days' wages in
respect of each completed
year of employment but
not less than 5 days' wages
at employee's regular rate.

Minimum year of service
required: 1 year of
continuous employment

Canada
Severance pay (for
dismissal except where
termination is by way of
just cause)

Severance payment/
Redundancy payment

Employees Protection Arrangements

4

Canada (Cont’d)

Severance payment/
Redundancy payment

Preferential treatment of
debts in employers’
insolvency

Government/State
guaranteed payment of
employees’ entitlements

∗ unemployment benefit
(55% of previous
average insured
earnings – maximum
C$413 a week; payable
to up to 45 weeks;
waiting period is 2
weeks)

Unemployment benefits

Employees Protection Arrangements

5

Other measures

(See Footnote 1)

Taxation systems

New Zealand
No information on hand

Severance payment/
Redundancy payment

∗ Arrears of salary and
wages and related
earnings (accrued in
previous 4 months up to
a maximum of
NZ$6,000)

Preferential treatment of
debts in employers’
insolvency

None

Government/State
guaranteed payment of
employees’ entitlements
πUnemployment
Assistance Systemρ
ρ
∗ covers every person
under qualifying age for
superannuation who is
unemployed
∗ qualifying conditions
are 18 or older; 24
months of residence;
income-tested;
registered at labour
office; able and willing
to work and seeking
work; unemployment
not due to voluntary
leaving employment or
misconduct or
industrial dispute
* Unemployment benefits
(from NZ$98.58 to
NZ$261.90 per week
depending on age,
marital status, and
whether the recipient
has children; waiting
period is 1 to 10 weeks
depending on previous
income and family
circumstances)

Unemployment benefits

Employees Protection Arrangements

6

None

Other measures

Personal income tax rate
(marginal rates of 19.5% to
39%)

Corporation tax rate
(33%)

(See Footnote 1)

Taxation systems

Vacation leave pay
(whole amount)

Retrenchment benefits
(up to a maximum of
S$7,500)

Arrears in wages (up
to a maximum of 5
months of salary or
S$7,500, whichever is
the lesser)

Preferential treatment of
debts in employers’
insolvency

Singapore
Retrenchment benefit
∗
Eligibility is continuous
service of 3 years.
However, the Employment
Act does not stipulate the
quantum of retrenchment
benefits, which is left to be ∗
negotiated between the
employee and his employer
unless it is provided for in
the contract of service.
∗

Severance payment/
Redundancy payment

7

None

Government/State
guaranteed payment of
employees’ entitlements

None

Unemployment benefits

Employees Protection Arrangements

Not directly related to
unemployment. There are
other programmes such as
public assistance scheme,
short-term finance
assistance scheme, rent
utilities assistance schemes
and Medifund.

Other measures

Personal income tax rate
(marginal rates of 2% to
28%)

Corporation tax rate
(24.5% from 2002)

(See Footnote 1)

Taxation systems

Preferential treatment of
debts in employers’
insolvency

United Kingdom
Redundancy payment
∗ Arrears in wages
(for dismissal by reason of
(Maximum of 4 months
redundancy or lay-off with
before relevant date;
a minimum of 2 years' of
and maximum amount
service)
£800)
∗ Holiday pay (accrued
Rate (per year of service):
during any period of
Aged 18 to below 22:
employment before
1/2week's pay;
relevant date)
Aged 22 to 41: 1 week's
∗ Pension claims (12
pay;
months of employers’
Aged 41 to 65: 1½ weeks'
contribution; 4 months
pay;
of employee's
Maximum years' of service contribution if deducted
counted : 20
from pay)
Maximum amount of
week's pay: £240
Maximum redundancy
payment: 30 weeks' pay

Severance payment/
Redundancy payment
Unemployment benefits

National Insurance Fund πDual Social Insurance
Under Employment
and Social Assistance
Relations Act 1996
Systemρ
ρ
∗ Arrears of pay (up to a Job-seeker’s Act
maximum of 8 weeks at ∗ covers employed
up to £230 per week)
persons whose earnings
∗ Holiday pay (up to a
are £66 a week or more
maximum of 6 weeks at
Job-seeker’s
up to £230 per week for
Allowance
holiday accrued in 12
(contribution-based)
months before
∗ qualifying conditions:
insolvency date)
• 18 or above and out
∗ Notice pay (statutory
of work or working
minimum notice at up to
less than 16 hours a
£230 per week)
week
∗ Redundancy pay (no
• contributions paid
detailed information)
on previous earning
∗ Unfair dismissal (no
up to a certain
detailed information)
requirement
∗ Pension claim (12
• registered at
months of employer's
employment office,
contribution (limited to
capable of,
10% of payroll); 12
available for work
months of employee's
and actively
contributions (if
seeking job
deducted from pay))
∗ flat rate of £51.40 a
week for up to 6
months and waiting
period is 3 days

Government/State
guaranteed payment of
employees’ entitlements

Employees Protection Arrangements

8

None

Other measures

Personal income tax rate
(marginal rates of 10% to
40%)

Corporation tax rate:
(30%)

(See Footnote 1)

Taxation systems

United Kingdom (Cont’d)

Severance payment/
Redundancy payment

Preferential treatment of
debts in employers’
insolvency

Government/State
guaranteed payment of
employees’ entitlements

Job-seeker’s Allowance
(income tested)
∗ qualifying conditions
(no entitlement to
contribution-based Jobseeker’s Allowance; no
income or an income
which does not exceed
the applicable amount;
not payable if savings
over £8,000 or working
more than 16 hours a
week)
∗ amount dependent on
age, household income
and composition

Unemployment benefits

Employees Protection Arrangements

9

Other measures

(See Footnote 1)

Taxation systems

5

∗ Arrears in salary (for
salaries earned in 3
months preceding
bankruptcy;
maximum amount:
US$2,000)
∗ Bankruptcy law
recognises State
statutory security
interest covering wage
claims, although not all
States have enacted
such protection
∗ Pension contribution
claims (within 6
months before
bankruptcy; maximum
amount: US$2,000)

Preferential treatment of
debts in employers’
insolvency

None

Government/State
guaranteed payment of
employees’ entitlements
πCompulsory Insurance
Systemρ
ρ
∗ covers employees of
firms in industry and
commerce; employees
on non-profit
organisations (casual
employees, family
labour are excluded)
∗ qualifying condition
(requires minimum
earnings in preceding
base year5 equal to
specified multiple of
weekly benefit or to
specified total amount;
registered at
employment service;
capable of and available
for work;
unemployment not due
to voluntary leaving,
misconduct, labour
dispute or refusal of
suitable offer)

Unemployment benefits

In many States, the base year is the first four quarters out of the last five prior to the application for benefits.

USA
No information on hand

Severance payment/
Redundancy payment

Employees Protection Arrangements

10

None

Other measures

Personal income tax
rates:
Federal (Marginal Rates of
15-39.1%)
State (varies from one
State to another)

Corporation tax rate:
Federal (15-35%)
Provincial/State
(0-11.25%)

(See Footnote 1)

Taxation systems

Preferential treatment of
debts in employers’
insolvency
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USA (Cont’d)

Severance payment/
Redundancy payment

Government/State
guaranteed payment of
employees’ entitlements
∗ Unemployment benefits
(about 50% of earnings,
according to diverse
State formulae; payable
in most States up to 26
weeks; federal law
provides up to 13
additional weeks in
states with high
unemployment; waiting
period is 1 week)

Unemployment benefits

Employees Protection Arrangements

11

Other measures

(See Footnote 1)

Taxation systems

Please cite this paper as:

Stewart, F. (2007), "Benefit Protection: Priority Creditor
Rights for Pension Funds", OECD Working Papers on
Insurance and Private Pensions, No. 6, OECD Publishing.
doi:10.1787/267415864801

OECD Working Papers on Insurance
and Private Pensions No. 6

Benefit Protection
PRIORITY CREDITOR RIGHTS FOR PENSION
FUNDS

Fiona Stewart

JEL Classification: G23, J32

BENEFIT PROTECTION: PRIORITY CREDITOR RIGHTS FOR PENSION FUNDS

Fiona Stewart

January 2007

OECD WORKING PAPER ON INSURANCE AND PRIVATE PENSIONS
No. 6
———————————————————————————————————————
Financial Affairs Division, Directorate for Financial and Enterprise Affairs
Organisation for Economic Co-operation and Development
2 Rue André Pascal, Paris 75116, France
www.oecd.org/daf/fin

OECD Working Paper on Insurance and Private Pensions

ABSTRACT/RÉSUMÉ
Benefit Protection: Priority Creditor Rights for Pension Funds
Underfunded pension funds are in the same position as other creditors when their sponsoring firm
becomes insolvent, having to join the queue claiming the remaining assets of the firm. Arguments for
granting pension fund priority rights over other creditors are the same as for introducing pension benefit
guarantee schemes – i.e. market failure and diversification. Arguments against such a priority position
focus around the impact on other creditors and potential disruptions to capital markets.
The OECD’s report on priority pension claims within bankruptcy found that pension claims (unlike
wages) rarely receive priority over other creditors. More concerning, it can be difficult for pension fund
creditors (being a diverse group without strong financing) to get their voice heard properly within
insolvency procedures. Difficulties with providing such priority status to pension creditors stem from
problems with changing bankruptcy laws and the strength of other financial creditors. The OECD’s report
concludes that priority rights should be given to unpaid and due contributions from the plan sponsor and
that care should be taken that pension beneficiaries be treated at least as well as other creditors in any
bankruptcy or restructuring process (e.g. ensuring their representation on creditor committees).
JEL codes: G23, J32
Keywords: underfunded, pension funds, contributions, creditors, bankruptcy, restructuring, priority rights,
insolvent, pension creditors
*****
Reconnaître aux membres des fonds de pension la qualité de créanciers privilégiés
Les fonds de pension sous-capitalisés se trouvent dans la même situation que les autres créanciers
ordinaires lorsque l’entreprise promoteur du plan devient insolvable, espérant recevoir une partie des
sommes recouvrées sur les actifs liquidés. Les arguments qui militent pour que l’on reconnaisse la qualité
de créanciers privilégiés aux membres des fonds de pension par rapport à d’autres créanciers sont les
mêmes que ceux qui militent pour la mise en place de systèmes de garantie des prestations de pension – en
l’occurrence la défaillance du marché et la diversification. Les arguments contre tournent autour de
l’impact sur les autres créanciers et du risque de perturbation des marchés financiers.
Le rapport de l’OCDE sur le caractère plus ou moins prioritaire des droits à pension en cas de faillite a
montré que ces droits (à la différence des salaires) ont rarement priorité sur d’autres types de créances. En
outre, il peut être difficile pour les membres des fonds de pension (ceux-ci constituant un groupe divers
sans capacité financière forte) de faire entendre leur voix dans les procédures de mise en liquidation. La
difficulté qu’il y a à leur reconnaître le statut de créanciers privilégiés vient de la difficulté qu’il y a à
modifier le droit des faillites et de la force des autres créanciers financiers. La conclusion du rapport de
l’OCDE est que les cotisations de pension exigibles non versées devraient constituer une priorité et qu’il
faudrait veiller à ce que les bénéficiaires de droits à pension soient traités au moins aussi bien que d’autres
créanciers en cas de faillite ou de restructuration (ils devraient, par exemple, être représentés au comité des
créanciers).
Classification JEL : G23, J32
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prioritaires, non solvable, créanciers aux fonds de pension.

Copyright OECD, 2007
Applications for permission to reproduce or translate all, or part of, this material should be made to:
Head of Publications Service, OECD, 2 rue André-Pascal, 75775 Paris Cédex 16, France.

3

OECD Working Paper on Insurance and Private Pensions

BENEFIT SECURITY: PRIORITY CREDITOR RIGHTS FOR PENSION FUNDS

F. Stewart1

I.

Introduction

1.
A topic which leads naturally on from the discussion of pension benefit guarantee schemes, is the
issue of the position of pension fund claims within bankruptcy proceedings. The rights of pension fund
beneficiaries within the corporate bankruptcy process has returned as a topic for debate in several
countries, due to a series of high profile corporate failures which caused defined benefit occupational
pension fund members to lose part of their expected retirement income.
2.
The ultimate risk for pension beneficiaries is the loss of their retirement income. One way in
which this can happen is if the corporate sponsor of their pension plan – which is responsible for the
funding of the plan – becomes insolvent whilst at the same time as the plan does not have sufficient assets
to cover its pension liabilities. This is more likely if pension assets are not held separately from the
sponsoring company’s assets, but is also a risk even when pension assets are ring fenced as achieving full
funding at all times is not always feasible. The questions then arises, once it has been ascertained that the
pension beneficiaries have such a claim on the sponsoring company’s assets, where does this claim rank
vs. other creditors? Do the accumulated pension rights of the plan beneficiaries have a higher ranking
claim upon the sponsoring company’s assets than other creditors, rank equally, or indeed do they come
lower down the creditor rankings, only receiving any remaining company assets after other creditors have
been paid? Where a pension benefit guarantee scheme exists, the scheme takes on the credit claims of the
pension beneficiaries, and consequently faces the same issues of where its claim stands in the credit
rankings - which inevitably has an impact on its financial stability and the cost of its premiums.
II.

Arguments for Priority Rights

3.
One form of benefit protection for pension fund beneficiaries would be to give their claims
against company assets priority standing, ahead of other creditors – either through a ‘preferred’ creditor
ranking, with priority over other unsecured creditors, or via a ‘super preference’ over even secured
creditors. The arguments for giving such priority claims are similar to those used to justify the introduction
of pension benefit guarantee schemes, namely:
•

1

Employees, though they effectively act as creditors of their sponsoring firm, (trading current
wages for the promise of future pension income), do not necessarily understand the trade off they
are making, are exposed to issues of asymmetric information and do not necessarily undertake a
rigorous credit analysis of their employer. They consequently remain more exposed to the
bankruptcy of the sponsoring firm than their wage bargaining implies. Whilst an investor such as
a bank or a credit provider can consider the risk of a default in pricing their rates, employees are
not usually in a position to detect and price or bargain over the respective risks.

The author would like to thank OECD delegates for providing contacts and information on their countries’ systems.
The views expressed herein are those of the author and do not necessarily reflect those of the OECD or its
Member countries.

Contact information: Fiona Stewart, Private Pensions Unit, Financial Affairs Division, Directorate for Financial and
Enterprise Affairs, Organisation for Economic Co-operation and Development, 2, rue André Pascal, Paris
75116, France. E-mail: fiona.stewart@oecd.org
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•

III.

Even if workers are aware of the credit risk to which they are exposed, they are unable to manage
this risk effectively as it cannot be successfully diversified. Workers with an occupational
pension receive their current and future income from one source, and their pension may be the
only substantial financial asset they own. They therefore receive a double blow if their employer
becomes bankrupt, and the pension scheme on which they are relying is under-funded, having no
other source of income or savings. Other financial creditors, meanwhile, will have a portfolio of
lendings, whilst trade creditors are likely to have a range of clients. Pension creditors therefore
are especially exposed to credit risk, particularly if their pension scheme is mandatory, they have
life-time employment with one firm or if the pension is funded by book reserves (though, as
mentioned, extra protection may still be required even with a separating of assets as 100% may
not always be achieved).
Actual situation

4.
It would therefore seem natural to assume that, to the extent that pensions are an obligation of the
plan sponsor and considering the fact that they are the promised benefit of a vulnerable group, pension
credits would receive priority ranking over other creditors. Yet this is rarely the case, despite pensions
frequently being recognized as deferred wages, and wage and other employment claims often having a
priority ranking. For example though pensions may be legally recognized as deferred pay, bankruptcy
courts may not recognize this status and offer no priority ranking. An added complication in some
countries is that bankruptcy and pension law may actually clash, therefore in practice denying pension
claims the priority rights they may have in theory. For example, the bankruptcy law in the USA does not
recognize the priority creditor rights given to pensions by the ERISA pension legislation of the 1970s. The
position of pension credit rankings remains contested, with current court cases attempting to secure these
priority rights (see USA country section for further details).
5.
International law also offers pension beneficiaries limited protection. The legislation of the
European Union and International Labour Organization (ILO) does offer protection for employees in the
case of the bankruptcy of their employer, covering areas such as wages, outstanding holiday, sick leave and
maternity leave (which receive priority rankings) - but surprisingly pensions are not covered (though the
interpretation of international treaties does differ between countries).2 One exception involves systems of
severance pay, which have traditionally received greater protection - given, unlike pension plans, they are
not funded by independent entities separate from the plan sponsor and are therefore exposed to the plan
sponsor’s insolvency risk at all times (not only in the case of the pension scheme being underfunded as
with other funding arrangements). For example, the ILO sets out rules on the base level of entitlements in
the advent of an employer’s insolvency which employees should be able to expect. These include a
severance allowance or separation benefits based on length of service3. Yet these systems are gradually
being phased out (for example in Italy, Japan and Korea) and replaced with more conventional pension
arrangements which generally receive lower creditor ranking in the case of the bankruptcy of the plan
sponsor.
6.
In reality, in some countries not only do pension beneficiaries not receive priority status, but may
be disadvantaged vs. other creditors, particularly during the bankruptcy negotiation process, or when a

2

There is EU legislation on pension transfer rights in the event of M&A (under the 1998 European directive
amendment), and the ‘Barber Judgement’ of the European Court has recognized some pensions as deferred
pay. See: http://www.law-lib.utoronto.ca/Diana/fulltext/flyn.htm.

3

See ILO convention C173: ‘Protection of Workers Claims (Employer’s Insolvency) Convention’ (1992):
http://www.ilo.org/ilolex/cgi-lex/convde.pl?C173.
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corporate restructuring rather than a full bankruptcy takes place4. Though legally all unsecured creditors
should be treated equally, this can happen in several ways:

4

•

Strategic Bankruptcies: bankruptcies are normally considered to be the result of financial
distress, but in some cases bankruptcy filings are made by companies as part of a corporate
strategy. Such ‘strategic bankruptcies’ may be used as a way of employers to renegotiate wages
or pension rights5. It has been suggested that such tactics have been used by companies within the
airline industry6, whilst a major steel company was accused of similar tactics by the PBGC7 indeed, the risk can be argued to exist where companies have the opportunity to pass on their
pension obligations to a guarantee scheme.

•

Legal Incentives: bankruptcy laws themselves may sometimes make the position of the pension
beneficiaries more difficult. For example, courts or parliaments may have the power to grant plan
sponsors facing financial difficulty pension contribution suspensions, which may increase any
underfunding which already exists at the sponsor’s pension plan. Indeed pension regulation may
also have unforeseen effects, such as loopholes allowing solvent firms to terminate pension plans,
thereby improving cashflow and the position of other creditors. For example, the initial ERISA
pension legislation in the USA, by determining the event insurable by the pension benefit
guarantee scheme as the termination of the fund rather than the insolvency of the plan sponsor,
allowed many solvent companies to hand their underfuned pension plans over to the guarantee
scheme the PBGC, until legislative amendments were made in the 1980s (see McGill, Brown etc.
(1999)).

•

Avoidance tactics: various ‘tactics’ can be used by sponsoring firms in financial trouble to avoid
paying pension contributions. For example, where obligations are the liability of the controlled
group as whole, companies may try to break ownership links or rearrange the corporate structure
in order to avoid payment. Likewise, some creditors, sensing that a firm is heading for financial
difficulties, may try to improve their position in the creditors rankings – for example by
extending or increase the size of a short-term loan when it comes due in return for becoming
collateralized against specific assets such as those held in inventory. Indeed in many bankruptcy
cases substantive deviations from priority rules do occur. Legal safeguards exist to protect against
such evasive behaviour8, but it is often hard to prove that the main purpose of the action was to
evade liability for pension underfunding.

It should be noted that such renegotiations may be for valid business reasons. For example, where a company faces
financial difficulties due to a large increase in pension contributions required due to an ‘actuarial deficit’
(e.g. caused by changes in assumptions), it may well make sense to renegotiate contribution terms with
pension beneficiaries. Equally, if a restructuring results in an on-going company, the pension deficit is in
effect ‘actuarial’ and can be made up over a period of time.

5

See paper from Pace University:
http://webpage.pace.edu/jteall/Corp7.pdf#search='chapter%2023%20corporate%20bankruptcy,%20restruct
uring%20and%20divestiture

6

See the Economist, ‘Nest Eggs without the yoke’, 8 May 2003.

7

The PBGC’s claims centred around the use of ‘follow on’ plans, For case details see:
http://www.usdoj.gov/osg/briefs/1989/sg890430.txt.

8

See article on ‘avoidance powers’ and exceptions in US Bankruptcy code:
http://www.weil.com/wgm/cwgmpubs.nsf/475bf0f96efe96638525679b0053248d/076afb0ea7d645d785256
7990078692a?OpenDocument.
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•

Work-out negotiations: the insolvency process in some countries allows companies experiencing
financial difficulties a period of time in which to negotiate new terms and settlements with its
creditors in an attempt to keep the firm as a going concern and avoid full liquidation. Different
creditors have different incentives for either keeping a firm as a going concern or to liquidate,
these incentives also being affected by the size and seniority of the different creditors. Deviation
in the priority of creditors is more likely (and indeed less of an issue) in work-outs, as creditors
negotiate with each other as they try to find a satisfactory deal and avoid full bankruptcy
procedures (see Franks, Nyborg (1996)). An issue often up for negotiation is the payment of
pension contributions, particularly where underfunding is considerable. An interesting counter to
such practices exists under Australian bankruptcy law by which employees’ entitlements,
including superannuation contributions, cannot be avoided through agreements and transactions,
even if approved by the courts.

7.
Pension creditors may well be adversely affected by such work-outs and negotiations as current
and retired workers are often not able to defend their position, and have been described as the ‘lost voice’
in bankruptcy proceedings. Where they exist, unsecured creditors committees tend to be dominated by
larger financial institutions, which do not necessarily share the interests of the former employees, with the
‘natural’ representatives of pension claims potentially not having such a strong voice (e.g. unions may be
weak, pension fund trustees inexperienced or guarantee funds, where they exist to take on pension creditor
claims, may be politically constrained). Former and current workers may also have lost a great deal of their
wealth and therefore may not be able to afford representation and consequently may not be able to make
their position fully heard in the reorganization process. In some countries the restructuring courts can
require the debtor to cover third party legal or financial expert costs to ensure proper representation9.
German bankruptcy proceedings provide a notably exception, where the major pension creditor, the
PSVaG, has a strong voice on the creditor committees of the major cases affecting the organisation, and all
creditors are able to vote on restructuring agreements (see German country section for further details). The
pension regulator in the UK is also encouraging pension fund trustees to be more assertive when making
deals with corporate plan sponsors10, with the pension fund representatives of the UK auto parts company
Turner and Newell being an interesting current example of trustees playing a more active role in
bankruptcy negotiations11.
IV.

Arguments against priority status

8.
One argument against awarding pension creditors priority status is that if this were allowed a
range of social issues could come forward claiming priority rights, such as health benefits or environmental
claims. The vulnerability of pension vs. other creditors can also be challenged. For example, should small,
unsecured creditors, highly exposed to one corporate client, rank behind what could be high financially

9

The employees of the US firm Enron organized an official committee to represent their interests in the bankruptcy
process (regarding deferred compensation, health and welfare benefits etc. – the PBGC handling pension
claims directly). Their motivation was the fact that: “The existing unsecured creditors’ committee is
dominated by the largest financial institutions in the United States. It does not share the interests of former
employees and retirees and cannot adequately represent their interests” – according to David P. McClain
(of McClain & Siegel the Houston bankruptcy firm acting on behalf of former employees). Richard D.
Rathvon, co-chair of the Employee Committee pointed out that: “The Committee has ensured that the
interests of employees were not eclipsed by more powerful creditors as the cumbersome bankruptcy
process rolled forward.” For details see www.employeecommittee.com.

10

See: ‘Opra warns of ‘inappropriate’ trustee deals’, 20 December 2004, available on www.ipe.com.

11

For coverage of the case see Financial Times, ‘T&N trustees can vote against US plan’, November 3 2004, ‘T&N
fund members stand to loose 70% of benefits’, December 7, 2004
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secure pension beneficiaries (given that higher paid workers are more likely to be members of occupational
pension plans than the lower paid in many countries)?
9.
However, a strong case can be made against changing the position of pension claims within the
creditor rankings, centring upon the fact that - aside from the complications of changing bankruptcy
legislation - doing so may be harmful to capital markets and therefore the investment climate of a country.
If pension funds rights increase in status other creditors (who may themselves be small trade and personal
creditors) naturally have to drop in the rankings, increasing their credit risk, which might be passed onto
corporations in the form of more expensive capital or a general impact on the markets with increased bad
debts and potential failures. The impact of ‘super priority’ rights over secured creditors would of course
have an even bigger potential impact, particularly on small trade and personal creditors. (DN: This would
have a general impact in that the cost of borrowing would increase if secured creditors were not able to rely
on their security, given in exchange for lending.)
10.
The argument countering priority status for pension credits is outlined in the World Bank’s
‘Guidelines for Effective Insolvency and Creditor Rights Systems’12. This argues that as a general principle
creditor rights through commercial laws should both preserve the legitimate expectations of creditors and,
most importantly, encourage greater predictability in commercial relations by upholding to the maximum
extent possible the relative priorities of creditors established prior to insolvency. The easiest way to ensure
this is to have a flat hierarchy of priorities, which consists of only two levels: secured and unsecured
creditors, with few deviations from this general rule. The more predictable and transparent the insolvency
process the greater the chance of retrieving collateral in the advent of bankruptcy and the more willing
lenders should be to lend at rates that reflect lower risk premiums13. Similar arguments were made in
Germany, where the abolition of rights of preference was one of the main aims of the insolvency reforms
in 1999. This implies that employment contracts, which cover pension rights, should be treated in the
same way as other trade and service contracts. This is not to say that the repayment of employee
entitlements is of less importance than payment of collateral, but rather that there may be more efficient
ways of ensuring workers entitlements while still preserving a strong and predictable financing market (for
example in the case of pensions through strict funding rules).
11.
It could also be argued that any change in the ranking of pension obligations would now have an
even greater impact on credit cost and availability than in the past. New accounting standards increasingly
treat such pension obligations the same as other forms of debt and demand that they are shown on
companies’ balance sheets. Pension deficits can no longer be ignored or smoothed over long periods of
time, implying a greater impact on cashflow and consequently the potential for other creditors to be paid.
Though noting that there are differences between pension obligations and other forms of debt– notably the
size of the debt is uncertain and indeed volatile – the major creditor rating agencies are increasingly
acknowledging the impact of pension deficits on their corporate credit ratings. They also acknowledge
importance of the priority of creditor’s rankings14:

12

http://www.worldbank.org/ifa/icrosc_template.pdf#search='World%20Bank%20Principles%20and%20Guidelines%
20for%20Effective%20Insolvency%20and%20Creditor%20Rights%20Systems%20April%20%202001'.

13

It should be noted that, though transparency is important, it does not necessarily mean that priority rankings in a
liquidation situation need to be the same as the pre-bankruptcy order. Lenders need to be able to obtain
information necessary to make lending decisions taking account of the priority situation in event of
bankruptcy.

14

Standard & Poor’s, ‘Ratings Direct: Corporate Ratings Criteria – Post Retirement Obligations’, 28 October 2004.
Moody’s Investor Service Global Credit Research, ‘Rating Methodology – Analytical Observations related
to U.S. Pension Obligations’, January 2003.
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“Standard & Poor’s treats unfunded pension liabilities, health care obligations and all other forms
of deferred compensation as debt-like….For companies with significant unfunded post retirement
benefit obligations, the standing of such obligations in bankruptcy can be an important
consideration for creditors. It may affect their willingness to lend, as it obviously has a bearing on
ultimate recovery in a reorganization or liquidation. Analysis of this matter is highly specific to
the legal system and type of benefit in question, as well as to the legal structure of the
corporation.”
“In its credit analysis of pension obligations, Moody’s places greatest emphasis on assessing the
future cash flow requirements to fund a company’s defined benefit pension plan….Moody’s
views underfunded pension liabilities as debt-like and incorporates them into certain adjusted
leverage measurements as debt equivalent… It is crucial to understand how pensions can affect a
company’s overall credit quality, including… potential issues affecting priority of claims.”
12.
Large underfunded pension schemes are already impacting the credit ratings of companies in the
USA (notably the auto companies GM and Ford) and Europe15. Different methods for dealing with pension
underfunding can also have different impacts16. Even the premiums due to the new Pension Protection
Fund in the UK could potentially have an impact on other creditors (these being paid from cashflow which
is therefore being used to protect one class of creditors – i.e. pension fund beneficiaries, including other
unconnected employers with relevant pension schemes). Pension debt has also been impacting M&A
deals17. ‘Pension debt’ is therefore already increasingly impacting other creditors as both funding and
accounting standards move towards fair or market valuations. The potential disruption to capital markets
from ranking pension creditors preferentially ahead of other unsecured creditors, or even ‘super
preferentially’ ahead of secured creditors as well, could be huge. Yet some may argue this would be a
good thing as it would mean pension obligations being priced properly by markets – being reflected
through the increased cost of the rest of the plan sponsor’s debt (see Lindeman 1993). The impact could
also be lessened by ‘grandfathering’ in the change in rankings so that it only applied to new debt issuance.
It is also interesting to consider the example of Sweden, a country with well functioning capital markets,
where the major pension creditor has a strong position within the insolvency process (through the ability of
the guarantee scheme - the FPG - to take collateral lines against company assets – see
DAF/AS/PEN/WD(2004)19 report on guarantee schemes for further details).
V.

Conclusion

13.
The issue of the rights of pension creditors within bankruptcy proceedings is clearly a complex
one – not least as it may be difficult to establish what contractual, debt-like obligations a plan sponsor is
actually liable for. Are plan sponsor pension contributions a contractual (legal) obligation or conditional

15

www.ipe.com ‘Pension deficits to hit German group’s ratings’, 12 September 2002.

16

e.g. ICI ‘ring-fenced’ cashflows and assets, giving pension contributions priority over other payments – see
Financial Times ‘ICI assets to insure pensions’, 16 October, 2003. US auto firm GM and UK retailer
M&S, meanwhile raised debt – see Financial Times ‘Standards that encourage delusion’, 19 December
2003, and ‘M&S issues bond to bridge gap’, 1 June 2004, available on www.ipe.com. For an assessment
of the impact of these different strategies see Moody’s Investor Service Global Credit Research, “Special
Comment – Analytical Observations Related to ‘Underfunded’ Pension Obligations when using UK and
IAS GAAP”, May 2003 and Financial Times ‘ICI pension move hit by Moody’s review’, 23October 2003.

17

See Lane, Cark & Peacock’s “11th Accounting for Pensions Survey -- 2004”, August 2004, available at www.lcpactuaries.co.uk. For details on WH Smith and Marks & Spenser cases in the UK see: “Fund remains
steadfast in its duty”, Financial Times Fund Management, 16 August 2004, and the Financial Times:
‘Pension deficits hit harder’, January 9th 2005.
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one? Does the plan sponsor decide the contribution rate or is this done by the pension trustees18? Is the plan
sponsor liable for pension underfunding due to poor investment performance, incorrect assumptions etc. –
or can extra contributions also be required from plan members? The first conclusion which can be drawn is
that the obligations of the plan sponsor toward the pension fund should be clearly laid out in the plan
documents.
14.
Once established, where these pension obligations should stand in creditor rankings needs to be
assessed. Though arguably more vulnerable than other creditors, in many countries pension beneficiaries
do not receive priority treatment within the bankruptcy process. Should this be the case? What can be said
is that pension creditors should be treated at least as well as other unsecured creditors. They should receive
proper representation within insolvency and bankruptcy proceedings (e.g. on legally required creditors
committees), ensuring their position is articulated as clearly as other, often more heavy weight, financial
and trade creditors – the German bankruptcy system being a possible example of good practice. What
should also be ensured is that loopholes and other incentives do not exist within the bankruptcy system
allowing plan sponsors to avoid pension contributions in order to improve cashflow and pay other
unsecured creditors ahead of pension beneficiaries – the UK, for example having recently moved to close
down such possibilities.
15.
Whether pension creditors should receive priority rights is more controversial. It may be possible
to ‘grandfather’ in preferential rights ahead of other unsecured creditors in order to minimize the impact on
financial markets and credit availability. However assigning ‘super priority’ rights ahead of even secured
creditors would likely have a major impact on capital costs, particularly given increasingly market based
pension accounting and funding standards. Whether these rights should be extended beyond unfunded
contributions to underfunding in general is also controversial, and possibly priority for such underfunded
claims only being given in cases where the fund is to be terminated.
16.
The OECD ‘Guidelines for the protection of the rights of members and beneficiaries’19
recommend that, in the event of the insolvency of a plan sponsor with an underfunded pension scheme,
there should be rules to allocate available assets to members in accordance with accrued rights and with
general principles of equity, as well as rules concerning the responsibility of plan sponsors for any
unfunded liabilities. Where insolvency guaranty schemes do not exist, there should be a priority position
for due and unpaid contributions, equal at least the position of due and unpaid taxes20 (NB in some
countries this would imply a ‘super preference’). Where such guarantee schemes do exist they would
normally become a preferential creditor. The guidelines recommend that priority rights may also be
appropriate for underfunded pension commitments that are the responsibility of the plan sponsor –
depending on whether a guarantee scheme exists and the likely impact on credit availability. As in the
discussions on other benefit protection measures, it should be stressed that priority creditor rights should
not be seen in isolation – rather protection measures should be looked at in combination. Given that
bankruptcy laws are difficult to change (due to their economic, social, political impact), it may be simpler
to focus on introducing efficient funding rules as a ‘first line of defence’ with additional measure such as
benefit guarantee schemes and priority creditor rights being introduced as back up measures, protecting
pension beneficiaries in the ‘worst case scenario’ of their plan sponsor becoming bankruptcy whilst the
pension scheme (for which they are responsible) is underfunded. The combination of protection measures
used should reflect the nature of the pension system in individual countries.
18

e.g. as is the case with the pension fund of retailer Marks and Spencer in the UK, which caused problems in a
recent M&A deal. See ‘Pensions key in 13.5bn bid for M&S’, 3 June 2004 available on www.ipe.com.

19

See DAFFE/AS/PEN/WD(2003)14/REV3: ‘Draft Guidelines on Funding and Benefit Security’.

20

In some cases income tax taken from employees’ pay but not yet remitted to the authorities would be considered,
whilst corporate taxes due to the state could be considered.
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4.2 The legal provisions recognize the creditor rights of pension plan members and
beneficiaries in the case of bankruptcy of the plan sponsor, unless benefits are assured by
insolvency guaranty schemes. Where such schemes do not exist, priority rights relative to other
creditors should be required for due and unpaid contributions. Priority status may also be
recommended for underfunded pension commitments (with reference to the terminal liability)
that are the responsibility of the plan sponsor.

VI.

Country Profiles

Australia: Outstanding contributions due to superannuation funds from a corporate employer are
preferred creditors within the Australian bankruptcy system. Under section 556(1)(e) of the Corporations
Act 2001, employment entitlements are given priority over other unsecured debts, except liquidation
expenses. Where money is available to pay employees entitlements it is allocated in the following order:
wages, superannuation contributions, injury compensation, leave entitlements, and retrenchment payments.
A further provision (section 596AA) protects employees entitlements, including superannuation
contributions, from agreements and transactions entered into with the intention of defeating the recovery of
those entitlements (even if the company is not a party to the agreement or transaction or the agreement is
approved by a court).
Canada: Canada’s insolvency system is primarily based on two statutes, the Bankruptcy and
Insolvency Act (BIA) and the Companies’ Creditors Arrangement Act (CCAA). The BIA provides the
framework for bankruptcy as well as for commercial and consumer proposals to restructure debts. The
CCAA is a corporate restructuring statute, which provides the basic framework for a court-driven process
of reorganization. Any entity may choose the proposal process under the BIA, while only companies with
debts in excess of C$5 million may choose to reorganize under the CCAA. With respect to private pension
plans, the federal and provincial governments share jurisdiction depending on the industry. The statute
governing pension plans established for employees in areas under federal jurisdiction, such as banking,
inter-provincial transportation, and telecommunications, is the federal Pension Benefits Standards Act,
1985 (PBSA). While some 1,300 pension plans fall under the purview of this act, this represents only 10
per cent of the assets of all registered plans in Canada. All of the provinces except Prince Edward Island
have legislation governing pension plans under provincial jurisdiction.
Currently, pension obligations are not specifically addressed in the priority-ranking scheme in
bankruptcy proceedings. As such, outstanding pension funding obligations are treated as unsecured debts.
That said, pension funds are held in trust separately and apart from the assets and as such do not form part
of the bankrupt’s estate. Where the outstanding contributions are subject to a trust, pension legislation
states that the contributions will also not form part of the estate (see below for description of the “deemed
trust”).In CCAA cases or proposals under the BIA, pension obligations may be altered by negotiation
between the parties- provided consent is obtained from the appropriate regulatory body- along with all
other claims.
At present, the creditor priority rankings in bankruptcy proceedings are as follows:
•

Unpaid suppliers, who have a right to repossess goods delivered within 30 days of a bankruptcy
under certain circumstances, and farmers and fishers, who have a right to a priority charge on the
inventory of the bankrupt.
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•

Canada Revenue Agency with respect to source deductions (i.e., amounts deducted by the
employer from employees’ pay cheques in respect of income tax, employment insurance and
Canada pension plan and not remitted).

•

Secured Creditors.

•

Preferred Creditors
1.

Reasonable funeral and testamentary expenses of the debtor

2.

Costs of administration of estate
- Expenses and fees of receivers
- Expenses and fees of trustees
- Legal costs

•

3.

Levy due to Superintendent of Bankruptcy

4.

Wages to a maximum of 6 months or $2000 and disbursements to a maximum of 6 months
or $1000

5.

Family support claims accrued in the year prior to bankruptcy

6.

Municipal taxes accrued within 2 years immediately preceding bankruptcy

7.

Rent owed to a landlord accrued within 3 months of bankruptcy and for up to 3 months
following a bankruptcy, if applicable

8.

Legal fees related to first garnishment order made against the bankrupts property

9.

Claims resulting from injury to workers where government program for workers’
compensation does not apply

Unsecured Creditors

Currently, unless the outstanding contributions are subject to a trust, pension obligations are treated
within the insolvency system as unsecured debts. Therefore, in insolvency law, pension obligations do not
have a priority status. Both federal and provincial pension legislation, however, provide protection for
pension plan members by creating a “deemed trust” in favour of the pension plan for specific employer and
employee contributions owed to the pension fund. While the wording of the “deemed trust” provisions
varies by jurisdiction, they also usually require that these monies do not form part of the employer’s estate
in the event of bankruptcy or insolvency. Conflicts may arise between provincial pension legislation and
federal bankruptcy and insolvency laws. For example, there may be questions about the application of
provincial “deemed trust” provisions under provincial pension legislation with respect to bankruptcy,
which is governed by federal legislation.
In a restructuring, whether under the CCAA or a BIA proposal, creditors are entitled to vote on the
plan. The creditors are divided into classes based on commonality of interest and each class may vote on
the proposal. To be binding on the class, creditors who are the majority in number and holding two-thirds
of the claims of that class must approve the plan. This ensures that, while larger creditors generally
12
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participate more extensively in the bargaining, the smaller creditors have rights during the restructuring
approval process.
Pension beneficiaries may generally be divided into two groups – retirees and active employees. The
first group currently receive pension benefits and the second are potential recipients. Because their
interests are not necessarily the same, they may be represented separately in either a bankruptcy or
restructuring event. In a bankruptcy, there is no obligation to create an official creditors’ committee.
Rather, at the creditors’ meeting the claimants may make their views known. In addition, the claimants
may choose to create a creditors’ committee for dealing with the trustee or receiver. In a restructuring, a
union may represent both retirees and active employees. In that situation, the union negotiates
amendments to the collective agreement, which dictates employer pension obligations post-restructuring.
However, because of differing interests, retirees may have their own representation. Any reduction in
pension benefits or accrued pension benefits must be authorized by the regulator.
Proposed Legislation
On June 3, 2005, the Canadian government introduced Bill C-55, An Act to establish the Wage Earner
Protection Program Act, to amend the Bankruptcy and Insolvency Act and the Companies’ Creditors
Arrangement Act and to make consequential amendments to other Acts, in the House of Commons. The
Bill proposes to provide greater protection for pension contributions during corporate restructuring and
bankruptcy. The Bill would provide regular employer and employee pension plan contributions, which are
unremitted at the time of bankruptcy or receivership, with a priority claim over the claims of secured
creditors. In a restructuring under both the BIA and CCAA, the payment of unremitted contributions has
to be addressed in the plan of arrangement unless otherwise agreed to by the company, the pension
beneficiaries, and the pension regulator. At this point in time, there is no guarantee that the Bill will come
into force or that it will remain in its present form. However, if Bill C-55 comes into force in its present
form, the following changes would occur.
In CCAA cases and BIA proposals, the court could not approve a plan unless it requires the payment
of unremitted regular employer and employee pension plan contributions. However, the parties can reach
an agreement to allow for payment of a lesser amount with the approval of the relevant pension regulator.
In bankruptcy, the following priority ranking would apply:
•

Unpaid suppliers, who have a right to repossess goods delivered within 30 days of the bankruptcy
under certain circumstances, and farmers and fishers, who have a right to a priority charge on the
inventory of the bankrupt.

•

Canada Revenue Agency with respect to source deductions (i.e., amounts deducted by the
employer from employees’ pay cheques in respect of income tax, employment insurance and
Canada pension plan and not remitted).

•

Wage earners, who have a claim for unpaid wages, including disbursements and commissions,
are granted a priority charge over current assets.

•

Regular employer and employee pension plan contributions, which are unremitted at the time of
bankruptcy, are granted a priority charge over all assets

•

Secured Creditors

•

Preferred Creditors
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a.

Reasonable funeral and testamentary expenses of the debtor

b.

Costs of administration of estate
-- Expenses and fees of receivers
-- Expenses and fees of trustees
-- Legal costs

c.

Levy due to Superintendent of Bankruptcy

d.

Wages to a maximum of 6 months or $2000 and disbursements to a maximum of 6
months or $1000

e.

Secured creditors whose security was compromised by the priority charge described
in (2) to the amount that the security was compromised

f.

Secured creditors whose security was compromised by the priority charge described
in (3) to the amount that the security was compromised

g.

Family support claims accrued in the year prior to bankruptcy

h.

Municipal taxes accrued within 2 years immediately preceding bankruptcy

i.

Rent owed to a landlord accrued within 3 months of bankruptcy and for up to 3
months following a bankruptcy, if applicable

j.

Legal fees related to first garnishment order made against the bankrupt’s property

k.

Claims resulting from injury to workers where government program for workers’
compensation does not apply.

•

Unsecured creditors.

•

Creditors whose claim relates to damages arising from the purchase or sale of shares, units or
other ownership interest in the bankrupt entity.

Germany: Prior to the introduction of the pension guarantee insurance corporation, pensions in
Germany were treated as wage claims in bankruptcy, with the book reserve system consequently forcing
workers to take on significant risk. Since the introduction of the PSVaG in the 1970s, pension beneficiaries
have received virtually full protection of their pension promises in the case of bankruptcy of their plan
sponsor. Direct pension pledges by employers (i.e. book reserves), support funds (Unterstützungskassen)
and pension funds are covered by the PSVaG. Upon insolvency the obligations of the corporate plan
sponsor (both pensions and vested entitlements up to a ceiling level) are taken on by the PSVaG, which
covers these with an annuity (see German country section in DAF/AS/PEN/WD(2004)19 report on
guarantee schemes for more details). Pensionskassen and direct insurance schemes fall outside the
PSVaG’s protection21, but the risk to plan members is limited (these being supervised as insurance funds,
protected via solvency margins etc. – indeed no defaults at Pensionskassen have taken place).
21

In some limited cases direct insurance is covered by the PSVaG.
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From 1999 onwards Germany bankruptcy law was changed so that all unsecured creditors are treated
the same and priority rankings were basically disbanded. The PSVaG therefore stands in the same position
as all other creditors, and indeed it should be noted is a private creditor like all others, being a private
company and not an agency of the State. What is perhaps different in Germany to other bankruptcy
systems is that the ‘onminium creditorum’ position is genuinely applied, with all unsecured creditors
treated equally, including employees. All creditors also have the right to representation through the
‘creditors committee’ (which may be established by law), and the ability to object to either the appointed
bankruptcy administrator and the reorganization plan. The PSVaG, having only around 140 staff members,
but facing 500-700 claims in recent years22, is not able to sit on all these committees but will be a major
voice where large claims of economic significance are involved. What is also different in Germany is the
structured nature of the bankruptcy process (with the administrator usually achieving a quick insolvency
work-out solution). Less negotiation is possible on the part of individual creditors than, for example, within
the US bankruptcy system)23. Priority rights may not exist in Germany, but at least the PSVaG has a strong
place at the negotiating table when bankruptcies do occur. The asset recovery rate for the organization is
still low (informally estimated around 5%). What the German system does seem to show is that pension
creditors do not necessarily need priority ranking within the bankruptcy process to receive fair
representation. Rather what are needed are clear, objectively fairly and rigorously applied bankruptcy
proceedings, operating for the benefit of all creditors equally.
Italy: Severance pay has been the traditional form of retirement income in Italy (though a transition is
taking place to DC style pension plans). This is known as Trattamento di Fine Rapporto (TFR), and is
calculated as a career average lump sum (indexed annually for inflation + 1.5% fixed rate), and is accrued
as an unfunded liability in the company’s book reserve.
Bankruptcy proceedings in Italy are governed by the Royal Decree 16th March 1942 n.267, and the
priority rights of creditors are also affected by the rules of the Civil Code. According to these, all credits
relating, in general, to the salary due by the employer, included the TFR (severance pay) are priority
credits on the movable properties of the debtor. The same status is awarded for credits related to the nonpayment of the contributions to the first pillar (compulsory State pension system) and the non-payment of
the contributions to others forms of social protection. A wide interpretation of the code could take this to
include contributions to pension funds, but there have not been any court decision to clarify this point. The
ranking within priority creditors themselves is as follows:
•

credits for judicial expenses;

•

credits regarding, in general, the salary due by the employer, included the TFR;

•

credits regarding the non-payment of the contributes to the I° pillar (compulsory state pension
system)

•

credits for the payment of the taxes

22

Details available from PSVaG Summary Annual Report –the 2003 report available in available in English on line at
http://www.psvag.de/pdf/gb03e.pdf#search='PSVaG%20Summary%20of%20Annual%20Report%202004'.

23

Following the drawing up of insolvency papers a 3 month period exists when the company is run by an
administrator – who is a person not a company - appointed by the court. Many of these are well known to
the PSVaG, and the resulting close cooperation with insolvency executors ultimately serves to promote the
fulfilment of the functions and responsibilities of the PSVaG. Employees are paid by the government in
this period, during which much of the insolvency process will be worked out by the administrator (the
bidding process, decisions on which division are to be sold etc.). Official bankruptcy proceedings then
open, and the administrator’s plan is taken to the creditor committee and all creditors can vote on it.
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•

credits regarding the non-payment of the contributes to others forms of social protection

The Decree on bankruptcy discipline also prescribes the institution of a creditor committee formed of
3 or 5 members, generally chosen from all creditors (i.e. there are no special rights for workers and
retirees).
From 1992 a further Decree (n. 80/1992) instituted a Protection Fund against the risk of the nonpayment of employer pension contributions in the event of the employer’s bankruptcy.
Ireland: Section 285 of the Irish Companies Act 1963, (as amended by s.10 of the Companies Act
1982), gives certain debts a priority status over other claims made against a company during the insolvency
process, namely:
•

All sums due to any employee pursuant to any scheme or arrangement for the provision of
payments to the employee while he is absent from employment due to ill health

•

any payments due by the company pursuant to any scheme or arrangement for the provision of
superannuation benefits to or in respect of the employees of the company whether such payments
are due in respect of the company’s contribution to that scheme or under that arrangement or in
respect of such contributions payable by the employees to the company under any such scheme
or arrangement which have been deducted from the wages or salaries of employees.

As the definition of superannuation benefits includes pensions, unpaid pension benefits are therefore
given preferential treatment in the winding up of companies. However, any claim in respect of
enhancement of the value of the pension fund, if admitted, will rank only as unsecured debt. Section
285(7)(a) of the Act says that where there is an insufficiency of assets to meet these preferential debts then
the assets will be divided on a pro rata basis (all preferential creditors will rank pari passu). It also states
that this preferential treatment will occur only if the liquidator is notified of or becomes aware of the
creditor’s debt within 6 months of his advertisement for claims. Preferential creditors rank as follows
within the hierarchy of debts:
•

fixed charges

•

liquidators’ fees and expenses, examiners fees and certified creditors in an examinership

•

preferential debt (including unpaid pension benefits)

•

floating charges

•

unsecured debts

•

members of the company

The Government also protects employees of companies in liquidation by providing that the Minister
for Enterprise, Trade and Employment can make payments to employees from the Social Insurance Fund
in accordance with the Protection of Employees (Employers’ Insolvency) Acts, 1984 to 200324. The Acts
provide for the payment into the assets of an occupational pension scheme of certain outstanding pension
24

After the case Re Cavan Rubber Ltd. (in liquidation) [1992] ELR 79, the Employment Appeals Tribunal (EAT)
decided that a scheme which would not constitute an occupational pension scheme for the purposes of the
pensions acts as it was not revenue approved, needed a lesser standard to be considered as an occupational
pension scheme for the purposes of being eligible to recover funds from the Social Insurance Fund.
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contributions. The outstanding contributions covered are those which both the employer and the employee
were liable to pay in respect of the employee's occupational pension scheme during the year prior to the
date of insolvency of the employer. In the case of contributions payable on behalf of an employee,
payment can be made only where the amount of the contributions was deducted from the pay of the
employee but was not paid over to the trustees/administrators of the occupational pension scheme. In the
case of contributions payable on an employer's own account, the lesser of the following is payable under
the Acts:
a.

the balance of the employer's contributions remaining unpaid in respect of the period of twelve
months immediately preceding the date of the employer's insolvency, or

b.

the amount certified by an Actuary to be necessary for the purpose of meeting the liability of the
occupational pension scheme on dissolution to pay the benefits provided by the scheme to or in
respect of the employees concerned.

Where a payment is made out of the Social Insurance Fund in respect of unpaid pension contributions,
the Minister is subrogated to the rights of the members as a preferential creditor in the liquidation or
receivership (s.10(3) of 1984 Employee protection Act.)
Japan: Severance pay: this was the traditional form of retirement benefit in Japan, though it is now
largely supplemented by or converted to more conventional externally funded pension or lump-sum
arrangements. Under the new Corporate Reorganisation Law, one-third of the claim of a dismissed
employee for his/her severance allowance up to 6 times of his/her monthly salary is given priority over
other debts owed by the employer (i.e. is treated as one of the ‘Claims of Common Interests’ and should be
paid back prior to any other debts, including collateralized debts and tax payments). Under the new
Bankruptcy Law, the claim of a dismissed employee for his/her severance allowance up to 3 times of
his/her monthly salary is given priority over general preferential claims, although inferior to collateralized
debts.
Employee Pension Funds: Many Employee Pension Funds (EPFs) were established in the 1960s and
1980s. These are pension plans with over 500 members for single-employer schemes or over 3000 for
multi-employer schemes. For EPFs newly introduced after April 2005, over 1000 members are required for
single-employer schemes and over 5000 members for multi-employers schemes. As well as providing
private pension benefits, EPFs also manage a portion of the public pension scheme (the Employee Pension
Insurance or EPI, which is the employment related social security pension for private sector employees).
This public pension portion of the EPF is known as the ‘Substitution Component’. The following priority
rights exist in relation to EPF pension claims:
a.

EPFs have a priority claim over employer contributions

b.

the Pension Fund Association has a priority claim over the Substitutional Component

c.

EPFs have a claim for the uncollected contribution due from the public nature of the EPF

If an EPF converts to the new pension system and decides to become one of the new Defined Benefit
Pension Plans, the position of claims for contributions moves down in the rankings as the plan looses its
public nature (as it ‘hands back’ the Substitutional Component to the government by the system know as
‘daiko-henjo’).
Pre 2005
Taxes

From 1st Jan 2005
Taxes / Labour
Creditors
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Pension Creditors Pension Creditors
(EPF)
(EPF)*
Labour Creditors
Private Creditors
Private Creditors
* Part of Pension creditors can be regarded as Labour Creditors
What is more complex in Japan is the nature and amount of contributions which are due from the plan
sponsor, and what benefits they have an obligation for. This stems from the fact that historically retirement
benefits were paid in the form of severance pay and that ways existed for companies to reduce the amount
of severance allowance which they had an obligation to pay. When pension funds were subsequently
introduced it was therefore difficult to include clear vesting rights. The new Defined Benefit Corporate
Pension Law of 2002 set up common rules for the vesting issue but with some changes still needed, and
clarified the termination liability which the plan is obliged to pay immediately to the plan participants
when the plan is wound up. The termination liability is based on the concept of the ‘Minimum Preserved
Benefit’ (MPB) – i.e. a scheme participant’s vested or regarded-to-be-vested benefit corresponding to his/
her past service period and the benefit provision of the plan. The sum total of the present value of the
MPBs minus the amount of plan assets is treated as uncollected contribution (i.e. this is the liability of
sponsoring company when the plan terminates). The discount rate for calculating the present value is selfdetermined, with the range between 80% and 120% of the five year average of subscriber interest rates of
30-year Japanese Government Bonds. The sum total of the present value of the MPB is called as the
‘Minimum Funding Standard Amount’ (MFSA). EPFs and DB plans are required to keep the funded ratio
above 100% (90% until 2007) of the MFSA. When the funded ratio goes below 100% (90% until 2007) the
EPFs or DB plans should in principle draw up and implement a recovery plan to shore up the funded ratio
over to 100% within 7 years( 90% within 10 years until 2007).
However, these funding rules are relaxed in the case of insolvency. As a temporary measure, EPFs are
allowed to reduce the amount of contribution which the sponsoring company is obliged to pay into the fund
for making good the shortfall to the minimum funding requirement for the Substitution Portion alone –
know as the ‘Minimum Technical Provision of the Substitution Portion’ or MTPSP25. Therefore in reality it
is only the Substitutional Portion which is protected, not the purely private part of the occupational
pension. The normal procedure after the dissolution of an EPF is that the Pension Fund Association (PFA)
collects amounts equal to the MFPSP – in exchange for which it provides an annuity corresponding to the
Substitutional Portion. Dissolved EPFs then distribute residual assets to plan participants, either in the form
of a lump sum or an annuity (also provided by the PFA and known as the PFA Annuity) – however as
funding has been reduced to cover only the Substitional Portion, few residual assets are likely to remain.
Since 1989 the Pension Fund Association has also operated a Pension Benefit Guarantee Program (PBGP)
to provide a minimum guarantee to participants of dissolved EPFs, which supplements the PFA Annuity
(i.e. it only covers participants who chose the annuity rather than the lump sum option regarding residual
assets).
Other pension funds: Non EPF type defined benefit pension plans do not receive any priority status in
bankruptcy proceedings, and rank in the same position as private creditors. However, if the pension
benefits provided are legally regarded a severance (and the promise of paying the benefits are explicitly
stated in the office regulations or in the severance allowance regulations of the sponsoring companies),
they may then be treated as labour credits, ranking as a preferential claim (receiving the lowest priority
order amongst these). However this status still exists only in theory and there is as yet no established
precedence as the Defined Benefit Corporate Pension Law was introduced only in 2002.
25

The MTPSP is calculated in a retrospective manner, using actual rates of return achieved by the Social Security
Fund (including the performance of the GPIF).
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Korea: Corporate retirement income in Korea has traditionally operated as severance pay. This is
treated as deferred wages and receives priority standing ahead of other creditors in case of the sponsor's
bankruptcy. When the new occupational pension system goes into operation in Korea from the end of
2005, (by which company’s can voluntarily switch their severance pay systems in DB or DC pension
plans), retirement benefit rights of the new DB schemes will receive priority standing ahead of other
creditors in case of the sponsor's bankruptcy, in the same way as severance pay.
The Labor Standards Act Article 37 (Preferential Claims for Wages) outlines the following details:
•

Wages, retirement allowance, accident compensation, and other claims arising from employment
shall be paid in preference to taxes, public charges, or other claims except for claims secured by
pledges or mortgages on the whole property of an employer; provided, that this shall not apply to
those taxes and public charges which take precedence over said pledges or mortgages.

•

Notwithstanding the provisions of paragraph (1), the claim falling under any of the following
subparagraphs shall be paid in preference to any claims secured by the right of pledge or
mortgage on the whole property of the employer, taxes, public charges and other claims:
1.
2.
3.

•

The wages of the last 3 months;
The retirement allowance of the last 3 years; and
Accident compensation allowance.

The retirement allowance under paragraph (2) shall be the amount equivalent to a 30 days'
portion of the average wage for each one year of continuous employment.

Netherlands: In the Netherlands laws governing bankruptcy, unemployment and pensions and savings
funds provide a substantial safety net for pension fund beneficiaries. In the case of the bankruptcy of the
plan sponsor, there is a special fund that will pay pension premiums with a backlog of maximum one year.
Legislation requires that the Articles of Association and regulations of a pension fund contain provisions in
respect of winding-up, including that if the plan sponsor ceases to exist, (or the relationship between the
pension plan and the sponsor is terminated in another manner), all accrued benefits must be transferred to
another pension fund or purchased through an insurance contract, or if pension fund assets are sufficient to
pay accrued rights, become a closed pension fund. Pensions funded through the purchase of insurance
contracts may be protected, in the event that the insurer encounters financial difficulty, though the early
intervention arrangement for life insurers. In such a case, the insurance portfolio would be transferred to a
special purpose vehicle company set up by the insurance industry.
It should be noted that Dutch pension funds are independent from the plan sponsor(s), so that the only
creditor rights which a pension fund can have towards a plan sponsor are overdue premiums. The pension
fund is treated equally to all other creditors in the bankruptcy process, though unpaid taxes and social
contributions have legal priority over unpaid pension fund contributions. However, the Department of
Justice has put forward a bill to change the Civil Act so that pension providers will get a preferential
position in case of bankruptcy of the plan sponsor.
The bankruptcy of a pension fund itself is not technically possible as legislation requires that a
pension fund have assets sufficient to meet its liabilities – i.e. it must be fully funded at all times26.In the

26

Dutch funding rules require pensions to be fully funded at all times. On the liabilities side this includes the
immediate coverage of all salary increases, pension indexing or retroactive plan improvements, and on the
asset side the immediate correction of negative investment returns. Various reserves must be held by funds,
including a general risk reserve of 5%, an investment reserve (covering a 40% decline in equity markets
and a buffer for bond holdings) a future pension adjustment reserve, and any additional reserves demanded
by the regulator (DNB). As a result, funding levels are generally around 120-125%. If the 105% funding
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event that a pension fund has to be re-insured and the assets of the fund are insufficient to pay the full
insurance premium, the benefits of all members (active, inactive, retired) would be reduced. The allocation
of pension fund assets on winding-up (whether these assets are larger or smaller than the pension fund’s
obligations) are not addressed in legislation (as is usually in the case in other countries – see Portugal, UK,
USA), but are dealt with in the Articles of Association of the fund. Funding rules are the main protection
measure for pension beneficiaries in the Netherlands – for example there is no Pension Benefit Guarantee
Scheme operating. Overall, the legal structure and governance practices employed by pension funds in the
Netherlands facilitate the adjustment of the benefits and contributions of a pension fund in response to
changing circumstances. This contributes to the ability of pension funds to continue their operations, even
in the face of financial difficulties, and lessens the need for a guarantee scheme.
Portugal: In Portugal occupational pensions schemes can be financed through the establishment of a
pension fund or through an insurance contract, through no financing obligation exists in legislation.
Occupational defined benefit (or hybrid) plans financed by pension funds, which are underfunded due to
unpaid contributions due from the plan sponsor must be wound-up according to the legislation. In such
cases the pension fund assets will be used to cover guaranteed pension benefits (i.e. pensions in payment,
vested rights and pensions in formation). However, beneficiaries and active workers do not have any right
to claim pension fund contributions due from the insolvent mass of the company, much less any priority
credit status. Nor does a national pension benefit guarantee scheme exist.
When the assets of pension fund are liquidated under the terms laid out in the winding-up contract
they should be distributed preferentially in the following order (on a pro-rata basis if necessary)27:
•

Chargeable expenses (under Article 26 of the law)

•

In the case of pension funds that finance contributory pension schemes, each member’s
individual account, that should be applied in accordance with the rules laid down in the
incorporation contract or management regulations;

•

Single annuity premiums that guarantee pensions in payment in accordance with the amount of
the pension at the time of the winding-up;

•

Single annuity premiums that guarantee payment of pensions relating to members of an age equal
to or greater than the normal retirement age laid down in the pension scheme;

•

A sum that guarantees the vested rights of the members existing at the time of winding-up that
should be applied in accordance with the rules laid down in the incorporation contract or
management regulations;

•

A guarantee for the pensions in formation as regards members who are not covered by the
previous sub-paragraph;

•

Sums that guarantee the up-dating of pensions in payment, provided that this is set forth in the
contract.

Sweden: Occupational pensions for white-collar workers (ITP schemes) in Sweden are protected by a
guarantee fund - the Pension Guarantee Mutual Insurance Company or FPG (see Sweden country section in
Report on Guarantee Schemes for details). The FPG is not a preferential creditor in a bankruptcy
proceeding, except - occasionally - for a very small part (max 5 %) of the total claim, i.e. for pension rights
earned three months before the bankruptcy. However, the FPG is in a strong position as it is able to
requirement cannot be met the DNB must be informed immediately, a plan for returning to full funding
developed within 3 months, and action taken within 12 months.
27

According to Article 24 of Decree-law no. 475/99, of the 9th of November, available in English on www.isp.pt.
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demand collateral against the insured company’s assets. Indeed the scheme only allows creditworthy
companies to participate, or those who provide adequate collateral (the amount demanded of the company
depending on the FPG’s regular internal assessment of insolvency risk), or a surety bond issued by the
parent company. During the last ten years FPG has had very few claims and the net losses, after recoveries,
have been insignificant. What is interesting in the Swedish case is that the pension claims (through the
FPG) are effective even higher than preferential claims, and indeed rank as secured creditors. Yet the
healthy capital markets in the country imply that this has not affected company’s ability to and cost of
raising capital.
Other pension funds in Sweden, not covered by the FPG insurance system, receive general
preferential rights. Pensions can also be safeguarded through life insurance provided by life insurance
companies or friendly societies (a kind of mutual economic association). In the case of life insurance
companies, the company is obligated to keep a special register containing assets held to cover technical
provisions. In case of bankruptcy, the insured will have a right to priority as concerns these assets. This
system does, however, not apply to friendly societies (where the legislation is more complex), though
funds are of course earmarked for pensions, as these societies are closed.
Preferential rights in respect of specific property
Particular liens
Mortgages on real property
Mortgages on site-leasehold right
Seizures
General preferential rights
Costs for petitions by creditors and company reorganization
Costs for accounting and yearly mandatory audit
Business mortgage with a right to 55% in all remaining assets
after creditors with superior rights have received dividend
Salary and pension claims

Switzerland: Regarding pension funds, when an employer is bankrupt or insolvent and is unable to
make pension contributions, as special fund, known as the guarantee fund, intervenes to pay pension
beneficiaries up to a ceiling level. The guarantee fund is subrogated to the rights of the members as a
creditor within the bankruptcy proceedings but receives no priority ranking. Any benefits above the ceiling
level remain with the beneficiaries, who do receive a preferential claim status (first class).
UK: Under a final salary scheme where the scheme’s liabilities exceed its assets, the shortfall
becomes a debt owed by the employer to the trustees of the scheme. If the company becomes insolvent the
trustee’s claims (other than those for some unpaid contributions) have to rank equally with all other nonpreferential and unsecured creditors, so any recovery of the debt cannot be relied upon. There are some
measures which the trustees can take to reduce the debt, other than relying on the company. A claim may
be made for contributions due but unpaid by an employer to the state operated National Insurance Fund
through the Redundancy Payments Directorate of the Insolvency Service28. Where an insolvent employer
has failed to pay contributions into a pension scheme, the scheme may be able to recover some of the
missing contributions from the National Insurance Fund, via the Redundancy Payments Directorate. The
contributions which may be recoverable are the employer’s own contributions as well as any employee
contributions which the employer has deducted from wages but not paid over to the scheme. Unpaid
employees' contributions are payable up to the actual amount deducted from wages during the twelve
28

See Faculty and Institute of Actuaries (www.actuaries.org.uk) GN4: Insolvency of Employers: Safeguard of
Pension Scheme Contributions.
Opas – Office of the Pensions Advisory Service
www.opas.org.uk/PensionRights/WindingUp/index.htm
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months prior to the date of insolvency. Unpaid employers' contributions for the twelve-month period prior
to the insolvency date are also payable but are subject to monetary limits depending on the type of pension
scheme. The Secretary of State then takes on this claim against the company, taking on the benefits of
scheme trustees and enjoying any preferential status with in the creditor hierarchy which is as follows:
•

Secured creditors – fixed (over company assets / property etc.);

•

Preferential creditors – including employee claims (the government gave up claims to certain tax
preferences in recent years). Employees rank as preferential for certain debts, and to the extent
that the Secretary of State pays the employees, takes over that preferential status. The Secretary
of State ranks as a preferred creditor for payments made as part of employment protection
legislation (wages, holidays and the pension contributions mentioned above);

•

Secured creditors - floating (no lien on a particular asset);

•

Unsecured creditors – the rest of due pension payments ranking here, ranking pari passu with all
of the other unsecured creditors.

This overall order of priority was debated as part of the Green Paper of the Pensions Bill (2004), but it
was decided not to change the priority of pension claims within bankruptcy proceedings (due to concerns
over capital market disruption and the effect on the other creditors generally).
The new Pension Protection Fund offers an additional layer of protection for pension obligations to
defined benefit scheme members from April 2005. Its position as a creditor within the bankruptcy system
is also as an unsecured creditor. The PPF also covers shortfalls in any pension schemes caused by fraud or
theft.
The priority of rights amongst pension claims themselves has also been revised in the UK (where
there is a statutory priority order established by law which overrides the priority order in pension scheme
rules, unlike in the Netherlands where the hierarchy established in the Articles of the individual pension
fund applies). The 1985 Maxwell scandal (hurting actual pensioners) resulted in the Pensions Act 1995.
Regulations made under powers in the Act placed not only pensions in payment but also future increases in
pension benefits ahead of the accrued pension rights of active, working members of the pension scheme.
The recent round of companies becoming insolvent with underfunded pension schemes saw pensioners at
some firms having their pension secured, whilst active members (even if one week away from retirement)
lost a large percentage of promised benefits. The Regulations were amended for schemes which began
winding up on or after 10 May 2004. The priority order was changed to put the rights of active pension
scheme members ahead of the rights of existing pensioners to future pension increases.
A new statutory priority order was introduced under the Pensions Act 2004 for schemes which
commenced winding up on or after 6 April 2005 when the Pension Protection Fund (PPF) commenced
operations. The new Statutory Priority Order is broadly as follows:
1.

any liability for pensions or other benefits to the extent that this does not exceed the
corresponding PPF liability;

2.

remaining voluntary contributions not covered in (1);

3.

any other scheme benefits not covered in (1) or (2) above.
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It will ensure that broadly speaking individual scheme members will be no worse off if their scheme
winds up than they would be if the PPF were instead to assume responsibility for the scheme and pay
compensation to members. The PPF will pay two levels of compensation:
•

One level, commonly referred to as the “100% level of compensation” – this is for people who, at
the start of the PPF’s involvement with a scheme (the assessment date), have reached the
scheme’s pension age or are in receipt of survivors’ benefit or a pension on the grounds of illhealth. In broad terms, this means a starting level of compensation that could equate to 100% of
the pension in payment immediately before the assessment date (subject to a review of the rules
of the scheme by the PPF). However, only the part of this compensation that is derived from
employment on or after 6th April 1997 will be increased each year (up to a maximum of 2.5%) –
this could, potentially, result in a lower rate of increase than the scheme would provide.

•

The second level is referred to as the “90% level of compensation” – this is for the majority of
people below the scheme’s normal pension age. The 90% level is based on the pension an
individual had accrued immediately before the assessment date (again subject to a review of the
scheme by the PPF). This amount is then revalued in line with the increase of the Retail Prices
Index between the assessment date and the commencement of compensation payments (subject to
an overall maximum calculated by assuming RPI increased by 5% each year) – this helps to
ensure the pension holds its value. Once revaluation is calculated a cap is then imposed – in
2005 / 06 this has been set at £27,777.78 at age 65. The cap will be reduced if members receive
compensation before reaching 65 or if they have opted to commute part of their pension for a
lump sum (as otherwise their overall compensation ‘package’ would be of a higher value and this
would be unfair to other members). The final compensation is then 90% of the capped amount.
Once in payment this is subject to the same increases as the 100% level of compensation.

The new Pensions Act also introduced various measures to close some of the loopholes which saw
pension beneficiaries loosing out to other creditors, particularly during pre-bankruptcy negotiations.
Previously when a sponsoring company was unable to cover the cost of buying out the required benefits,
the trustees were allowed to come to a deal with the employer on how much of a contribution to accept 29.
Before entering into a compromise deal with the company, trustees had to take appropriate independent
expert advice (likely to include legal, actuarial and accounting advice). Whilst compromising on the debt
paid is still possible, it has been actively discouraged. If scheme trustees decide to do this they are likely to
make their scheme ineligible for the Pension Protection fund. If most of the trustees are senior members of
the company, and are therefore not deemed to be sufficiently independent, the Pensions Regulator can
appoint an independent trustee to oversee any negotiations involved.
The Pensions Act 2004 also contains a number of measures to address the risks of so-called 'moral
hazard'. Moral hazard is the risk that, because the Pension Protection Fund will compensate scheme
members if their employer has become insolvent and the scheme is under funded, employers will
deliberately manipulate their affairs so as to shift their deficits to the Pension Protection Fund, thus
increasing the Pension Protection Fund levy costs for responsible employers. Three key elements of the
Pensions Regulator's moral hazard powers are its ability to impose either a contribution notice, financial
support direction or restoration order. Contribution notices are a regulatory tool intended to allow the
Regulator to require a person (which can include a company) who has been involved in a deliberate act to
avoid pension liabilities, to put money into a pension scheme up to a specified amount. However, before
29

This principle was agreed by the Courts in the Bradstock case, where the trustees wanted to accept a lower
contribution from the company than was required to secure the minimum benefits, rather than making the
company insolvent by requesting the full amount, and thus risking much less. Opas – Office of the
Pensions Advisory Service www.opas.org.uk/PensionRights/WindingUp/index.htm
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issuing a contribution notice to anyone, the Regulator must be satisfied that it is reasonable to do so and
there are a number of factors which must be considered set out in the legislation. Financial Support
Directions are intended to allow the Regulator to direct that associated and connected persons put in place
arrangements to guarantee the pensions liabilities of an employer who is insufficiently resourced to do so
itself, or which a "service company" is as defined in the legislation. When an employer has been subject to
a "relevant event", if the assets of the scheme have been reduced by virtue of a transaction at an undervalue
involving assets of the scheme, the Regulator may make a restoration order to put the position back to what
it would have been had the transaction not occurred. This applies to occupational pension schemes but not
money purchase schemes, a prescribed scheme or a scheme of a prescribed description. The Regulator
may only make an order in certain circumstances where a "relevant event" has occurred and where the
transaction was entered into on or after 27 April 2004 and not more than two years before the occurrence
of the "relevant event."
USA: Occupational defined benefit pension funds in the US are secured (up to a ceiling level) via
compulsory insurance with the Pension Benefit Guarantee Corporation which takes over the position of
pension creditor in case of the bankruptcy of the plan sponsor (see USA country section in
DAF/AS/PEN/WD(2004)19 report on guarantee schemes for more details). There is, however, contention
over the priority bankruptcy rights of the PBGC. The PBGC argues that the ERISA pension legislation of
the 1970s affords the organisation priority treatment for certain of its claims against bankrupt employers
with underfunded pension plans. In cases where plan termination occurs before a bankruptcy petition has
been filed, the organisation argues these priority claims cover a shortfall of up to 30% of the net worth of
the sponsoring firm and affiliates. In the bankruptcy courts this is known as the PBGC’s employer liability
claim. Plan underfunding is typically large relative to the net worth of the firm terminating its plan, so the
30% rule normally applies. When the laws were introduced, Congress stipulated that this claim of
employer liability would be treated as a tax due to the US, therefore being granted priority over general
unsecured creditors. However, in the opinion of the PBGC, Congress also intended that the 30% net worth
claim would have value after bankruptcy had been filed. The PBGC goes on to assert priority treatment for
missed minimum funding contributions in excess of $1m30. However, these priority claims have been
challenged by many bankruptcy lawyers, who dispute the PBGC’s interpretation of ERISA, the tax code
and the bankruptcy code. They also argue that after a firm has filed for bankruptcy, it is not longer
responsible for its minimum contributions to an ongoing pension plan as these are payments for ‘prepetition debt’. The PBGC counters the argument by saying that pension promises are non-cash wages for
workers’ ongoing labour and that pension contributions should be paid in full just like wages and other
current compensation during bankruptcy.
The PBGC is again asserting its rights in the courts, trying to avoid companies exercising what is
known as the ‘pensions put’, passing its pension obligations onto the guarantee fund before starting up
again with lower costs. Bradley Belt, Chief Executive of the PBGC, wishes to strengthen the agency's
status in bankruptcies. He has proposed a modest change to the law that would allow the PBGC to force
the collection of unpaid, but owed contributions from companies in bankruptcy. In October 2004 he called
on Congress (via the Senate Commerce Committee) to strengthen the agency’s hand in seeking to attach
assets of bankrupt companies to protect those companies’ pension plan participants (explaining that the
PBGC has the power to place lien on non-bankrupt co. assets if the co. misses pension contributions, but is

30

Since enactment of the Pension Protection Act of 1987, a statutory lien on the assets of the controlled group arises
60 days after a contribution has been missed and the total amount of missed contribution exceeds
$1million. The amount of the lien is the amount of missed contributions in excess of $1million. In general,
the remaining portions of the PBGC’s bankruptcy claims are not entitled to priority status and are treated as
general unsecured claims.
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not able to do so for bankrupt companies)31. In order to enhance the PBGC’s ability to recover its claims,
the organisation is also arguing that pension contributions should be treated as administrative expenses,
thereby receiving priority status within bankruptcy proceedings - ongoing cases involving United Airlines
being important test cases for this argument.32
The following statutory ranking for the allocation of pension benefits supersedes any procedures laid
out in plan documents. A PBGC regulation also permits for limited subclasses within each category (e.g.
based on age, disability etc.).
•

Benefits attributable to voluntary employee contributions (active workers, assets in individual
accounts)

•

Benefits attributable to mandatory employee contributions

•

Benefits of a participant or beneficiary that had been in a pay status for at least 3 years on the
date of the insured event, and the benefits that would have been in pay status for 3 or more years
if the participants had retired with normal benefits 3 years prior to the insured event. Priority only
for the lowest benefit level under the plan during 5 years prior to retirement (3 years lower
benefit level to those already retired).

•

All other benefits up to the applicable limits that would be insured except for the aggregate limit

•

All other vested benefits

•

All other benefits under the plan

31

See Washington Post, 8 October 2004, ‘Pension Guarantor Calls for Changes – PBGC Asks Congress for New
Powers’, available on: http://www.globalaging.org/pension/us/private/2004/guarantor.htm.

32

For details of the cases see press releases from the PBGC available on their website: www.pbgc.gov.
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Country
Australia

Pension Credit
Priority
Unpaid employer
contributions

Ranking

Other Protection

Behind
insolvency
charges
and
secured
creditors

Clause overriding
agreements
to
reduce
superannuation
contributions

Comments

Ahead tax and
other
unsecured
Germany

No – all unsecured
creditors
rank
equally

Italy

Severance pay

Behind judicial
costs, ahead of
tax

Unpaid employer
contributions
to
state pension

State
contributions
as above

Theoretically
unpaid
occupational
pensions

Occupational
behind tax

Ireland

to

Unpaid
contributions only

Guarantee scheme,
PSVaG,
covers
most
pension
obligations

Behind fixed
secured
creditors

PSVaG
strong
representation
in
work-out process

Protection fund for
unpaid
contributions

Social
Insurance
Fund covers unpaid
contributions

Ahead floating
secured
creditors
Japan

Severance
(capped)

pay

EPF substitutional
component (public
pension)
+
employer
contributions
Korea

Severance pay and
new DB schemes

Netherlands

No

Behind secured
creditors, ahead
preferential
Behind
wages/taxes,
ahead private
creditors

Guarantee scheme
for EPF funds

Pension
benefit
guarantee
scheme
under consideration

Ahead tax and
secured
creditors
Social fund covers
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requirements mean
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the
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component
is
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Portugal

No

Sweden

No - ITP plans

Yes - others

Switzerland

one year backlog

under review.

Strict funding rules

Plan sponsor not
responsible
for
underfunding – full
funding required.

ITP plans covered
by
guarantee
scheme - FPG

FPG takes collateral
lien on company
assets

Behind secured
creditors
+
bankruptcy
costs,
ahead
unsecured
creditors
Guarantee
exists

No – guarantee
fund subrogation

fund

Yes – excess claims
remaining
with
beneficiaries
UK

Limited
unpaid
contributions only

Behind fixed
secured
creditors, ahead
floating
secured
creditors

Unpaid
contributions
covered
by
National Insurance
fund

Closing loopholes to
avoid
pension
contributions in new
Pensions Act

New
guarantee
scheme – PPF
USA

No

Guarantee scheme
– Pension Benefit
Guarantee Scheme

Priority
status
claimed by PBGC
not recognized by
bankruptcy courts
Claim secured status
for underfunding up
to 30% of firm’s net
worth, + priority
status
unpaid
contributions
over
$1m (ranking with
tax
and
administrative
charges)
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ABSTRACT/RÉSUMÉ

Benefit Security Pension Fund Guarantee Schemes

The issue of pension benefit security has returned to the foreground of both economic and political
debate in many OECD countries - following high profile losses of pension benefits due to plan sponsors
becoming bankrupt and leaving underfunded pension schemes. Some countries have dealt with pension
benefit protection via strong funding rules (the route taken for example by the Dutch authorities). Two
OECD papers examine other methods for increasing benefit security in retirement – via pension benefit
guarantee schemes (such as the Pension Protection Fund recently introduced in the UK) and the position of
pension creditors within insolvency proceedings (which has been examined, for example, in Canada).
Pension Benefit Guarantee Schemes are insurance type arrangements - with premiums paid by
pension funds - which take on outstanding obligations which cannot be met by the insolvent plan sponsors.
Arguments for such schemes stem from ‘market failure’ (with workers not fully understanding the trade off
between pensions – deferred wages – and current income), and diversification– as most workers are highly
exposed to the insolvency of the plan sponsor (in terms of current and retirement income) and cannot
properly diversify this risk (particularly where the pension is funded by book reserves). However
challenges to these schemes exist – mainly in the form of moral hazard and adverse selection – which are
problems for all insurance contracts, and potentially in the form of systematic risk (as bankruptcies tend to
be correlated, as does pension underfunding across schemes, and indeed as are these two factors).
Though setting up benefit guarantee schemes successfully is often a challenge in practice (particularly
maintaining true political independence), they can be run successfully - as the funds operating in practice
show. Though the problems of the USA guarantee scheme, the PBGC, are well known, similar schemes
also exist in Sweden, Germany, Ontario – Canada, Switzerland and Japan and one has recently been
launched in the UK. Lessons can be learnt from all these schemes - for example the UK’s PPF is working
to apply fully risk adjusted premiums, whilst the Swedish fund can take a lien on plan sponsor’s assets to
protect its own financial position. One of the key conclusions from the OECD’s report is that, to work
effectively, these schemes must have suitable independence and powers to set and collect appropriately
risk-adjusted premiums – but they also need to be considered along with other benefit protection policies
(notably effective funding rules).
JEL codes: G23 J32
Keywords: pension benefit, guarantee schemes, insolvency insurance, bankrupt, underfunded, pension
scheme, funding rules, PBGC, PPF.
*****
Systèmes de garantie des fonds de pension
La question de la sécurité des prestations de pension est revenue au premier plan du débat, tant
économique que politique, dans de nombreux pays de l’OCDE – suite à des affaires dont on a beaucoup
parlé où les prestations ont été perdues, les promoteurs des plans ayant fait faillite et laissant des systèmes
de pension sous-capitalisés. Certains pays s’efforcent de protéger les prestations de pension en imposant
des règles de financement strictes (c’est la voie qu’ont empruntée les autorités néerlandaises, par exemple).
D’autres méthodes peuvent s’envisager pour améliorer la sécurité des prestations en vue de la retraite et
deux documents de l’OCDE les examinent – elles concernent les systèmes de garantie des prestations
2
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(comme le Pension Protection Fund qui a récemment été mis en place au Royaume-Uni) et le rang de
créanciers des participants aux plans de pension dans les procédures de mise en liquidation (question à
laquelle on a réfléchi, par exemple, au Canada).
Les systèmes de garantie des prestations de pension sont des dispositifs de type assuranciel – les
primes sont acquittées par les fonds de pension – qui se substituent aux promoteurs des plans, devenus
insolvables, pour assumer leurs obligations. Les arguments qui militent en faveur de ce type de dispositif
sont la défaillance du marché (les travailleurs ne perçoivent pas pleinement la relation entre les pensions –
salaire différé – et le salaire courant), et la diversification – la plupart des travailleurs sont fortement
exposés au risque d’insolvabilité du promoteur du plan (en ce qui concerne leur revenu courant et en ce qui
concerne leur revenu au moment de la retraite) et ne peuvent pas convenablement diversifier le risque (en
particulier lorsque les pensions sont financées sur des réserves comptables). Cependant, ces dispositifs
soulèvent des problèmes – qui tiennent essentiellement à l’aléa moral et à l’anti-sélection – qui sont des
problèmes qui se posent pour tous les contrats de type assuranciel, outre, potentiellement, un risque
systémique (il tend à y avoir corrélation entre les faillites, ainsi qu’entre les cas de sous-financement des
pensions, de même qu’entre ces deux facteurs).
Si la mise en place de systèmes de garantie des prestations peut souvent constituer un défi (en
particulier pour ce qui est de maintenir une véritable indépendance politique), de tels systèmes peuvent
fonctionner avec succès – ainsi, d’ailleurs, que le montrent les fonds existants. On connaît bien les
problèmes du système de garantie, le PBGC, qui existe aux Etats-Unis, mais il existe des dispositifs de ce
type également en Suède, en Allemagne, au Canada (Ontario), en Suisse, au Japon et, depuis peu, au
Royaume-Uni. On peut tirer des enseignements de tous les dispositifs qui existent – par exemple, au
Royaume-Uni, le PPF prévoit d’appliquer des primes totalement ajustées en fonction du risque, tandis
qu’en Suède, le Fonds de garantie peut prendre une sûreté sur les actifs du promoteur du plan afin de
protéger sa propre situation financière. L’une des conclusions essentielles du rapport de l’OCDE est que,
pour être efficaces, ces dispositifs doivent jouir d’une indépendance suffisante et doivent pouvoir fixer et
appliquer des primes qui tiennent convenablement compte du risque – mais il faut aussi les envisager en
association avec d’autres mesures de protection des prestations (en particulier des règles de financement
adéquates).
Classification JEL : G23 J32
Mots clés : Prestation de pension, systèmes de garantie, assurance insolvabilité, faillite, sous financement,
système de pensions, règles de financement, PBGC, PPF.
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BENEFIT SECURITY PENSION FUND GUARANTEE SCHEMES

F. Stewart1

I.

Introduction

1.
The issue of pension benefit security is currently in the foreground of both economic and political
debate in many OECD countries. After a ‘golden age’ for pension funds, which enjoyed high investment
returns and funding surpluses throughout the 1990s, a more troubled period has emerged since the start of
the millennium. With equity market corrections, (and the subsequent questioning of long-term equity
return assumptions), a low interest rate environment, asset liability mismatches, severe underfunding
(highlighted by accounting changes), ageing populations, financial scandals and loss of pension benefits,
the whole defined benefit pension system in many countries is under assault. Once the rise in defined
contribution schemes (and the uncertainty they inherently entail) as well as the scaling back of government
pensions are also taken into consideration, people of all ages are rightly asking what retirement income
they can rely on? Though the subject has been debated on many occasions, recent events have ensured that
the topic of pension benefit security has once again become a focus for policy discussion.
2.
Some countries have dealt with benefit protection via strong funding rules (the route taken for
example by the Dutch authorities)2. This paper examines an alternative method of increasing benefit
security in retirement – pension benefit guarantee schemes (the option current being introduced in the UK).
The ultimate risk faced by beneficiaries of defined benefit occupational pension schemes, (or defined
contribution schemes where the pension fund itself is responsible for any return, benefit promise or
guarantee), is the loss of their retirement income were their corporate plan sponsor to go bankrupt whilst
the company pension plan is underfunded. Given rising bankruptcy levels and widespread underfunding,
the likelihood of such an event seems to have increased in several countries. Benefit guarantee schemes,
also known as insolvency guarantee schemes, cover lost pension income in such cases. This paper will
examine the arguments for and against such schemes at both a theoretical and practical level. Detail studies
of the countries where these schemes exist will then follow.
II.

Arguments for Benefit Guarantee Schemes.

i.

Market Failure

3.
The main theoretical argument in favour of benefit guarantee schemes is derived from the
concept of market failure. In theoretical terms, pensions can be seen as deferred wages, provided by
companies in return for workers sacrificing some current income or other form of compensation. In
1

The author would like to Nigel Cresswell and the Global Pensions Group at Morgan Stanley for their assistance. She
is indebted to Mr. Usuki and Mr. Shimizu for their invaluable input into the Japanese section of the paper.
The author would also like to thank Martin Hoppenrath for the charts on the PSVaG and OECD delegates
for providing contacts and information on their countries’ systems. The views expressed herein are those of
the author and do not necessarily reflect those of the OECD or its Member countries.

Contact information: Fiona Stewart, Private Pensions Unit, Financial Affairs Division, Directorate for Financial and
Enterprise Affairs, Organisation for Economic Co-operation and Development, 2, rue André Pascal, Paris
75116, France. E-mail: fiona.stewart@oecd.org
2

See ‘Recent developments in funding and benefit security’.
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estimating how much current wages they are prepared to give up in order to receive a pension income in
retirement, employees calculate the perceived security of the sponsoring firm honouring these future
promises. The lower the sponsoring firm’s bankruptcy risk, the more wage concessions a company can
extract for a given level of promised pension benefits. In a perfectly competitive market with full
information workers in poorly funded plans with a near- bankrupt employer will grant few or no wage
concessions as they do not believe that their pension will ever be paid. Consequently, compensation for
bankruptcy and loss of pension should already have been considered through this trade off mechanism3.
4.
The problem with this theory (as pointed out by Mitchell (1987), Ippolito (1985/ 1987) and
others) is that workers do not necessarily understand the bargains and calculations they are making, and do
not always have all the information necessary to make such decisions – given the complicating issue of
asymmetric information between workers and employers. They consequently remain more exposed to the
bankruptcy of the sponsoring firm than their wage bargaining implies. The recent outcry over the loss of
pension benefits by workers of several UK firms would certainly suggest that this is the case4. The
justification for pension benefit guarantee schemes is that they provide an extra layer of security for
beneficiaries against a sponsor’s bankruptcy and therefore compensate for any asymmetric information
situation and correct for any market failure.
5.
Cooper and Ross (1994) describe this market failure in terms of ‘market fragilities’ and
contracting problems. Markets are fragile when buyers may loose confidence that sellers will not stay in
the market long enough to fulfil their contractual obligations. The problem arises in any buyer-seller
setting where the current action of the buyer is taken in anticipation of a future action by the seller.
Guarantee funds have been set up in many sectors (pension benefits, deposit insurance, travel packages
etc.) in order to support trade in such potentially fragile markets, by acting as a substitute or backup in case
a seller cannot commit to future market participation and cannot honour a contract. Pension benefit
guarantee funds operate by providing confidence to workers who may otherwise be concerned about the
future viability of their firm and its ability to honour its pension promises. If workers become concerned
enough, they might leave the firm or demand higher wages today, either of which could hurt the company
and make the very bankruptcy event they fear a self fulfilling prophesy. As in the case of deposit
insurance, pension guarantees can avoid this type of behavioural run.
ii.

Diversification

6.
A further aspect of the market failure discussed above is the issue of diversification. Even if it is
accepted that workers do have all the information required to make an efficient trade off between current
wages and future retirement income, a market failure may still occur due to the problem of diversification.
Workers in occupation pension schemes receive their current and future income from the same source, and
are therefore highly dependent on their employer, suffering a ‘double blow’ if the company enters
bankruptcy. Portfolio theory argues that efficient risk bearing requires sufficient diversification across asset
classes and individual issuers. Yet it maybe difficult for employees to diversify the risk posed by their
current and future income coming from a single source. Most employees are unlikely to have assets or
portfolios of sufficient size or the investment expertise necessary to hedge the risk of their pension assets,
as for many workers occupational pension benefits constitute a large proportion of total retirement savings.
3

As expressed by Pesando (1996): “Compensating wage differentials will, in a competitive labour market, internalize
risks associated with underfunded pension promises.” See also Lindeman (2004).

4

See www.pensionstheft.org, the website of a pressure group claiming compensation for lost occupational pensions
on the bankruptcy of their plan sponsors. Members claim they were never made aware of this risk to their
pension, and that they were led to believe that their pension was ‘guaranteed’, quoting publications from
the Financial Services Authority and the Department of Work and Pensions. They also argue that the
government should bear responsibility as they were incentivized to join their corporate pension scheme.
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Only the most highly compensated managerial employees may have the financial wealth and knowledge
required to diversify away the risks of their defined benefit pension claims, yet even they may face
restrictions (e.g. on short-selling the firm’s securities). Diversification is especially difficult if membership
of the corporate pension scheme is mandatory, or for life time employees who work for a single firm
during their careers. The problem with this situation is pointed out by Bodie (1996). Despite the fact that
they are unable to diversify their pension risk, when it comes to their pension benefit workers often wish to
have as low a risk exposure as possible to their retirement income. Bodie therefore argues that few
employees would consciously agree to accept default risk on their pension benefits in order to increase
their expected cash wages, even if they have all of the relevant information necessary to assess the default
risk of the firm - which in most cases they do not which makes the welfare loss even greater.
7.
The problem of diversification becomes even more key when pensions are funded via a book
reserve system. In such cases, pension benefits are not secured by an external pool of diversified assets, as
pension assets form part of the plan sponsor’s balance sheet. As a consequence a book reserve system can
be likened to a funded system in which all of the pension plan assets are invested in a single security – i.e.
the debt of the sponsoring firm. If the plan sponsor were to go bankrupt the accrued pensions of both active
and retired workers would clearly be at risk. In theory pension fund trustees could overcome this
concentrated exposure, for example by shorting the sponsoring company’s stock. However restrictions will
usually be in place to prevent this and, where the pension fund is particularly large compared with the
market capitalization of the sponsoring firm, such action could have an extremely adverse effect on the
share price. Hence benefit guarantee schemes are often compulsory for firms operating internal forms of
funding (as is the case in Germany and Sweden).
III. Challenges for benefit guarantee schemes.
i.

Moral Hazard

8.
The main theoretical argument against pension benefit guarantee schemes is moral hazard. This is
a classic problem with any type of insurance, where the buyer of the insurance product adopts riskier
models of behaviour as an undesirable response to the financial protection provided by the insurance
carrier. In the case of pension benefit guarantees, if a plan sponsor knows that upon bankruptcy their
pension fund liabilities will be covered, even if sufficient assets are not available to back these promise,
they may be incentivized to indulge in irresponsible behaviour, leaving others to cover the costs of the
pension promises they have made. Such behaviour may include raising benefits to unsupportable levels,
cutting their own contribution rates, or pursuing a risky investment strategy. Moral hazard can be avoided
to some extent, for example by not covering increases in benefits awarded in a period leading up to
bankruptcy (as is the case with in PSVaG in Germany). Other measures can be put in place to reduce
incentives to abuse the insurance system, such as limiting the pension benefit covered (as is the case with
the Ontario fund) or by imposing strict funding rules to limit the size of the potential claim taken on by the
guarantee scheme. Moral hazard can also be limited by charging higher premiums as the pension becomes
more underfunded, or if a risky investment strategy is followed (it is hoped that the new PPF in the UK
will make such adjustments). However, if premiums paid to the guarantee fund do not fully reflect the risk
presented by the insured it is impossible to eliminate moral hazard completely.
ii.

Adverse Selection

9.
The problem of adverse selection also stems from the mispricing of premiums. If, when setting
the premium rate, due consideration is not taken of the contributing firm’s bankruptcy risk, pension
funding level and investment policy, stronger member firms will inevitably end up subsidising weaker
ones. If these cross subsidies are too high the problem of adverse selection kicks in, with financially secure
firms finding ways of pulling out of the guarantee system (e.g. by replacing their defined benefit schemes
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with defined contribution ones). Guarantee scheme members therefore have the incentive to follow others
out of the system in a ‘bank run’ type fashion to avoid being the last solvent member shouldering the
burden of the underfunding of all bankrupt members.
10.
The risk pricing of premiums does, however, seems to be very difficult to achieve in practice.
Various studies have shown that premiums charged by existing pension guarantee schemes are not
properly priced as they do not truly adjust premiums to take account of all sources of risk5. Most schemes
do adjust for underfunding levels (e.g. PBGF of Ontario or the Japanese guarantee fund), but do not adjust
for the solvency of the corporate plan sponsor, despite corporate debt markets making such judgements on
companies daily. The UK authorities have indicated that their new guarantee scheme will take account of
insolvency risk and the pension fund’s investment policy, but the details have not yet been set. The
problem seems to be that fully risk adjusted premiums would be too expensive for many firms to bear, with
proper firm specific pricing of premiums pushing the weakest firms into bankruptcy, thereby hurting the
very workers the insurance system was trying to help. Another problem may be that to fully reserve for
possible future claims and therefore to keep the guarantee system adequately funded would also be
prohibitively expensive, given that claims lend to be ‘lumpy’ and several standard deviation risks would
have to be covered6. A further conundrum raised by properly risk adjusted premiums is that they could
spell the final nail in the coffin for defined benefit schemes by making these too expensive for plan
sponsors to operate and therefore finally persuading them to move to DC style plans (which once again
places more risk in the hands of the beneficiaries the scheme was initially supposed to protect).7
iii.

Systematic Risk Issues

11.
One reason given as to why pension guarantee premiums are not priced correctly (and indeed
cannot be as they would be prohibitively expensive) is that there is systemic risk involved in guaranteeing
pension benefits. This stems from the fact that the bankruptcy and underfunding risks of plan members are
correlated, meaning that the insured risk cannot be spread sufficiently. The basic principle underlying any
insurance system is the sharing of non-systematic risk. Insurance works when the incidence and severity of
events covered by the insurance scheme are relatively independent across the insured population. Pension
benefits can be insured for non-systematic events (such as poor corporate management, fraud etc.). They
cannot, however, provide cover for systematic ones, such as macroeconomic weakness, which increases
the bankruptcy risk of all companies, or sharp equity market and interest rate declines (which are
systematic problems given the similar liability structure of occupational pension schemes and their
tendency to follow the same asset allocation patterns). To make matters worse, bankruptcy risk is highly
correlated with underfunding, as plan sponsors tend to stop making contributions to their pension funds
when they get into financial difficulty. In addition, guarantee schemes which actually take over the assets
of failed pension plans (such as the PBGC in the US and the future PPF in the UK) may face an extra layer
of correlation if they invest the assets which they have taken over in the same manner as the pension funds
which they are guaranteeing. If their investment returns turn negative at the same time as their clients, their
own financial position worsens. Other schemes, such as the PSVaG in Germany are not exposed to this risk
5

Most of these studies focus on the PBGC of the United States. It is well known from financial literature that the
guarantee provided by the PBGC is analogous to a put option. The value of this put, and therefore the
correct level of premiums, can be derived from options pricing theory. Hsieh, Chen and Ferris (1994), for
example, found that the PBGC approximately correctly charges over-funded pension plans but significantly
under-charges underfunded ones. Summary of studies of the PBGC premium levels in McCarthy (2003).

6

See David McCarthy and Anthony Neuberger’s claims model in: “Will the PPF go the way of the US fund?”,
Pensions Management, April, 2004, available on http://www.pensions-management.co.uk

7

It is interesting that one of the few defined benefit schemes to be set up in recent years in the US was by a charity
(the United Methodist Church) and therefore outside the PBGC’s jurisdiction. See Financial Times 3
September 2004: ‘Benefits or bailouts? Fund deficits may topple US pension policy into crisis.’
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as they cover the pension liabilities which they take over by buying annuities. As pension funds become a
larger part of the corporate capital structure it is possible that this systematic risk will increase even further
(and in some cases insolvent pension funds may even cause the bankruptcy of the company).
12.
Some argue that systematic risk may be the reason why private sector pension benefit guarantee
insurance is impossible, but actually explains why government sponsored schemes are necessary. Pesando
(1996) argues that due to systemic risk private markets may not be able to provide plan termination
insurance even if demanded or that this insurance could exist only at premium rates that are commensurate
with these risks. The subsequent argument is that governments must therefore step in to provide
beneficiaries with the necessary coverage. However, given developments in financial markets, financial
(risk hedging) products and the increasing sophistication of private sector investment banks, it is really
possible to argue that the private sector is still not capable of providing coverage for pension benefits?8
13.
However, the major difficulty with government backed schemes is persuading tax payers to
accept the burden of pension insurance costs. In practice this means tax payers, (who are, it should be
noted, in many countries seeing their state pensions being reduced), subsidizing or indeed bailing out those
lucky enough to still be in corporate defined benefit schemes, and who tend to be relatively well paid – a
situation which may not be tenable. The fiscal burden of such guarantee schemes can be lessened to some
extent, for example by imposing strict funding rules or asset matching requirements (which prevent
pension schemes from becoming severe underfunded), or by placing a ceiling on benefits covered (as is the
case with the scheme in Ontario, which provides protection only up to CAD$12,000). Yet governments are
inevitably expected to be the final protectors of retirement income in times of systemic stress and,
particularly if these schemes are mandatory or incentivized, surely it is difficult for the government not to
act as a lender of last resorts should systematic problems arise?
IV.

Practical Issues

i.

Political vs. Economic

14.
Following on from the observations on possible governmental involvement in these schemes, it
should be noted that pension benefit guarantee schemes have generally been set up in reaction to political
events. Maybe the justification for the existence of such schemes can really be found in the realm of
politics rather than economic efficiency, as they often have implicit, if not explicit, cross-subsidy and
transfer objectives? For example, it has been argued that the PBGC was set up during in the USA during
the 1970’s to support mature industrial sectors of the economy.9 Meanwhile, it is interesting to note that the
only Canadian province to offer pension insurance is Ontario, which is often seen as the industrial
heartland of the country, and that this guarantee fund was set up in 1980 following a series of threatened
plant shutdowns. The decision to introduce a guarantee scheme in the UK follows intense political pressure
to cover pension losses for over 65,000 members of company schemes who have seen their plan sponsors
become bankrupt in recent years. Yet it has been forcefully argued that whatever the merits of industry

8

Ippolito (2004) puts forward the radical suggestion that private insurance should be compulsory, with market pricing
taking into account funding levels and investment policy restrictions, doing away with need for complex
funding rules and encouraging asset matching and full funding. See also Lindeman (2004).

9

For example, Michael Gordon, one of the key architects of ERISA, has written that the actuarial soundness of the
PBGC was deliberately sacrificed at its inception point in order to gain political support for the passage of
ERISA- “The supposition that Congress was prepared to accept loss of jobs and further industrial decline
in return for sound insurance principles is preposterous and is why, even today, there will be stiff resistance
to redesigning pension insurance...” From dissenting comments on Ippolito’s ‘The Economics of Pension
Insurance’ (1989). Quoted in Ippolito (2004).
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support subsidies, there are good reasons not to use cheap pension guarantees as the way to subsidize firms
as these are not highly visible and can lead to serious market distortions in resource allocation.10
15.
If these schemes were set up for political reasons in the past, could a similar argument be made to
justify their continued existence today? Are the increased bankruptcy levels experienced in several
countries in the last few years simply cyclical, a legacy of the ‘dot com’ bubble and the last vestiges of
industrial decline? Or do they represent a structural change, as a more aggressive, competitive form of
capitalism takes hold, particularly in countries such as Japan and Germany which previously ran
‘corporatist capitalism’ models where few firms failed? Has pension underfunding also become more of a
structural rather than a cyclical issue, given the lower return but higher volatility environment of the capital
markets, combined with pressure from increasingly demanding and public accounting requirements? If the
latter is the case, could there be an argument that pension benefit guarantee schemes will be more
necessary in future?
ii.

Alternatives

16.
Pension benefit guarantee schemes cannot be discussed entirely in isolation, given they should
act as the last barrier in the protection of retirement income, in place in case all other measures fail. Indeed
it could be argued that they are unnecessary if the rest of the system is properly structured. For example, if
the academic theories discussed at the start of this paper hold true, market failures could be overcome by
providing workers with proper information and education in order to make their wage/ pension trade off
effectively (though it should be stressed that in reality this is highly unlikely). Alternatively, asset
allocation rules could be applied so that pension liabilities are fully immunized and matched with
appropriate assets. Likewise, pension claims could be given high bankruptcy priority or secured creditor
rights, so that liabilities would be covered by the firm’s assets, ahead of other creditors, in the case of
bankruptcy of the plan sponsor.
17.
One alternative way of guaranteeing pension benefits is to impose strict funding rules, ensuring
that pensions are never underfunded - the solution which has been adopted by the Dutch authorities11.
Pensando (2000) and others have, however, stressed that it is impossible to ensure that pension funds are
always 100% funded, for example when investment returns deteriorate sharply, when actuarial
assumptions prove incorrect, or when instruments required for full ‘immunization’ are not available. Full
funding is additionally challenged by the fact that corporate plan sponsors tend to stop making pension
contributions as their financial situation become more difficult. Funding rules may also conflict with other
policy objectives (such as surplus funding being taxed). Pension benefit guarantee schemes may, therefore,
have a role to play, even when stringent funding regulations are in place.

10

Pension Academic Zvi Bodie for one has argued that if politicians wish to subsidize weak firms they should do so
directly, not through changing accounting rules and through the pension back door, see The Economist, 13th
February 2003, ‘ Discount them at your peril.’

11

Dutch funding rules require pensions to be fully funded at all times. On the liabilities side this includes the
immediate coverage of all salary increases, pension indexing or retroactive plan improvements, and on the
asset side the immediate correction of negative investment returns. Various reserves must be held by funds,
including a general risk reserve of 5%, an investment reserve (covering a 40% decline in equity markets
and a buffer for bond holdings) a future pension adjustment reserve, and any additional reserves demanded
by the regulator (PVK). As a result, funding levels are generally around 120-125%. If the 105% funding
requirement cannot be met the PVK must be informed immediately, a plan for returning to full funding
developed within 3 months, and action taken within 12 months.
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18.
What can, however, be stressed is that a pension guarantee fund cannot work properly without
adequate funding rules. Overly lax (and loosely applied) funding regulation has been sited as one of the
main causes of the financial difficulties of the PBGC in the USA (see country discussion). Likewise in the
UK, despite minimum funding rules proving inadequate in the past, concerns are being raised over whether
new scheme specific funding rules will provide sufficient protection for the new PPF scheme. Without
adequate funding rules claims on pension guarantee schemes have effectively no upside limit, potentially
making premiums extremely (if not prohibitively) expensive. Strict funding and investment rules should be
seen as compliments to any pension guarantee scheme. For example, if funding rules and guarantee
schemes are designed to work together the problem of ‘systematic underfunding’ (where a company
deliberately cuts back on pension contributions as it gets into financial difficulty) can be tackled.12
Insolvency schemes can also be combined with other pension protection measures, such as asset allocation
controls or priority bankruptcy rights, to ensure that there is some upside protection to the level of claims.13
This prevents all the responsibility for pension benefit protection falling onto the guarantee scheme, a
responsibility which may prove prohibitively expensive, making the scheme unworkable.
iii. Other guarantee schemes
19.
Perhaps practical arguments in favour of pension guarantee schemes can be found through
looking at equivalent schemes which have been successfully operated in other sectors – notably
insurance?14 Policyholder protection funds or guarantee schemes within the insurance sector are fairly
common across OECD countries, usually for a specific class of insurance (compulsory motor insurance
being the most common), but also in some countries for more general insurance contracts. The arguments
put forward for these schemes are largely the same as those for pension protection funds, including
overcoming an asymmetry of information and injecting confidence into the system to prevent bank deposit
style runs. The drawbacks are also very similar, focusing on moral hazard, cross subsidy and structural
correlation problems. As with pension guarantees, insurance guarantee systems were often introduced in
reaction to political pressure following insurance company failures and their necessity is seen as differing
according to the specific situation in countries (e.g. those countries placing insurance policy holders high in
the bankruptcy creditor list are seen as having less need for an additional insurance system). Government
guarantees stand explicitly or implicitly behind most schemes. Yet despite these insurance guarantee
schemes received resounding support from the European Commission in a recent Working Paper,15 the

12

The problem of systematic underfunding arises from the issues of ‘tax arbitrage’ and the ‘insurance effect’. The
former states that financially secure firms have an incentive to make their pension contributions as large as
possible in order to gain the maximum tax advantage. Meanwhile, companies in financial trouble, paying
no tax, have the opposite incentive, to reduce pension contributions, underfund their pensions, and follow a
risky asset allocation policy. These tendencies are made even worse by providing insurance for pension
benefits – i.e. the insurance effect. Funding requirements should therefore be carefully coordinated with
any guarantee scheme to ensure that companies maintain funding levels, even when in financial difficulty.
See Smalhout (1996).

13

Though in the case of funding rules care needs to be taken not to make defined benefit pensions prohibitively
expensive to run, and with priority bankruptcy rights the implications for credit availability and the broader
economy must be considered.

14

The following is based on arguments taken from OECD publication: ‘Insurance and Private Pensions Compendium
for Emerging Economies: Book 1 Part 1: 2) b Policyholder Protection Funds: Rationale and Structure’,
author Takahiro Yasui 2001.

15

European Commission Working Paper on Insurance Guarantee Schemes: MARKT/2525/03. Arguments in favour
of insurance guarantee schemes, and ones refuting arguments against, which could also apply to pensions
include:
• flexible and faster at providing compensation than wind up process and guarantee a minimum
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Commission is not recommending such guarantee funds be introduced for pension benefits (perhaps
because most European countries operate DC pension funds, or apply strict funding and asset allocation
rules so that guarantee schemes would only be required in a few countries).
V.

Conclusion

20.
Pension benefit guarantee schemes do not come without their difficulties. One case where a
definitive argument can, however, be made in their favour is when pensions are funded using a book
reserve system. In this case, the lack of diversification seems to be an overriding issue and some form of
benefit guarantee system is therefore required. Indeed, the OECD’s ‘Guidelines on funding and benefit
security’ highlight just such a situation:16
1.3 Occupational defined benefit plans should in general be funded through the establishment of
a pension fund or through an insurance arrangement (or a combination of these mechanisms). Additional
protection may be provided through the granting of priority creditor rights to plan members and
beneficiaries and through insolvency guaranty schemes that protect pension benefits in the case of
insolvency of the plan sponsor.
1.4 Private unfunded plans should generally be prohibited. The establishment of an insolvency
guaranty scheme should in general be required for occupational defined benefit plans that are financed
through the book reserve system.
1.5 Insolvency guaranty schemes should rely on appropriate pricing of the insurance provided in
order to avoid unwarranted incentives for risk-taking (moral hazard).
21.
For autonomous pension funds, the need for a pension benefit guarantee scheme is less clear cut.
Their inherent difficulties (moral hazard, cross subsidies, systematic correlations) imply that other (less
political) means for protecting pension benefits should be introduced first. Good funding rules can achieve
almost all of what a guarantee scheme is striving for, are arguably easier to design and manage and,
especially when combined with other measures, (such as asset liability matching or priority bankruptcy
rights), offer a high level of protection. If a guarantee scheme is successfully combined with funding rules
or other protection measures it can effectively perform its task as a ‘last resort’ benefit protection measure.
22.
A further conclusion which can be drawn is that if guarantee schemes are to be introduced they
must be carefully designed in order to avoid their inherent weaknesses. The failure of the pension
guarantee fund in Finland in the early 1990’s,17 or indeed the Savings and Loan fiasco in the USA in the
•
•
•
•
•
•
•

consumer confidence has been hit by the crisis within the insurance industry and will be even more
destroyed if claims are not met in the case of a winding-up
as social security shifts towards private products reliable protection and a safety nets are needed
political pressure to introduce schemes rise following corporate wind-ups without full compensation
Member States which have already set up insurance guarantee schemes seem to have positive experience in
this regard – same with banking and securities sector
Moral hazard: no evidence has been presented that this exists, providing coverage is limited
Other safety measures: (technical provisions/ special treatment in wind up hierarchy/ effective supervision
etc.) might not be sufficient if the event of a winding-up due to a lack of assets
Costs: no increase in premiums observed in those Member States which already have insurance guarantees.

16

‘Draft Guidelines on Funding and Benefit Security.’

17

The Central Pension Security Institute (CSPI) provided specialized credit insurance to Finnish employers who
obtained loans from their pension funds. Losses began to accumulate in 1989 as the Russian communist
economy collapsed, causing many Finnish firms (de facto part of the Russian state model) to loose their
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1980s, (see US country section), show how important it is to design any insurance system carefully.
Positive aspects can be identified in all of the guarantee schemes currently in operation. For example, the
PBGC in the US phases in improvements made to benefits, limits the amount of benefit covered and can
impose involuntary terminations on corporations in a difficult financial situation, in order to prevent the
size of the potential claim against the guarantee fund escalating out of control. The scheme operating in
Ontario corrects for some of the mistakes made on the introduction of the PBGC in the USA, including
prohibiting the voluntary termination of underfunded plans (thereby limiting moral hazard and the exercise
of the 'pension put' against the guarantee fund by employers that could continue supporting their pension
fund) and holding a lien on the assets of the plan sponsor. Meanwhile, benefit improvements granted in the
two years before bankruptcy are not covered by the German PSVaG. The great strength of the Swedish
insurance system is its strong collateral backing, whilst the Swiss scheme (like those in Germany and
Sweden) buys out annuities, rather than taking on the assets of pension plans. The Pension Guarantee fund
in Japan can refuse a claim if funding levels are too low.
23.
Drawing on these practical experiences, both good and bad, the following principles for the
successful operation of a pension benefit guarantee system can be identified:18
•

Limited benefit coverage: in order to limit moral hazard, certain benefits should be excluded from
coverage (including improvements granted prior to insolvency). A ceiling on benefit coverage
also seems reasonable, to make payments more acceptable if tax payer’s money is involved and
to keep the system affordable.

•

Risk based pricing: the key to any insurance scheme’s success (avoiding moral hazard and
adverse selection) is the proper risk pricing of premiums, based on the expected claim levels for
the insured. In the case of pensions, premiums should reflect the likelihood of the plan sponsor
becoming insolvent (could be via proxy measures such as credit rating, swap levels etc.), the
likely size of the claim, the extent of the pension plan’s underfunding, and the risk inherent in
any asset liability mismatch. Market based pricing is essential. Over the long term the aggregate
level of premiums (+ investment returns) should reflect aggregate claim levels (and maybe a
surplus should also be built), with flexibility need to adjust premium levels as reality veers from
estimates.

•

Accurate and consistent funding rules: pension benefits should as far as possible be fully funded,
and plan sponsors should be required to act swiftly in order to limit losses. Successfully
guaranteed order flow. The CSPI’s eventual collapse in 1993 was due to operational and well as systematic
factors, including political influence (e.g. the Finnish Parliament set the rate which companies could
borrow against their pension funds), weak credit analysis and a lack of intervention powers. The Finnish
experience shows that pension insurance used to promote other goals (supporting industries etc.) can lead
to a misallocation of resources, and that an inherently unstable system can survive for years before
suddenly collapsing due to unanticipated losses. For details see Smalhout (1996): p214-223. It should be
noted, however, that the collapse of the Finnish system did not cause any losses for members and
beneficiaries, as the guarantee insurance was only a part of the guarantee scheme in statutory private
pension scheme in Finland. The main guarantee scheme is the joint-liability of financing the pension
benefits. This means in practice that if a pension institution became insolvent, the insurance portfolio
would be transferred to another pension institution and the potential deficit in funding would be covered by
the contribution.

18

See also ‘Insuring the Uninsurable?’ published in Morgan Stanley’s March 2004 Global Pensions Quarterly,
authors Nigel Cresswell and Aurelie Rabou. Extract available in Investment & Pensions Europe
July/August edition, also available online at www.ipe.com
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combining a guarantee scheme with funding rules ensures some upside limit to potential claims
and makes the guarantee scheme affordable. In order to ensure stable funding, consistent and
adequate financial measurement and disclosure are required.
•

Prudent asset liability management: pension funds should be encouraged to follow prudent asset
allocation strategies, which avoid large swings in funding levels, again limiting potential claims
and making the guarantee scheme more affordable. Likewise the guarantee fund itself, if it takes
over the assets of insolvent pension schemes, should follow an appropriate investment strategy,
and one which avoids correlations between its own financial position and the funding level of the
pension funds it is insuring. In order to avoid such correlations, guarantee funds may use
annuities to buy out pension liabilities taken over.

•

Adequate powers: a pension guarantee scheme needs to have adequate powers to avoid moral
hazard, and prevent plan sponsors using their guarantee as a ‘put’ for their pension liabilities. For
example, extra premiums or collateral must be requested (and paid) as a scheme becomes more
underfunded or the risk of insolvency at the plan sponsor rises. This again requires transparent
and timely disclosure of information by the plan sponsor. Proper powers to claim assets via the
bankruptcy process may also help the funding and functioning of the guarantee scheme. Any
guarantee scheme needs to operate without undue political influence.

24.
In summary, pension benefit guarantee schemes should be run in a truly economically efficient
manner, with properly market priced premiums. If this is proves prohibitively expensive, the cost of
guaranteeing pension benefits can be reduced by combining with other benefit protection measures.
However, for the guarantee scheme to work effectively, subsidies should not be provided, either implicitly
or explicitly, by governments.
VI.

Country Studies

25.
The case studies discussed below consist only of countries which offer explicit insolvency
insurance for defined benefit pension plans, triggered when the sponsoring firm become bankrupt and the
assets do not meet the accrued benefits of the pension plan. Implicit guarantees also exist in some
countries, but will not be discussed here (e.g. 20 year minimum benefit in Chile). Elsewhere compensation
funds exist, providing cover in the case of fraud and illegal activities for pension income (and sometimes
other benefits, e.g. mutual funds), but these are also not discussed19.
1.

USA

i.

Description

26.
History: A series of corporate failures (such as the Studebaker auto company in the 1960s)
provoked the ERISA pension legislation which was eventually adopted in 1974. This included a guarantee
program, known as the Pension Benefit Guarantee Corporation (PBGC).
27.
Coverage: The PBGC administers separate programs for single and multiple employer defined
benefit pension plans. The single employer insurance covers 34.2 m workers in 28,800 pension plans and

19

See also ‘Insuring the Uninsurable?’ published in Morgan Stanley’s March 2004 Global Pensions Quarterly,
authors Nigel Cresswell and Aurelie Rabou. Extract available in Investment & Pensions Europe
July/August edition, also available online at www.ipe.com

13

OECD Working Paper on Insurance and Private Pensions

the multi employer program 9.9m workers in 1600 plans. A total of 1.3 million people are currently
receiving or owed benefits from the PBGC, whose benefit payments now total $3.686 billion.20
28.
Operations: The PBGC is liable for the payment of guaranteed benefits with respect only to
underfunded, terminated plans. Distressed terminations occur when a company voluntarily terminates its
pension plan (having filed for bankruptcy, or if the pension costs are proving unreasonably burdensome
due to a decline in the number of employees covered). Involuntary terminations occur when the PBGC
terminates a pension plan due to a lack of funding, or if the loss to the PBGC is expected to increase
unreasonably if the plan is not wound up. In the event of the insolvency of a member corporation, the
PBGC becomes the trustee of the plan assets and administers the payment of future plan benefits up to a
specified maximum rate (c$47,659 for a 65 year old in 2006, with adjustments for other ages). Some other
benefits (unvested, early retirement) are not protected. Guaranteed benefits that are created by plan
amendments less than 5 years old are phased in at a rate of 20% a year. In the case of multi-employer
schemes, the PBGC steps in when a covered plan no longer has assets available to make benefit payments
(not when the sponsor is bankrupt). Assistance is usually provided in the form of loans, though companies
often cannot fully repay them. The maximum guarantee for under the multi-employer scheme is $12,870
year. The PBGC has dealt with 3,595 terminated plans during its history, 120 new claims being made as of
September 2005.
29.
Premiums: The scheme has three main sources of income: premiums, trustee assets, and
investment income. Premiums are charged on flat rate basis ($19 per plan participant) and there is also a
variable component ($9 per $1000 of underfunded vested benefits). Premiums for the multi-employer plan
are charged at $2.60 per head. Premium income in 2005 amounted to $1.48bn (single employer flat rate
premiums $644m, variable rate $787m). Although the PBGC is not funded from general tax revenues, it is
a government agency, and as a consequence is a contingent liability of the U.S. government and tax payers.
Changes to the premium structure require legislation from Congress, and have historically been updated
several times, the last being in 1991 when the cap on insurance premiums paid by underfunded plans was
removed. During 2005 the Bush Administration has proposed changes designed to strengthen retirement
security. As well as reforming funding rules (e.g. introducing funding targets related to the financial
strength of the plan sponsor, restricting benefit improvements at underfunded plans), which indirectly help
the guarantee scheme, the proposals would also reform the PBGC’s premium structure. The flat rate
premium would be raised from $19 to $30 and index linked, whilst the risk-based premium would be based
on the level of underfunding, adjusted regularly and would be payable by all underfunded plans21.
30.
Investment: Policy requires all premium income be invested in fixed income assets (in what are
known as Revolving Funds), whilst assets taken over from terminated plans may be invested in equities
(via Trust Funds) – which may seem contradictory, given that terminated liabilities are known, and
therefore would seem to be better matched with bonds, whilst equity investment would appear to be more
appropriate for premium income, which is designed to cover future claims. The PBGC uses external
portfolio managers to invest these funds, with their oversight. The overall asset allocation of the
organization is set by the Board of Directors (which includes the Secretaries of Labour, the Treasury and
Commerce) and in 2005 consisted of 75% bonds (69% of liabilities are matched on a $ duration basis), and
25% equities. Revolving fund assets were $16.4bn whilst Trust Fund assets were $32.6bn. $4bn investment
income was generated in 2005 ($1.8bn from fixed income securities, $2.1bn from equities).

20

Current numbers and annual report available on www.pbgc.gov

21

http://www.dol.gov/opa/media/press/opa/retirementsecurityfactsheet.htm
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ii.

Issues
Figure 1: PBGC Funding Position
(Source: PBGC annual report)
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31.
The PBGC has had a troubled financial history ever since its foundation. After enjoying several
years of surplus during the late 1990’s (hitting $9.7bn in 2000), the scheme is now facing a huge and
extremely troublesome deficit (see figure 1). The 2005 annual report of the organization, (for the fiscal
year ending September 2005), declared assets worth $57.6bn, and liabilities at $80.7bn, creating a $23.1bn
shortfall, more than doubling the already record 2003 deficit of $11.2bn. The organization was hit hard by
the market and consequent economic correction from 2000 onward. Over and above the $23.1bn shortfall,
the PBGC estimates that it has a further $108bn possible exposure to companies which are likely to
become insolvent in the near term (e.g. having extremely low credit ratings). The multiemployer plan may
require a further $100m assistance. The latest estimates from the organization for the total underfunding of
US pension funds which it insures exceeds $450bn22. The PBGC’s rapid swing from surplus to deficit is
causing concern amongst plan sponsors, lawmakers and the tax paying public, and its very survival is in
question, raising the possibility of a required bail out through government funds23. Indeed the US General
Accounting Office has characterised the scheme as ‘high risk’.24 There has been much debate over how
such a huge deficit within the scheme came about. Some of the main causes are outlined below:
22

The PBGC also uses a complex model to estimate future claims, incorporating stochastic movement in stocks,
interest rates, employment levels, bankruptcies and other factors .The PBGC’s 2003 Annual Report shows
the possible projected outcomes in 2013. The expected net position (i.e. the average of all possible
positions in 10 years time) is a deficit of $18.7bn – yet the position reported for 2004 is already worse than
this projected average. The model estimates a 1 in 5 chance that the organization will enjoy favourable
enough conditions to return to surplus, but also 10% chance that the deficit will be $49bn, a 5% chance that
it will be $60.3bn and a 1% chance that it will reach $82.5bn (see Ippolito 2004).

23

Financial Times 18th November, 2004: ‘Pension safety net’s $78bn hole’: the amount required has been estimated
at $78bn, $100bn if all potential claims from the airlines are included.

24

Financial Times 31st August, 2004: ‘Retirement worries move up US agenda’: the article reports that the US
Treasury is said to have created a task force to examine how to save the PBGC in the event of a default by
United Airlines, with the White House is considering legislative solutions. Bradley Belt, then executive
director of the PBGC is quoted as saying: “This is not an immediate liquidity crisis, but unless something is
done now, that hole will get bigger and bigger and raise the inevitability of a taxpayer bailout of significant
magnitude.” Meanwhile Elaine Chao, Secretary of Labor, has been quoted as saying: “While the PBGC is
not in crisis…it is clear that the financial integrity of the federal pension insurance scheme is at risk.”
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•

Concentrated exposure: the PBGC’s risk pool is concentrated in industries affected by global
competition and the movement from an industrial to a knowledge based economy. In 2001 almost
half the insured participants were in plans sponsored by firms in manufacturing industries (steel,
autos etc.), many of which are heavily unionized and run flat rate schemes. These have always
placed the PBGC particularly at risk as they promise to pay a nominal amount, with contracts
being regularly renegotiated retroactively, and often substantially, to offset inflation and provide
benefit improvements. As increases in pension promises cannot be funded in advance (due to tax
limitations) automatic, and often large, underfunding situations are created at these schemes,
which entail similarly large potential exposure for the PBGC. Although the PBGC’s "problem"
will eventually go away (as flat benefit plans are generally legacy costs of shrinking heavy
industries, and many others shift to DC schemes) the funding situation of the organization may
get worse before it gets better. The PBGC remains highly exposed to the steel and particularly
airline industries, from which it has recently suffered large claims (see Figure 2).25

Figure 2: Historic PGBC Claims
by Industry 1975-2004
14%
33%
Air Transport
Primary Metals
Others
53%

Source: PBGC Pension Insurance Database 2004
Note : Primary Metals (i.e. steel) + air transport account for only around 5% of total employees covered by PBGC

•

25

Asset liability mismatch: a further cause of the extreme deficits at the PBGC is the asset
allocation mix widely adopted by pension funds in recent years, and indeed by the PBGC itself.
A typical US pension plan has long duration bond-like liabilities, but asset allocation has
typically been as high as 70% in equities, with the fixed income portion in bonds with far shorter
durations. This severe asset liability mismatch left pension plans, and therefore the PBGC,
particularly exposed to the low interest rate, poor equity return environment which occurred from
2000 onwards. The PBGC’s own sensitivity to interest rates have been claimed to be a large part
of its deficit (around one third of the move from c$10bn surplus to over $10bn deficit in 2001
was said to be due to interest rate sensitivity and duration mismatching). The PBGC could offset
some of its exposure to poor equity market and macro conditions with a counter cyclical
investment policy, and the organization does indeed match its liabilities better than its clients. Yet

In September 2005 Delta and Northwest airlines filed for bankruptcy protection, leaving the PBGC to face potential
pension insurance claims of $8.4bn and $2.8bn respectively. This follows the settlement reached between
the PBGC and United Airlines in April 2005 which saw the guarantee scheme taking on a $6.6bn claim
from the airline’s 4 pension plans, as well as a $2.3bn claim from US Airways in February of the sam year.
For background details on United’s claim see: Financial Times 28th July, 2004: ‘Financial safety nets
under threat’, 20th December 2004: ‘United stirs up a hornets’ nest on pensions.’
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it still raised equity weightings itself during the 1990’s (though the scheme announced a reversal
to this approach during 2004)26.
•

Weak funding rules: weak funding rules, allowing pension plan underfunding to reach extreme
levels, are a further cause of the PBGC’s large deficit. US funding rules employ extensive
smoothing and deferral mechanisms which can insulate companies from having to fund emerging
deficits in a timely fashion, meaning that when accelerated contributions are finally required
companies are often not in a position to make them27. Steven Kandarian, former Executive
Director PBGC, has identified poor funding rules as one of the main causes of his organization’s
problems, and has pointed out several key weaknesses in these rules. These include the
systematic understating of liabilities, partly as estimated current liabilities rarely bear any relation
to the true amount of money a pension fund needs to meet its obligations (as these calculations do
not consider lump sums, price annuities properly, factor in early retirement etc.), and partly as
only highly probable, near term distressed terminations (i.e. companies close to bankruptcy) are
recognized as contingent liabilities. He also criticizes contribution holidays and maximum
funding rules (with tax disincentives to building up a surplus)28. The PBGC’s own proposals for
addressing its current problems focus on improving funding requirements, and government
suggestions for stricter regulations are also currently being discussed.

26

This ALM problem has led to comparisons between the PGBC and the FSLIC, the insurer of the Savings and Loan
Institutes which collapsed, at huge expense to US tax payers, during the 1980s. These institutions got into
trouble when interest rate levels and volatility rose in the 1970’s, exposing their asset liability mismatch
between short term, variable deposits and fixed, long-term mortgage liabilities. They received a fatal,
double hit with the collapse of the real estate market in the 1980s. Due to fierce lobbying and delayed
action by politicians, hundreds of weak S+Ls were allowed to stay open, capital requirements were reduced
and they were encouraged to expand into new risky deals. The cost of $150-200bn which it took to
eventually solve the problem would have been much smaller if it had dealt with sooner. Commentators
have warned that the political climate surrounding the current PBGC’s situation is alarmingly parallel to
the S+L fiasco, though it should be noted that the obligations of the PBGC are due to be paid over a far
longer time horizon than the S+Ls, so that insolvency is not a pressing issue. See John Ralfe, writing in
‘The Times Online’4/12/04 ‘Britain must learn from US pension pain’. Financial Times 13th September,
2004: ‘A slow motion re-run of the S&L disaster: Stand by for a pension bail-out.’

27

The $9 charge for every $1000 of underfunding is measured on a current liability, rather than a termination basis.
This charge for underfunding can be avoided if a company shows it is generally 90%+ funded on this
current liability basis. Hence US Airways made no risk adjusted contributions for underfunding in the 4
years prior to its pension plan being taken over by the PBGC. The funding level was estimated to be 104%
in 2000 on the current liability basis but only 50% using termination calculations 2 years later. Similarly
Bethlehem Steel, (which made no payment for the 3 years prior to termination), was 45% funded when
taken as a claim in 2003, vs. the previous estimate used in the calculation for contributions of 84%.

28

Steven Kandarian’s comments taken from his testimony before the Governmental Affairs Committee,
Subcommittee on Financial Management, the budget, and international security of the United States
Senate, September 15 2003 and from his evidence given before the Senate’s Special Committee on Aging,
October 14 2003.
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Figure 3: PBGC Claims by
Funded Ratio 1975 -2004
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Over 75%
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Source: PBGC Pension Insurance Database 2004

•

Political interference: Interference from Congress has made, and continues to make, the
underfunding situation even worse. Under intense lobbying pressure, politicians have intervened
to assist companies in financial difficult by providing temporary relief, which effectively make
the already weak funding rules virtually meaningless. In April 2004 temporary legislation was
passed which reduced the required premiums sponsors must pay to their defined benefit plans by
an estimated $80bn by changing the discount rate used to calculate liabilities. Congress also
provided an additional $1.6bn relief to the steel and airline industries - sectors with some of the
most underfunded pension plans and which represent the greatest exposure for the PBGC, both
historically and potentially. These moves by Congress directly counter the PBGC’s own plans for
strengthening the funding environment, and, though temporarily helping troubled industries, the
measures will likely worsen the agency’s financial condition29. Political interference also comes
at the level of specific bankruptcy workouts, as priority rankings and compensation levels are
subject to negotiations.30 The PBGC’s problem is not that is does not have sufficient powers to
protect itself. Such powers range from demanding larger premiums as underfunding rises, to
potential bankruptcy priority claims, to involuntary termination. The organization also operates
an ‘early warning system’, working with companies which it sees as entering into difficulties to
try and ensure continued solvency. The issue is more that political interference stops the PBGC
exercising the powers which it has. The fact that any changes to the PBGC premium or
operational structure must receive Congressional approval also seems to hamper the PBGC’s
ability to react in a correct, long-term and timely fashion to its problems. Comments made by Dr.
Alicia Mundell as far back as 1982 (quoted in Smalhout (1996)) sum up this position:
“The PBGC’s vulnerability stems from its inability to control the action of the plan
sponsors. Often it does not have access to detailed information about a pension plan until
the company decides to terminate. Hence, the PBGC will always remain financially
vulnerable and the federal government may well end up as the insurer of the nation’s
private pension system.”

•

Mispriced premiums: continuing on the theme of political interference, the PBGC’s premiums
are set by Congress, and have consequently been criticized as being set at politically judicious

29

Indeed the PBGC itself has warned that the rules to accelerate funding relief which Congress has waived will cause
its shortfall to grow by $4bn over the next 4 years.

30

Smalhout (1996) discusses the example of TWA and the influence of the company’s owner, Carl Icahn.
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rather than economically viable levels. Premiums are not market priced, and do not take into
consideration all the risks to which the PBGC is exposed (e.g. there is no adjustment for the
potential insolvency of the plan sponsor). Over the long term, the premium income of a guarantee
scheme should equal its benefit obligations. However, whilst the PBGC’s benefit payments and
liabilities have risen considerably, (partly due to interest rate and inflation exposure), its
premiums have not, which has inevitably led to a deficit position. On top of the mispricing issue,
which means that premiums are too low, Ippolito (2004) also points out that even these premiums
are not fully collected, which makes the PBGC’s position even more troublesome. The
organization is supposed to collect a variable rate premium equal to $9 for each $1000 of
underfunding. Given the organization’s $400bn underfunding estimate in 2002, premiums of
$3.6bn should have been collected. In reality, $787m were received, $586m coming from the
fixed assessment of $19 per member. The PBGC therefore collected only $200m, or 50cents per
$1000 of underfunding, around 5.5% of the prescribed $9 charge31. The current Bush
Administration proposals attempt to address these issues.
2.

Canada

i.

Description

32.
History: of the 10 jurisdictions that regulate private pensions in Canada only the province of
Ontario operates a scheme guaranteeing pension benefits, the Pension Benefit Guarantee Fund (PBGF).
This was introduced in 1980, around the time when plant closures at heavy industrial companies were
being discussed in this the centre of Canadian industry. As this guarantee system started six years after the
PBGC was introduced, some of the perceived mistakes of this operation were ironed out (including that the
event covered being the insolvency of the plan sponsor, that a lien on employer assets equal to the full
amount of the insured shortfall of pension assets was set up, voluntary terminations by underfunded plans
were not allowed and no provision for funding waivers for employers experiencing financial difficulties is
available).
33.
Coverage: the Ontario fund protects the basic pension benefits of over 1 million beneficiaries. As
in the US, the scheme in Ontario covers many flat rate pension plans in heavily unionized, industrial
sectors.
34.
Operations: when a company with an underfunded pension plan covered by the PBGF fails a
plan administrator is appointed and makes a ‘PBGF declaration’, valuing the guarantee promised by the
organization. The PBGF then makes an allocation to the pension fund, and this cash is used by the fund to
cover its liabilities (e.g. by buying annuities). Benefits are guaranteed up to a maximum of CAD$12,000,
far lower than the US, PBGC scheme coverage. This amount is not inflation linked and has not been
altered since the guarantee scheme was introduced. Neither liabilities of a plan less than three years old are
not covered, nor any benefit improvements made within three years of termination. Multi-employer
schemes are also excluded.
35.
Premiums: initially premiums were set at 0.2% of any unfunded liability, but soon an annual
charge of C$1 per member was added. Following a huge claim in the early 1990s from Massey-Combines
(the farm equipment producer) which caused the fund to borrow from the provincial government, (the
subsequent interest costs absorbing all premium income), a new premium structure was introduced with a
31

PBGC’s strategic plan (available via www.pbgc.gov) states that average premium paid to the PBGC per participant
is $23. This compares with average homeowner insurance of $487, auto insurance $786 or, Federal + State
unemployment insurance $250. Though the PBGC claims this demonstrates their cost effectiveness, the
premium level does seem too low given the organization’s current deficit position.
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sliding scale for the risk adjusted component. For plans unfunded on a termination basis the risk adjusted
charge increased to 0.5% of those unfunded liabilities representing up to 10% of total liabilities. For
additional unfunded liabilities representing up to 20% of total liabilities the annual charge rose to 1% and
for unfunded liabilities above that the charge is 1.5%. The PBGF is currently in deficit again (largely due
to a large claim made in 2001 on the reorganization of the Algoma Steel company). The financial
statements for the organization32 from the end of March 2005 show assets of CAD$291m and liabilities of
CAD$512m, giving a deficit of CAD$237m. In addition, in 2004 accounts the PBGF notified of three
companies in bankruptcy proceedings - i.e. operating under a stay under the Companies’ Creditors
Arrangement Act - whose pension plans could represent very significant claims on the firm (one estimated
at CAD$50m, another at CAD$65.4m). The 2005 accounts note that the PBGF is still closely involved in
the bankruptcy and insolvency proceedings of 2 funds. The financial statements also show that the
Province of Ontario has made an interest free loan of CAD$330m to the organization to assist with its
current financial difficulties (payable at CAD$33m a year over 11 years), and it is expected that premium
charges will also have to be increased.
36.
Investment: As of March 2005, the PBGF’s CAD$223m investments were held in short term
deposits (35%), government and corporate bonds (65%).
ii.

Issues

37.
Currently, the only jurisdiction in Canada to implement a pension benefit guarantee fund has
been Ontario. While the federal government has indicated that it is open to considering ways to strengthen
existing protections in federal pension legislation, pension experts have indicated that a federal pension
guarantee fund is not a practical option, particularly as federally registered DB plans account for only 5%
of all pension plans in Canada (420 federal DB and combination plans as of March 2004, versus over 3000
plans registered in Ontario). In addition, a few of the federally registered pension plans are relatively quite
large, with 10 accounting for roughly 70 per cent of the assets of all federally registered DB plans.
Consequently, the ability of pension plans in a fund to distribute risk of loss is seen as difficult, particularly
should a large plan terminate with a significant deficit.
3.

UK

i.

Description

38.
History: under the UK’s existing pension system, implicit insurance for pensions was offered for
the contracted out portion of the earnings related portion of the state pension (SERPS). These
commitments were absorbed back into the public system if a sponsoring company went bankrupt. A
compensation scheme to cover pension beneficiaries who lost out due to fraud at the sponsoring company
was also introduced during the 1980s (following the scandal at the Maxwell pension fund) 33. The UK has
introduced an explicit pension benefit compensation scheme, the Pension Protection Fund (PPF), which
began operating from 6th April 2005. This Fund has been introduced on account of intense political
pressure, following over 65,000 workers in various companies losing large amounts of their pension
benefits in recent years on the bankruptcy of their sponsoring companies (including ASW the UK’s second
32
33

See www.fsco.gov.on.ca http://www.fsco.gov.on.ca/english/pensions/pbgf-20050331.pdf
Some problems ironically arose out of the 1985 Pension Act which introduced additional protection for and
pensioners. Priority bankruptcy rights were given not only to existing pensions, but also to pension
increases. Consequently, although retirees were largely protected when companies such as ASW went
bankrupt in recent years an employee, due to retire in 1 week, lost up to 80-90% of his or her promised
pension. This has been changed in the 2004 Pension Bill, with pensions promised to active members
ranking above future pension increases for current retirees.
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largest steel manufacturer). This pressure came in the wake of other pensions scandals in the UK (such as
Equitable Life, and misselling issues) and, as well as providing GBP 400m compensation for workers who
had already lost out, the government felt it necessary to put a new compensation structure and new funding
rules in place34 in order to try and restore faith in the defined benefit pension system in general. Lawrence
Churchill, formerly head of UK insurance at Zurich Financial Services, is the new organisation’s first
Chairperson.
39.
Coverage: the PPF operates to provide compensation to members of eligible defined benefit
occupational schemes with around 10 to 15 million pension fund members being covered.
40.
Operations: the PPF will meet payments from a central fund. The scheme will pay 100% level of
compensation to those above the normal pension age and to those of any age who are already in receipt of
an ill health or survivors pension at the start of PPF involvement with a scheme (subject to the removal of
any rule changes in the past 3 years the aggregate effect of which was to increase the scheme’s overall
liabilities). Furthermore, subsequent increases will be paid in accordance with PPF rules (as opposed to
the scheme’s which could result in increases which are less than the scheme may have provided). A 90%
level of compensation will be paid to those below retirement age subject to inflation adjustments35 and a
cap set at £25,000 in 2005/06 for an individual retiring at 65. Again this is all subject to a review of the
rules of the scheme and subsequent increases will be paid in accordance with PPF rules. Indexation will
only be paid on rights accrued after 6th April1997 in line with Retail Price Index (capped at 2.5%). The
PPF will also pay survivors’ benefits for eligible spouses, civil partners and unmarried partners at half the
rate of members’ periodic compensation. The costs of the PPF will depend on claims that it experiences in
future. The Pensions Act 2004 also introduces a new, much more active Pensions Regulator with powers
to investigate and impose action. New codes of practice requiring compliance, and threatening a range of
punishments from the freezing of assets to the removal of trustees have been introduced.
41.
Premiums: two types of PPF levy apply to eligible pension schemes during the first year of
operation – 2005/200636. The initial levy is a flat rate charged according to number and type of member
(GBP 15 for active members and beneficiaries, GBP 5 for deferred members). Meanwhile, the
administration levy is designed to cover start up and ongoing costs and is charged per member according to
bands (2-11 members GBP £24 in total, 12-99 GBP 2.50 per member, adjusting gradually to a 0.74p
charge for scheme with over 10,000 members. The formula is quite complex in order that the smallest
schemes in a size don’t pay less than the larger ones in the size below them. For example, for schemes of
10,000 or more, the rate is 0.74p per member, but with a minimum of £10,600). A fraud compensation levy
is also paid by both defined benefit and defined contribution schemes if and when the (separate) fraud
compensation fund needs to pay out substantial sums after a case of fraud occurs. From 2006/2007 the
initial levy will be replaced by a Pension Protection levy which will be made up by a scheme-based
element and a risk-based element. The scheme-based levy will relate to the level of a pension scheme’s
liabilities and may consider the number of members, and the amount of pensionable earnings in respect of
active members. The risk-based levy will take account of the level of the scheme underfunding and the
likelihood of sponsoring employer insolvency. It may also take account of a scheme’s asset allocation
and/or any other risk factors as set out in regulations. Ultimately, at least 80% of the estimated amount
34

Economist September 26th 2002 ‘How safe is your pension?’: when steel company ASW went bankrupt in July
2002 its pension fund, though compliant with UK minimum funding regulations, was only sufficient to pay
around two thirds of pensioners’ accrued benefits.

35

I.e. 90% of the pension an individual had accrued at the start of PPF involvement with the scheme, revalued in line
with the RPI (maximum 5%) between that date and the date the compensation comes into payment in line.

36

For

details see: ‘A guide to the Pension Protection Fund Levies 2005/06’ available on
http://www.ppf.gov.uk/guide_to_levies.pdf#search='pension%20protection%20fund%20a%20guide%20to
%20the%20pension%20protection%20fund%20levies'
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must be collected via the risk based levy of the pension protection levies. The risk based levy will be
introduced over a transitional period to control costs – schemes will be required to provide a Pension
Protection Fund valuation at the same time as their triennial valuation is undertaken. After the first year of
the PPF’s existence, when an initial levy will be set by the Secretary of State (to get the PPF up and
running as quickly as possible), the Board of the PPF will have the power to alter the charge in order to
regulate the total amount collected and therefore keep the PPF solvent, though within legislative limits (a
25% maximum annual increase and an overall levy ceiling). The PPF must consult with the government
and appropriate stakeholders when it wishes to change the rate of the levies, and at least every 3 years if no
changes are made. If the finances of the PPF are in trouble once the levy ceiling rate has been reached, the
Act provides for the Board to borrow and to reduce indexation and revaluation to zero. Once it has
reduced revaluation and indexation to zero it can recommend that the Secretary of State to vary the 90%
and 100% levels (if Secretary of State agrees this will then require further regulation). The government is
keen to stress that it is at arms length to the fund. It is self-financing, and the Act gives the Board
significant freedom to determine the levy structure, within set parameters as contained within legislation.
The government hopes this will prevent the PPF from becoming run for political objectives and
experiencing the financial difficulties currently troubling the PBGC.37 The relationship between the PPF
and the new Pensions Regulator will be important, as the latter will act almost as a watch dog for the PPF,
with powers to stop schemes becoming severely underfunded. The regulator will also take on some
outsourced tasks for the PPF, including the collection of the levies.
42.
Investment: like the PBGC, the PPF will take on the assets and liabilities of insolvent schemes,
rather than buying annuities. Two external fund managers have been appointed to invest the guarantee
funds assets (Insight Investments and Pimco), currently with fixed income mandates designed to match
liabilities, with Goldman Sachs given a deferred appointment. The strategic asset allocation of the funds
will be reviewed at least annually, and will change according to adjustments in liabilities38. This approach
may reflect an ‘Anglo Saxon’ approach to markets (contrasting with the approach of the PSVaG in
Germany), and a belief in the ability to generate extra investment income, therefore reducing costs. In
addition, the impact on cash-flow is lessened by paying benefits out over time as this allows the levy to
gradually make up any deficit, (paying out benefits out at once would require the PPF to have much bigger
cash reserves making the levy more erratic). The PSVaG’s PAYG approach would also be difficult to
operate in the UK or US where pension funds hold high equity weightings, causing their funding levels to
swing from year to year. This in turn would make the PPF premium volatile, making it difficult for
corporate CFO’s to budget efficiently in advance for the charge. The Pensions Act also outlines new
scheme specific funding requirements.
ii.

Issues

43.
The UK is an interesting real world example of the difficulties involved in introducing a pension
benefit compensation scheme. Concerns were raised even before the new scheme began operating, which,
aside from the generic ones discussed above, include the following:
•

Costs: one of the major concerns over the new UK pension compensation scheme is that it will
increase costs for defined benefit schemes, thereby encouraging even more of these to shift to a

37

See DAFFE/CMF(2004)12: “Developments related to corporate pension fund liabilities and funding gaps.’
Comments taken from UK government response.

38

For details of the asset allocation strategic and governance of the PPF see: ‘Statement of investment principles’,
available
on
http://www.pensionsprotectionfund.org.uk/sip.pdf#search='pension%20protection%20fund%20governance
%20of%20the%20pension%20protection%20fund%20strategic%20management%20of%20the%20fund%
27s%20assets'
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defined contribution basis39. The Association of British Insurers, the Association of Consulting
Actuaries and the Pensions Management Institute have all expressed such concerns. The
government, however, insists that companies will actually enjoy savings under the new pension
regulations of around GBP130 million, rising to 210million when taxes are simplified, (e.g. from
reduced administration costs, and from indexation requirements being relaxed). However a
survey by the National Association of Pension Funds (NAPF) taken during 2003 found that 50%
of pension fund respondents believed that the PPF would make it less attractive to run DB
schemes. Meanwhile the Government is still claiming that the levy represents only a very small
percentage of the flow of contributions into DB schemes, and that the scheme will greatly
increases the value of DB pensions to firms, as they will be useful for recruiting and retaining the
best staff. There is also the suggestion that, with the new European Pension Directive, defined
benefit funds could locate in another European state which does not operate such a compensation
scheme (such as Ireland) in order to avoid paying the levies – raising the possibility of ‘adverse
selection’ as only the weaker funds which may need such insurance remaining40.

39
40

•

Asset liability mismatch: though firm details are not yet available, concerns have been raised that
the new funding rules may actually encourage, rather than alleviate pension funds’ asset liability
mismatching. The Pensions Act 2004 specifies that risk premiums for the PPF will consider,
amongst other risk factors, the “risks associated with the nature of the scheme’s investments
when compared with the nature of its liabilities.”41 However, this should not necessarily be taken
to imply that funds will be directed to fixed income assets for immunization purposes, given
government comments that: “Our proposals (regarding scheme specific funding requirements)
will allow schemes greater flexibility to match their investment strategy to the profile of their
members – for example, schemes with younger members may be freed to invest more heavily in
assets expected to give a higher return over the long term.”42 Even if fixed income holdings are to
receive a lower premium, what mechanisms are in place to ensure that funds do not simply
switch their asset allocation at the end of year to ensure lower charges and then to switch them
into higher return assets for the rest of the period? There are also concerns over how the PPF will
invest its money. Despite warnings from the actuarial profession, the plan seems to be intending
to invest premiums in the same way as its pension fund client, holding both equities and bonds
(though initial investments are to be made only in fixed income assets). The asset allocation will
be determined by the Board of the PPF, who are aware of these potential problems, and stress
that their own allocation will be set according to the liabilities they take over (e.g. equity
investments may be used to cover the liabilities of younger schemes43).

•

Lack of funding: though the PPF initially estimated it would raise around GBP 300m a year,
though this was raised to GBP 575m at the end of 2005.44. Though a risk based levy will be
introduced from 2006/2007, some observers remain concern regarding the organisation’s funding
over the long-term. Studies have shown that bankruptcies are ‘lumpy’ and therefore the Fund

Investment & Pensions in Europe 1 August 2003, ‘Piling on the agony’, available on www.ipe.com
Financial Times, June 13 2005, ‘Great British Pensions Evacuation’

41

Pensions Bill (Bill 57) Par 137 (3) (b)

42

See Department of Work and Pensions paper June 2003:’Action on Occupational Pensions’

43

Investment & Pensions in Europe 3 March 2005, ‘UK protection fund aims to set risk levy quickly’, and 23 June
2005, ‘UK’s PPF names asset managers, custodian’, available on www.ipe.com

44

It should be noted that after its first months of operation only 3 initial applications were made to the PPF, from MG
Rover, Bristol Community Sport Ltd and Pearce Signs Group – See: ‘PPF, in good shape’, 1 June 2005,
available on www.ipe.com
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risks being overwhelmed at any one time, but particularly early on when built up premium
reserves are low. Indeed if claims may be so skewed that it would be practically impossible to
build up the multiyear reserves required, leaving the scheme almost inevitably exposed at some
point in future (see McCarthy/ Neuberger model45). Some actuarial studies estimate that the fund
needs closer to GBP 600m a year to remain fully solvent, and could therefore be facing a deficit
of GBP 3bn in 10 years time46. The issue of a government guarantee should the fund get into
financial difficulties has also been discussed. The government is ruling out the use of taxpayers’
money, but retains reserve powers to reduce the level of compensation if there are large claims
(though this can only be operated following a request from the Board). Some argue that
aggrieved pensioners will not believe that the PPF is not an arm of the government if the system
were to get into trouble, whilst others believe the government should take an even more explicit
role, possibly committing tax payers’ funds up front.47
•

Mispriced premiums: despite the PPF attempting to take more risk factors into account than any
other existing guarantee fund when pricing premiums, concerns still remain that these will still
not be set at proper market rates (though practically a balance has to be struck between setting
market rates and keeping premiums affordable to avoid the further closure of DB schemes).
Concerns have also been raised over the new funding rules. In a study conducted for Watson
Wyatt, Anthony Neuberger (of London Business School) and David McCarthy (from Imperial
College, London) concluded that a minimum funding standard is an inevitable component of a
successful pension protection system. Replacing MFR with scheme-specific regime seems
attractive and flexible, but the problems of moral hazard and adverse selection remain48. It is not
yet clear how the new scheme specific funding rules will operate in relation to the PPF (though
some suspect that these will simply migrate towards the PPF’s own required standards). There is
also concern over how quickly the PPF will be able to adjust premiums in the face of a
deteriorating position at a firm. The new Pensions Regulator should operate as an ‘early warning’
system, alerting the scheme to severely underfunded plans etc. Yet if premiums are only set once
a year, severe damage could be done (via non contributions etc.) before actions are taken.

•

Anti- avoidance: rather than being swamped with initial claims from insolvent companies on its
inauguration, initial controversy around the PPF has instead focused around a restructuring deal
made with a firm still in operation - insurance broker Heath Lambert. The Pension Regulator,
utilizing his clearance powers, approved a deal whereby the PPF guarantees the pensions of the
firm in return for up to a 30% stake in the company. The Regulator insists that the company

45

Description of David McCarthy and Anthony Neuberger’s claims model in: “Will the PPF go the way of the US
fund?”, Pensions Management, April, 2004, available on http://www.pensions-management.co.uk

46

Economist 15th April 2004 “Pensions: On the Cheap’. In addition, John Ralfe, an independent pension consultant
and formerly Head of Corporate Finance at the Boots company, has estimated that, taking into
account credit risk, underfunding and asset allocation, the FTSE100 companies alone should be charged a
PPF fee of £600m. See RBC Capital Market, Open Forum Notes Vol. 6, available on www.JohnRalfe.com
Standard and Poor’s simulations see the annual claim on the PPF at GBP 1.5bn, in their worst case scenario
– see Investment & Pensions in Europe 18 April 2005, ‘S&P see up to €2bn annual claim on UK’s PPF’,
available on www.ipe.com

47

Financial Times 21/7/2004 ‘Companies UK: A bad idea’ Martin Dickson. Idea put forward in the FT by Sir Tim
Chessels, chairman of trustees at BT’s pension fund (which NB is in deficit and still has a high equity
weighting), that the government should put tax payers’ money into the PPF.

48

Accountancy Age 17 December 2003: ‘Pension safety net worries financial directors’ available on
www.accountancyage.com : article reports that a survey by the UK insurance group Prudential of financial
directors found that 42% had reservations about new PPF, mostly on the basis that strong companies will
end up bailing out weaker ones.
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would have become insolvent without this deal, which therefore offers more upside to the PPF.
However, concerns have been raised on several levels, including whether this will set a
precedent, raising the moral hazard problem with other firms facing financial difficulties
attempting to remove their pension liabilities to the PPF49.
4.

Germany

i.

Description

44.
History: the Pensions-Sicherungs-Verein Versicherungsverein auf Gegenseitigkeit (PSVaG50) is
an independent body by law, operating as a mutual insurance association, and designated by parliament as
the sole carrier of mandatory pension termination insurance since its foundation in 1974. It was founded by
the Bundesvereinigung der Deutschen Arbeitgeberverbände e.V., the Bundesverband der Deutschen
Industrie e..V., and the Verband der Lebensversicherungs-Unternehmen e.V. The PSVaG is subject to
supervision from the Federal Financial Supervisory Authority (BaFin). If it were to withdraw the PSVaG’s
authorization, or its functioning become impossible for other reasons, the organization’s liabilities would
be transferred to the KfW-Mittelstandsbank. Prior to the introduction of the guarantee system, pensions in
Germany were treated as wage claims in bankruptcy, with the book reserve system consequently forcing
workers to take on significant risk. The insolvency insurance system was conceived as a way of retaining
necessary public support for book reserve funding.
45.
Coverage: book reserve, pension funds, support funds (Unterstützungskassen) and under certain
circumstances direct insurance have statutory insolvency coverage from the PSVaG, which protects current
and future beneficiaries in the event of employer insolvency. As of the end of 2005 59,636 companies were
covered, comprising of around 8.7 million beneficiaries (3.8m retirees, 4.9m with vested entitlements),
with a PV of insured benefits of €251bn, with around 440,000 individuals currently receiving €55.2m in
monthly payments. The employers covered by the PSVaG hold around two-thirds of all German
occupational pension assets. From 2002 some companies in Luxembourg have also been covered. The
PSVaG does not insure retirement annuities purchased directly from life insurance companies and
Pensionskassen51.

49

Financial Times coverage of the case includes, ‘Pensions watchdog primed to protect benefits not jobs’, 8 July
2005

50

Numbers quoted from the English summary of PSVaG annual report 2005. 2004 summary available on line at
http://www.psvag.de/pdf/gb04e.pdf#search='psvag%20summary%20of%20annual%20report%202005'http
://www.psvag.de/pdf/gb01e.pdf#search='PSVaG%20summary%20of%20annual%20report%202003

51

The insurance industry recently launched a voluntary projected €500m insolvency protection fund which ‘deregulated’ Pensionskassen (which serve a range of companies and account for around one-fifth of
occupational pension assets) may join. Investment & Pensions in Europe, 24 May 2006, ‘Pensionskassen
get insolvency protection’ – available of www.ipe.com
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Figure 4: Number of Member Firms
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Source: PSVaG52
46.
Operations: a key difference between the PBGC in the USA and the PSVaG in Germany is that
on the insolvency of a member the latter purchases annuities from a consortium of life insurance
companies (this was made up of 58 companies in 2005 – Allianz being the largest). The PSVaG does not
take over the assets of the pension fund, and consequently operates more like an intermediary, buying out
benefits through private insurance companies. Benefits are secured up to a limit of 3x a reference monthly
salary (€7,245 in 2004), with some being excluded, such as increases granted in the two years before
insolvency and non-vested benefits. German law also apparently gives the PSVaG the authority to
withdraw insurance cover if benefit commitments are changed by troubled firms to exceed levels
prevailing elsewhere. Insured benefits are paid in full even if the bankruptcy involves criminal behaviour
or if a firm’s contribution payments are not up to date. With the exception of the some steel companies,
most claims involve small firms. The system therefore involves extensive cross subsidy, but large
companies seem to accept that this is a small price to pay for continued access to internal financing via the
book reserve system.
47.
Premiums: the PSVaG is financed via contributions in the form of an annual insurance premium,
taking a PAYG approach to financing. Each year’s premium is based on estimated losses during the
previous 12 months, with this estimate divided by the contribution basis (the insured pension liabilities) to
give a contribution rate. Premiums paid therefore reflect the experience of the year, with a little smoothing
of premiums over time, and this has led to volatility in contribution rates (highest on AEG bankruptcy in
1982 at 0.69%, 0.49% 2005, 31 year average 0.26%). Apart from the fact that the premium paid to the
PSVaG in respect of pension funds is 80% lower than that for the book reserve or support funds (reflecting
the fact that they are funded), no risk adjustment occurs to the premium charged. The number of
insolvency claims in 2005 for the PSVaG amounted to 580, resulting in total claims of €574m.

52

The sharp increase in the number of firms mainly comes from employers who have became subject to insolvency
insurance as a result of wage and salary conversions
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Figure 5: Total Contribution and Rates
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48.
Investments: As of 2005, the PSVaG’s investments amounted to €962.6m, with 16% held in
shares, 42% in fixed income and 42% in deposits.
ii.

Issues

49.
A major reform of the PSVaG has been proposed, with a bill passing through the Germany
parliament during 200653. The government plans to change financing of the PSVaG from the current
PAYG system to a fully funded status. Reform is being driven by two factors. First, changes in German
pension law in recent years have caused a shift away from fully insured pension schemes to non-insured or
partially insured schemes (e.g. due to the recently simplified option of transferring pension obligations to
pension funds) – which results in a thinning of the contribution base. ‘Old obligations’ will therefore have
to be spread across a smaller number of contributing firms, causing contribution rates to rise. The reform is
also being driven by increasing bankruptcies in recent years, which has also put upward pressure on
contributions (e.g. total contributions amounted to €1.2bn in 2005, an increase of 36% from the €882m
collected in 2004). The proposal is for a new fund to be created, into which employers will pay for a period
of 15 years (the period over which most of the outstanding obligations mature) covering the cash value of
the current payable and vested benefits – amounting to €2.5bn of entitlements or ‘old obligations’. The
PSVaG estimate that building up this funding will not have a large impact on contributions. A one off
charge for covering old obligations will be levied according to 2005 contributions – which will result in a
charge of around 0.9%, payable over 15 years, i.e. a 0.06% annual charge. Entitlements to future pension
payments will be financed through contributions to be levied by the PSVaG in the year in which the
53

Investment & Pensions in Europe 2 May 2006 ‘Germany plans huge pension insolvency fund’ – available on
www.ipe.com
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employer becomes insolvent – as is currently the case with payable pension benefits. Future entitlements
are estimated to require a contribution rate of 0.04-0.05% - giving total contribution of c0.10% - 0.11%.
Other proposed change includes the interest rate which the PSVaG must use when assigning pension
benefits to the consortium of life assurance companies54. The PSVaG also plan to move to risk-based
levies, provided they can obtain external ratings for all companies the cover. Employers are said to support
the proposed changes, hoping that investment returns generated on the accumulated funds in future will
allow for lower employer contributions.
5.

Sweden

i.

Description

50.
History: aside from schemes covering public sector workers, there are two main occupational
pension schemes in Sweden. The first, known as the ITP, is for private-sector, white- collar workers. Funds
which are run through the establishment of a pension foundation or book reserves (not those directly
insured with insurance company Alecta) must insure the risk of insufficient assets in the case of insolvency
with a guarantee fund managed by the Pension Guarantee Mutual Insurance Company (FPG). Founded in
1961, this is a mutual non-life insurance company which transacts insurance only for the safeguarding of
pension rights. Its board of directors consists of representatives of policyholders (i.e. around 1560
sponsoring employers) and trade unions (one from each of Sif and Ledarna) and the organization is nongovernmental. A third entity, the PRI (Pension Registration Institute), records the pension promises made
by each employer, calculates the value of these obligations on a standard basis and serves as an
intermediary that receives the employer contributions and eventually makes the payments to retirees. The
second main occupational scheme is for blue-collar workers. Previously known as the STP, insurance was
provided by the AMFK when employers borrowed against their pension funds. From 1999 the STP was
replaced by the SAF-LO. This is safeguarded through member directed life insurance and the AMFK is
now in run-off.
51.
Coverage: Swedish pensions are provided on a contractual basis, with the majority of employees
(90% of the workforce) being covered by collective agreements between unions and employer
confederations. It is Sweden’s trade unions rather than the government which requires pension schemes to
subscribe to the guarantee system. The FPG covers around 200,000 employees. In the case of both the FPG
and the AMFK only creditworthy companies are allowed to participate in the guarantee scheme, or those
who are able to provide adequate collateral.
52.
Operations: in the case of a company insolvency, the FPG buys out benefits with the insurance
company Alecta – meeting the full cost for securing the benefits in the case that liabilities were book
reserved, and the shortfall in cases where liabilities were partially funded. Since inception the scheme has
tried to assess the risk of a corporation to insolvency and to cover its exposure accordingly. It does so by
effectively running an in house rating agency, analysing corporate accounts, historical performance,
profitability, industry factors, leverage and where applicable external ratings. The insurers can respond in 4
ways to firms applying for coverage: 1. insurance is provided to financial strong companies; 2. insurance is
offered to slightly riskier companies contingent on the assignment of capital; 3. insurance can be offered to
subsidiaries with a security bond from the parent company; 4. insurance is offered only if the company
provides a backup credit guarantee from a bank (which is tantamount to a rejection). Contracts can last up
to 3 years and a key time for stepping in and demanding more collateral if the situation looks to be
deteriorating is when the renewal is due. In the direst circumstances, the FPG can require the entire amount
outstanding to be wound up over 5 years through the purchase of annuities from an insurance company.
54

The current legal obligation of 2.75% being applied for payable pension benefits with a less conservative 3.67%
applying to entitlements (including ‘old obligations’).
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Demand for immediate termination arises in special situations such as when operations cease or a change
in ownership takes place which could undermine the company. On average a far higher percentage of
bankruptcy claims are recovered than by other guarantee programs, largely due to the surety bonds
provided by parent companies. Uniquely amongst guarantee schemes the full benefits are covered with no
restrictions. FPG and AMFK reinsure their liabilities to protect themselves against extraordinarily high
claims in any single year.
53.
Premiums: in the case of employers using the book reserve method, the yearly contribution (as of
2006) was 0.3% applied to total book reserved pension liabilities. Premiums for pension obligations funded
via a foundation are reduced (to 0.1% in 2006) for the part which is covered by assets in the fund. The
company pays the same premium to the FPG regardless of whether collateral has been pledged or not, or
whatever its credit rating, except where the entire pension commitment is covered by a bank guarantee
(when a lower premium applies), but this is unusual. Policyholders have an obligation to help the FPG to
meet claims should reserves be totally exhausted. In this case additional charges may be made, capped at
2% of pension liability of a company. Members who have been policy holders for 10+ years qualify for a
policy holder’s bonus if board of FPG decides to grant one (one being granted in 2001/2002 due to poor
investment returns), and this is based on the sum of premiums paid during the last ten years. In 2005
premiums of SEK248m ($34m) were collected and a bonus of SEK 147 m ($20m) was granted. Insurance
exposure amounted to SEK120bn ($16.6bn), with 6 claims being made.
54.
Investments: as of 2005, assets of SEK15.2bn ($2.1bn), were invested 67% in fixed income, 32%
in equity.
ii.

Issues

55.
The Swedish model is probably the most successful currently in existence. The issue is therefore
whether it could be transferred to other countries wishing to introduce a pension benefit guarantee scheme.
One of the major obstacles would be implementing such a rigorous screening procedure on a large scale,
mainly due to cost. Could an external credit rating of some form therefore be used? As the major rating
agencies have become somewhat discredited in recent years (e.g. failing to pick up on the Asian crisis or
scandals at US companies such as Enron), another proxy, such as credit default spreads (CDFs) or other
credit swap derivatives could be used (though research suggests that these are also not always accurate
predictors of insolvency). The system may also be difficult to introduce as bankruptcy laws may have to be
changed, and the collateral demands made could push up the cost of debt. The system is therefore
interesting in theory, but would need an independent rating agency with significant powers to make it
work.
6.

Others

i.

Switzerland

56.
History: the Sicherheitsfonds BVG55 was established in 1986 by the federal government as an
independent, public foundation.56 The supreme body is the Foundation Board, on which the top-level
organizations of the social partners, the public administration and a neutral member have seats. The
guarantee fund insures pension obligations up to a maximum specified in the country’s Law of Old-age,
55

56

Also

known as the LOB (Law
www.sfbvg.ch/en/bvg/bvg_home.htm

on

Ocuupational

Benefits)

Guarantee

Fund.

See:

It is unclear if there is implicit government support behind the scheme and if public funds would be used to support
the organization if it were in difficulty. Certainly increased premiums, reserves and even bank loans may
be used to cover heavy losses before this were the case.
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Survivors and Disability Pension Plans (LPP 1985) and was designed to cover a considerable variety of
plan designs (Swiss funds largely being DC in nature with guaranteed minimum returns). The guarantee
fund supports all mandatory benefits promised by second tier, occupational plans, (including old age,
survivor, disability benefits etc.). An interesting feature of the Swiss scheme is that protection is provided
on the bankruptcy of the fund rather than the sponsoring firm (reflecting the strict legal separation of
pension funds and their sponsoring corporations in Switzerland). In theory the guarantee fund could take
on the responsibilities for a solvent company, but in practice this has not happened (as companies feel an
unwritten moral obligation to make sure their funds are covered themselves).
57.
Coverage: employer and employee organizations must establish and manage a safety fund
(sicherheitsfond) at the federal level. The scheme is mandatory for defined benefit and DC occupational
schemes, including both those schemes providing government specified minimum benefits and those
providing above the minimum. Around c3,80057 funds, or 3.2m insured persons are covered. Even though
some public funds have an underlying guarantee from the state, canton or city and therefore do not require
further insurance, they still are legally obliged to pay contributions to the foundation.
58.
Operations: a pension fund is deemed insolvent in Switzerland if it cannot pay statutory or
regulatory benefits which are due and if restructuring is no longer possible (i.e. if liquidation, bankruptcy
or similar proceedings have been initiated against it). The guarantee scheme then attempts to secure
pension benefits with suitable institutions (e.g. insurance companies), operating like the PSVaG in
Germany by buying annuities, rather than taking on the assets of insolvent schemes. Benefits are
maintained in their entirety, with an insured salary cap of 1.5x the Social Security Upper Earnings limit.
Insurance is provided for fixed monetary amounts that are uniform across all plan types. As well as the
usual main function (i.e. secure the payment of benefits if pension institutions are insolvent), the Swiss
fund also has additional and unique roles, such as to pay subsidies to pension institutions with financial
difficulties due to an unfavourable age structure, and payments to meet extraordinary costs of
Auffangeinrichtung (collective scheme set up to administer vested benefits not transferred to a new
employer and to provide a legal minimum benefits where an employer has not setup a plan). Furthermore
the scheme may sue trustees or fund mangers when insolvency occurs due to fraud.
59.
Premiums: the fund is financed through levies which are determined by the scheme’s board and
approved by the Federal Social Insurance Office. In 2005 contributions for insolvency insurance were
0.03 %, applied to the sum of all vested rights and 10x the sum of pensions in payment. Extra contributions
(covering the subsidy for funds disadvantaged by an older work force) of 0.07 % on the basis of the payroll
totals coordinated on a pro rata basis pursuant to BVG are required for registered funds providing benefits.
These contribution rates will remain the same for 2006 . No direct link exists between the exposure of the
guarantee fund and premiums charged. 2212 claims were made in 2005 (vs. a peak of 2821 in 2002),
involving insolvency payments of CHF 46.7m. The situation for occupational benefit schemes has
improved and stabilised in the past three years. Subsidies paid to funds with an older work force increased
somewhat to CHF 72m. Although the scheme does not take over the assets of insolvent pension funds, but
buys out their obligations with annuities, excess contribution income has allowed the guarantee scheme to
build up a reserve fund of CHF 192.3m.
60.
Investment: the scheme can invest assets with the same restrictions as apply to pension funds. As
of 2005, 58.6 % of funds were invested in CHF bonds, 4.3 % in cash, 10.4 % in domestic equity, 16.8 % in
foreign equity and 9.8 % in foreign bonds. This is one potential source of moral hazard which is not found
in the Swiss system, as the investment policy of Swiss pension funds has been very conservative. This is
57

This number includes the 2600 registered pension funds and 1200 non-registered pension funds. Registered pension
funds are authorized to provide the mandatory part of the second pillar. Note that pension funds often also
insure (voluntarily) additional parts of workers salaries.
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partly due to culture, and also as fixed and legally required interest must be paid on mandatory pension
credits combined with the contribution levels. There is also no doubt who owns the pension surplus in
Switzerland – the workers – and consequently there is little incentive for plan sponsors to follow high risk,
high return strategies (though this may change as returns are viewed and compared more in an international
context).
ii.

Japan

61.
History: although defined contribution schemes are now allowed in Japan, many occupational
schemes remain defined benefit in nature, including traditional lump sum severance pay plans funded by
book reserves. Many Employee Pension Funds (EPFs) were established in the 1960s and 1980s. These are
pension plans with over 500 members for single-employer schemes or over 3000 for multi-employer
schemes (for EPFs newly introduced after April 2005, over 1000 members are required for singleemployer schemes and over 5000 members for multi-employers schemes). As well as providing private
pension benefits, EPFs also manage a portion of the public pension scheme - the Employee Pension
Insurance or EPI, which is the employment related social security pension for private sector employees.
This public pension portion of the EPF is known as the ‘Substitution Component’. The Pension Guarantee
Program was set up in 1989 by the Pension Fund Association (PFA) to provide termination insurance for
EPF plans (other occupational pensions, know as Tax Qualified Pension Plans or TQPP plans are not
covered as they do not have any funding rules and are not covered by the PFA annuity programme). The
Employees Pension Insurance Act (EPIA) states that the PFA is able to carry out the Pension Benefit
Guarantee Program with the approval of the Ministry of Health Labour and Welfare. The EPIA does not
describe the Program in detail – implying that it should be designed and operated appropriately based on
the consensus of member EPFs. The essential characteristics of the Program are that it is a mutual aid
system of EPFs, which aims at securing Minimum Preserved Benefits, within certain limits, in the case of
‘inevitable’ dissolution, due to bankruptcy or business deterioration of sponsoring companies. It is based
on the understanding that every EPF makes its best efforts to secure rights of its own plan participants.
Before setting up the fund in 1989, suggestions were sought by the PFA from the PBGC in the US. The
following three suggestions were given: to make the program as simple as possible; not to extend the
guarantee range beyond financial capabilities; to make efforts to prevent the dissolution of underfunded
plans. These pieces of advice determined the basic structure of the Program which was then implemented.
62.
Coverage: all EPF funds must make contributions to this scheme. The PFA Articles state that all
member EPFs should participate in the Program (in 1989 the MHLW gave approval of the implementation
of the Program on the condition that the PFA Article made participation obligatory, and in 2001 the PFA
General Assembly unanimously adopted a resolution reconfirming the obligatory requirement). There has
been discussion of the introduction of a Statutory Pension Benefit Guarantee Scheme to cover all DB plans
(and possibly also DC schemes in cases of fraud). Indeed the Welfare Committee of both Houses of the
Diet adopted resolutions requiring the government to give further consideration to the issue of the
introduction of such scheme when the Defined Benefit Corporate Pension Bill was passed in June, 2001.
However such a move is strongly resisted by employers (who are unwilling to give support to other
companies for the sake of preserving severance allowances and who consider that defined benefit plans are
derived from severance allowances). With such situation in mind, the next statutory revision of the pension
system is expected in 2006 or 2007. Yet pressure for the introduction of such a fund may grow as the
social security pension is scaled down and sooner or later corporate pensions have to assume a greater role
in the retirement income.
63.
Operations: if an EPF is wound up, the PFA takes over the Substitution Component in exchange
for collecting the amount equal to the minimum funding required for this component (known as the
‘Minimum Technical Provision of the Substitution Portion’ or MTPSP). Any remaining assets are
distributed to all plan participants, who can chose to take the portion of these residual assets due to them
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either as a lump sum or an annuity (which is paid by and known as the PFA Annuity). The guarantee
scheme covers only those participants who choose the annuity option. The maximum guaranteed benefit is
0.3x the Substitution Component and half of the benefits exceeding this amount. The present value of the
maximum guaranteed benefit is called as the Ceiling Amount58. In principle the benefits which the program
pays out should be equal to the unfunded liability (i.e. the sum total of the Ceiling Amounts of all
participants minus the amount of residual assets). However, a ceiling of Y7bn (cUS$70m) is imposed on
the amount of the unfunded liability59, which was introduced in 2000 to keep the Program solvent with
affordable amounts of contribution.

Figure 6: Ceiling of the Applicable range of Guarantee for Individual Participants (i.e. Ceiling
Amount)60

64.
Insurable events can not be described shortly in fine detail, because they include various fund
dissolutions due to financial difficulties of sponsoring companies. However, with the accumulation of
precedence, the criteria of invoking the guarantee have been clarified gradually. The basic principle of
invoking the guarantee is that the fund dissolution was caused by bankruptcy or similar financial
difficulties of sponsoring companies. Insurable events include ‘inevitable’ dissolutions due to: bankruptcy
of sponsor companies; business deterioration of sponsoring companies or industries as a whole to which
the sponsoring company belongs; or other circumstances under which the sponsoring companies are
considered having been unable to sustain the EPF. There are criteria for applying the latter two conditions
for the case of single-employer EPFs including: the sponsoring company having had a balance sheet in the
red consecutively for several years before dissolution and the balance sheet having been in a situation
where debts exceeded assets or cumulative deficits, excluding the retirement benefits provisions; also that
the number of active participants at the EPF had been decreasing substantially, the plan is very mature and
58

The discount rate for calculating the present value is fixed at 3.5% at present, therefore is greater than the discount
rate for calculating the ‘Minimum Funding Standard Amount’ or MFSA of the pure private benefits.

59

This corresponds to the ceiling on the contribution to the Program (annually 65% of Y9.681m per fund).

60

Following charts taken from Nobuhiro Shimizu’s presentation on ‘Protection of Participants and the Pension
Benefit Guarantee Program of Japan’, made at the OECD/ IOPS Conference on Private Pensions in Asia,
Bangkok, Thailand, 27-28 April 2005 http://www.oecd.org/dataoecd/56/39/34723067.pdf
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contribution rates were considerably high in comparison with those of other EPFs with similar levels of
benefits, and further contribution hikes were considered to be unavoidable. In addition to these insurable
events, benefits covered can be reduced based on the funded status of the EPF. If the funded ratio is below
50% a reduction formula is imposed. Program benefits may also be reduced due to inappropriate
management of the EPF when: directors of the EPF are considered to have neglected their duties (reduction
of the Program Benefits by up to 20% of the Unfunded Liability); when the administration or operation of
the EPF are considered having been inappropriate (reduction of the Program Benefits by up to 20% of the
Unfunded Liability); when appropriate measures have not been taken to secure assets after resolution to
dissolve the EPF was adopted, and substantial amounts of assets were consequently lost (reduction of the
Program Benefits by up to 30% of the Unfunded Liability). In terms of governance, the Program is
operated under the control of the Steering Committee, which is composed of representatives of member
EPFs. The PFA operates the Program in compliance with the recommendations of this committee,
including whether to invoke the guarantee (the Program Benefits) to individual cases, whether to reduce
the Program Benefits and to what extent. The committee also investigates key issues such as benefit
structure, ceiling on guarantees, contributions of member EPFs to the Program etc. In other words the
Program is self-governed by EPFs and is not directed by the government. The decisions of the Steering
Committee are completely disclosed to all EPFs. There has been 36 claims as of March 31, 2005 and
among these cases, the Steering Committee has recommended to invoke the guarantee for 22 cases. As
experience is gained, fewer claims with a scare chance of being approved by the Steering Committee are
being received.
Figure 7: Program Benefit Reduction Formula

65.
The government also allows another de facto type of protection for the Substitution Component
via a system known as ‘daiko henjo’. Since April 2002, EPF schemes have been allowed to hand back this
Substitution Portion to the government (the EPI)61, a measure recognized as part of the de-regulation of the
operation of corporate defined benefit pension plans. This move was partly due to the stagnation of
Japanese financial markets and poor investment return for over a decade, but also due to changes in the
Japanese accounting standard on retirement benefits introduced in 19992000, which requires that
companies evaluate the liability of the Substitution Portion in the same way as the rest of the occupation
pension scheme (i.e. the purely private part of retirement benefits), irrelevant of the legal liability of the
61

Goldman Sachs ‘Portfolio Strategy’, October 2002, author Japan strategist Kathy Matsui
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Substitution Portion - the MTPSP62. Any EPF scheme which carries out a daiko henjo operation will be
converted to a ‘New Defined Benefit Pension Plan’ (as of September 2004 a total of 784 new DB funds
had been set up, 546 via daikyo henjo operations).
66.
Premiums: premiums are determined by three components: per capita premiums according to the
number of participants; premiums in proportion to the total benefit amount guaranteed; and premiums in
proportion to the amount of unfunded liabilities (the sum total of the Ceiling Amounts of all participants
plus the MTPSP minus the amount of assets). The maximum of the sum of first two components is set at
Y8.82m. The maximum of the third component is set at Y0.861m. The ceiling placed on premiums means
that larger companies pay lower guarantee premiums. The premium ceiling was really imposed to persuade
larger companies to accept the introduction of the guarantee fund. Currently, premiums are further reduced
by 35% from the sum of these components, as the Program currently holds funds in excess of its targeted
contingency reserve (i.e. by which the solvency of the Program is expected to be kept for 5 years without
further contribution, with 90% probability). The excess amount is Y8.05 billion, and by assuming that the
excess amount are withdrawn during 20 years, it is possible to reduce the total premiums by Y450 million,
which corresponds 35% of the total contribution.
Table 1: Contributions to the Program (applied from 2005)
Contribution
proportionate
the number
participants

to
of

Average weight:45
Y114 per
participant

+

Contribution
proportionate to sum total
of ceiling amount

Contribution
proportionate to the
amount of unfunded
liability

Average weight: 45

Average weight:10

0.0083%

Upper limit
(1+2)
Y8.82m per
fund

+

0.0123%

Upper limit Y0.861m
per fund

67.
Investment: reserves at the Pension Guarantee Fund have been increasing since 1998, with the
amount invested by the PFA now at Y30bn. The financing of the institution has remained on an even keel,
partly as, despite the continued underfunding of occupational pension schemes in Japan63, rising
bankruptcy levels, and therefore rising claims against the Pension Guarantee Fund, the criteria for invoking
62

The MTPSP is evaluated, in actuarial terminology, by the retrospective method - i.e. the MTPSP is the termination
value of cash inflows and outflows (premiums corresponding to the Substitution Portion and benefits paid
out) with actual interest rates performed by the investment of social security fund (EPI). In other words,
EPFs do not have any responsibility of paying additional contributions as long as the investment return is
not less than that of the EPI.

63

In the fiscal year ending March 2004, assets at 283 of Japan's biggest corporate pension funds covered 77 per cent
of their payment obligations, up from 62 per cent the previous year, according to Greenwich Associates,
the US consultancy. See Financial Times, 26 July 2004, “Mood of crisis lifts in Japanese pension funds”.
A survey of all listed companies (3,414) by Nomura Securities found a lower funding ratio of 56% as of
March 2004,‘Corporate Pension Obligations’ Nomura Daily Report, 7th September, 2004.
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the guarantee only include fund dissolution due to bankruptcy or similar financial difficulties of sponsoring
companies, the criteria has been strictly applied, and the automatic benefit reduction formula based on the
funded status of dissolved funds is also incorporated. Since the Program started its operation in 1989, there
has been 36 claims (as of March 2005), with 14 cases being rejected. However, it should be noted that
there have been far more funds wound-up during the same period, many underfunded in comparison to the
MFSA, which means that the rights of participants have not been properly protected properly by the
funding rules alone.
Table 2: History of the Programme Implementation (From April 2002 to March 2005)
No.

Fund
Name

Date of
Dissolution

Claimed Amount
(in mil. yen)

Applied Amount
(in mil. yen)

Reduction
Rate (%)

22

Fund V

Feb. 2001

955

346

23

Fund W

Apr. 2001

296

Not applicable

63.7
-

24

Fund X

Jan. 2002

73

21

70.7

25

Fund Y

Sep. 2001

247

158

36

26

Fund Z

Oct. 2001

65

58

10

27

Fund AA

Apr. 2002

1,049

608

42

28

Fund AB

May 2001

780

377

51.7

29

Fund AC

Jul. 2002

31

16

50

30

Fund AD

Jan. 2003

477

331

30.6

31

Fund AE

Mar. 2003

936

Not applicable

-

32

Fund AF

Jan. 2003

368

328

11

33

Fund AG

Dec. 2002

264

151

43

34

Fund AH

Sep. 2002

1,829

611

66.6

35

Fund AI

Feb. 2003

652

Not applicable

-

36

Fund AJ

Mar. 2002

254

229

10
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Table 3: Major Pension Insurance Programs
Country (programme)

Who is covered

US
(Pension
Benefit
Guarantee Corporation)

Participants
in
private DB plans.

Canada
–
Ontario
(Pension
Benefit
Guarantee Fund)

Participants
in
private DB plans.

Vested benefits
up
to
CAD
12,000
(US
$10,000) annual
maximum.

UK (Pension Protection
Fund)

Participants
in
eligible DB plans
(this will include
some public sector
schemes that do
not have a full
crown guarantee).

Germany
(Pensions-SicherungsVerein)

Participants
in
book
reserve,
support fund or
pensionsfonds
financed plans.
Contractual
coverage of white
collar employees.

Sweden
(Forsakringsbolaget
Pensionsgaranti)

Switzerland
(sicherheitsfonds BVG)

Japan
(Pension
Guarantee
Programme)

Participants in DB
and
Swiss-style
DC schemes.

Members of EPF.

Coverage
amount
Vested benefits
up to a $44,300
maximum.

Premium/ Cost
Structure
Charge based on
number
of
participants and
underfunded
amount.
Charge based on
number
of
participants and
underfunded
amount.

Claim process

System status

Assets
and
liabilities taken
over in case of
corporate
bankruptcy.
Cash allocation
made to plan
administrator to
cover guaranteed
benefits.

Pensioners,
survivor and ill
health pension at
100% (subject to
a review of the
rules
of
the
scheme),
with
increases
in
accordance with
PPF rules. Under
pensionable age,
90%
capped
(estimated GBP
25,000
US
$46,000) – again
increases subject
to PPF rules.
Statutory vested
benefits up to
(US
€86,700
$112,000) annual
maximum.
Full benefits.

Administration
and
fraud
compensation flat
based levies. To
fund
compensation
payments:
an
initial levy (in
year 1) and then a
scheme based and
a risk based levy.
Ultimately
the
risk based levy
must collect at
least 80% of the
total.

Assets
and
liabilities taken
over in case of
corporate
bankruptcy.

Surplus
of
$7.7bn in 2001
eroded
to
a
deficit
of
$23.3bn 2004.
CAD
$100m
deficit
(US
$84M),
with
several further
large potential
claims pending.
PPF proposed to
be in place from
April
2005.
Government
estimates GBP
300m
(US
$550m) annual
funding to be
raised.

Charge is a % of
liabilities,
and
reflects
experience
in
prior year.
Charge is % of
liabilities;
collateral
required
if
insolvency risk
deemed high.

Insolvency of a
member
company triggers
annuity purchase.

Ex post premium
ensures ongoing
solvency
of
PSV.

Insolvency of a
member
company triggers
annuity purchase.

100%
of
governmentmandated
minimum
benefits;
Additional
benefits
are
subject to salary
cap.
0.3x
substitutional
component and
half
of
any
benefits in excess
of this amount.

Charged based on
liabilities.

When
pension
plan
declared
insolvent,
annuities
are
purchased.

End of 2003
reserves
of
$1.7bn
and
potential
insurance
exposure
of
$15bn.
Reserves of CHF
300m ($217m)
in early 1990’s
have eroded to
CHF19m
($14m).

Premiums related
to
size
of
company, size of
benefit and risk
adjusted for level
of underfunding.

Unclear
what
events trigger a
claim.

37

Reserves
Y30bn
$285m).

of
(US

Belgium

Australia

No

Employers having
20+ employees
must notify the
employees and the
government. If the
contract is
terminated
immediately, the
salary and benefit
claims must be
made within 15
days of the close of
business.

Written notice of
dismissal at least
one month in
advance

Termination
requirements

Collective bargaining
Agreements

Priority over unsecured
debts and claims.

Certain claims for
amount owed
for work performed have
1ST priority over all
creditors. Other
employee claims for
generally privileged
labor credits have 3rd
priority.

Priority

World Bank
Global Forum on Insolvency Risk Management (Washington DC, 2003)

Argentina

Automatic
Termination
Amount Allowed

Elements

Funds

Fund for closures

1

EESS: Payments to $20,999, unpaid
wages, annual leave and
redundancy pay up to 4 weeks, pay
instead of notice up to 5 weeks,
long service leave up to 12 weeks.
GEERS: $A75,200 for 2001-2002;
A$81,500 for 2002-2003.

Amount /
Claims Covered

SOCIAL PROTECTION

EESS provides eligible employees
payments upon insolvency of the
employers (between 1/1/2000 and
Wages and
09/11/01). It is subrogated to the
superannuation
claim of the employee against the
contributions, injury
employer. After Sept. 11, 2001,
compensation, and
GEERS applies. In addition,
retrenchment payments.
employers must purchase
insurance to protect employees’
entitlements.

PRIORITY OF CLAIMS
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Insolvency and Social Protection
By Gordon Johnson

Funds

Finland

World Bank
Global Forum on Insolvency Risk Management (Washington DC, 2003)

No, insolvency
does not create
grounds for
dismissal,
either.

Wages

Salaries, wages, and
other benefits owed to
the employee.

Directors are personally liable for
up to 6 months of vacation pay
under OBCA and 6 months of
wages under CBCA.

Amount /
Claims Covered

Wage Guarantee System funded
by employers.

When the government pays out
employee claims on behalf of the
insolvent employers, employers are
to repay the government within 10
years, unless their financial
standing would render repayment
unreasonable.

Denmark

According to OBCA and CBCA,
Directors are jointly and severally
liable for employee wages and
Salaries, wages,
vacation pay. Unpaid wages,
commissions, and
vacation or termination pay may
vacation pay during the
be claimed under Canadian
6-month period prior to
Employment Standards Act, but
bankruptcy.
may not protect an employee if
the employer has begun
bankruptcy proceedings.

Compensation for workrelated injuries has the
highest priority of all
employee claims,
followed by salaries,
vacation pay, and
bonuses.

Elements

Yes, they follow costs of
bankruptcy Proceedings
and costs acquired by
Debtor during the
suspension period.

Up to EUR15,137

Amount Allowed

Additionally protects employee
claims for wages, vacation pay, and
severance pay earned during the 6
months before the bankruptcy
Employees’ Pay Guarantee Fund
proceedings. If the fund pays out, it
becomes subrogated for the
employee’s claim against the
employer.

Preferred status over
unsecured creditors,
except entitlements for
severance and
termination pay.

Priority over all other
creditors’ claims.

Priority

China

Collective bargaining
Agreements

Unemployment Insurance System
for staff workers of state-owned
enterprises will pay dismissed
employees 70-80% of the national
minimum wage for 2 years.

No

Written notice or
pay. If lay-off is
temporary, or short
term, advance
written notice or
reason for lay-off is
not required.
However, a recall
date must be set.

Termination
requirements

SOCIAL PROTECTION

2

Claims of employees are
settled first. This
method has been
criticized , as creditors
and affected workers are
treated inconsistently.

Canada

Brazil

Automatic
Termination

PRIORITY OF CLAIMS
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Italy

Proper notice

No, unsecured general
status

World Bank
Global Forum on Insolvency Risk Management (Washington DC, 2003)

No

Ireland

Highest priority, even
over secured claims.

India

No. Insolvency
does not create
proper grounds
for dismissal,
either.

Owed wages or salaries,
accrued holiday pay,
amounts owed under
Workmen’s
Compensation Act,
and pension fund
benefits.

In insolvency, reduced
production, or
restructuring, only
collective dismissal is
allowed. Employers must
notify their employees of
these dismissals in writing
and contribute to the INPS
the cost of up to 9 months’
availability allowance for
each dismissed employee.

Up to a certain limit

Amount Allowed

Partial. Before
Depends on the social
insolvency, unsecured;
welfare plan.
after insolvency, secured.

First priority / superprivilege over other
secured creditors.

Priority

Preferential claims

With proper notice

Collective bargaining
Agreements

Hong Kong

No

Germany

Termination
requirements

Wages, severance pay,
payment for lack
of termination notice
and holiday pay.

No

France

Automatic
Termination
Elements

Employees are entitled to
payments from Protection of
Wages on Insolvency Fund
(PWIFB).

A formal social welfare plan
may be established.

Wage Guarantee Insurance

Funds

Wages Insurance Fund

3

Protects the income of employees of
insolvent employers by paying up
to 80% of their lost wages.

Up to a certain amount

Up to HK$36,000 for wages,
HK$22,500 for payment in lieu of
notice, HK$50,000 or 50% of any
claim over that amount for
severance pay, nothing for lost
holiday.

Maximum ⅓ of all assets available
to creditors.

Amount /
Claims Covered

SOCIAL PROTECTION

Wages, holiday, and sick
pay, maternity leave,
Social Insurance Fund
wrongful dismissal.

Wages and severance
pay up to HK$8,000,
lack of termination
notice, up to HK$2000 or
one month’s pay, entire
amount of holiday pay.

PRIORITY OF CLAIMS
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Not necessarily.
The official
assignee may
require an
employee to
continue to
work anyway.

Termination
requirements

Permission from
government is required in
collective dismissals in the
event of bankruptcy.

Collective bargaining
Agreements
Amount Allowed

Three months’ salary or
wages and seniority
payment of 12 days’
pay for each year of
employment.

Preferential claim

Wages, salary, and
related earnings.

Full-time employees
entitled to up to 13
Yes, employee claims are
weeks of wages, unpaid
settled before the rest of
leave entitlements, and
the creditors’ claims.
termination pay of up to
6 weeks.

First priority for wages
owed within 2 years
prior to employer’s
bankruptcy.

Preferred status for
employee’s unpaid
wages claims over other
Salary, severance pay,
debts of employer, but
and bonuses.
not over secured debts,
such as tax payments
and mortgages.

Priority

Four months prior to
employer’s insolvency
and up to $NZ6,000;
amounts outstanding are
ordinary claims.†

No private or
government-sponsored
unemployment
insurance schemes.

Salaries earned 6 months
prior to bankruptcy
(even if bankruptcy court
decides to discharge
certain debts of the
debtor), ⅓ of retirement
allowance.

Elements

Amount /
Claims Covered

If an employer is unable to pay,
the Unemployment Act of 1949
pays the claims from the
Netherlands’ social security
system.

NOTE: Employee entitlements in
existing private funds are not
affected by the employer’s
insolvency.

Law concerning the Security of
Wage Payments provides
No limit on the amount, but civil
employees with additional
code states that up to 6 months of
payments from the government if
unpaid wages may be claimed.
the employer fails to cover the
claims.

Funds

SOCIAL PROTECTION

4

World Bank
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In late 2001, the first insolvency law changes were announced in which employers would soon be able to make priority claims up to NZ$15,000
and employee redundancy payments would soon be given priority status. In the first half of 2002, the second stage of review of insolvency laws
took place, and a Bill specifying the proposed changes should come before in Parliament in the near future.

†

New Zealand

Netherlands

Mexico

Japan

Automatic
Termination

PRIORITY OF CLAIMS
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Yes, insolvency
terminates all
employment
contracts.‡

No

Written notice to
the workers and
the Dept. of Labor
at least one month
prior to the
termination date.
In addition,
termination pay
equal to at least
one month’s pay or
one month’s pay
for every year of
service, whichever
is higher.

Termination
requirements

Collective bargaining
Agreements
Elements

Wages must be paid
within one year.

Up to 6 months’ wages
(but must be within 4
months of the ankruptcy
filing), holiday
Wages, pensions,
remuneration of up to
holiday remuneration
30 months’ worth (must
have arisen within the 24
months prior to
bankruptcy).

Amount Allowed

Maintain preference and
subordinate the claims of Salaries and wages.
other secured creditors.

Preferential status,
although there are
disagreements about
the interpretation of the
law.

Employers may be held
personally liable.

Yes, claims for up to 6
months’ wages or
pensions maintain
priority in debt , second
only to the claims for the
bankruptcy proceedings
costs.

Priority

State Development Fund in the
making to protect further
employee entitlements.

Wage Guarantee Scheme
administered by the government

Funds

Amount /
Claims Covered

SOCIAL PROTECTION
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The current Insolvency Amendment Bill seeks to remedy the plight of the employees and trade unions by advance notice of liquidation. It
additionally provides for a 45-day period during which employment contracts will be suspended, employees will be able to make claims against

‡

South Africa

Russian
Federation

Philippines

OHADA

Norway

Automatic
Termination

PRIORITY OF CLAIMS
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No

Termination
requirements

WARN applies to
employers with 100 or more
full-time employees or parttime employees whose
weekly hours amount to
4,000. Requires employers
to give employees 60 days’
written notice before the
mass layoffs and/or close of
the business.

Collective bargaining
Agreements

Up to US$4,000, which
must arise in the 90 days
prior to bankruptcy
filing. Benefit plan
contributions of up to
US$2,000 must relate to
the period within 180
days of the bankruptcy
or termination of
business.

Lesser of ₤800 or 4
months’ unpaid wages
and accrued holiday/sick
pay. If not possible, then
division of profits from
its remaining assets
among employees.

The preferential debt
category Includes social
security contributions,
contributions to
occupational pension
plans, and remuneration
of employees .
First priority after filing
for bankruptcy. Claims
arising before the
commencement of
bankruptcy have the
same status as unsecured
creditors (3rd priority).
Contributions to
employee benefit plans
have 4th priority.

Amount Allowed

Priority

Earned wages, salaries,
commissions, vacation
pay, sick leave pay,
severance pay, and
contributions to
employee benefit plans.

Elements

NIF covers: arrears of 1-8 weeks’
pay, amounts accrued due to the
failure to give proper period of
notice, holiday pay, compensation
for unfair dismissal, fees paid by an
articled clerk.

Amount /
Claims Covered

PBGC takes over the single
employer’s obligation to pay
guarantee benefits up to the
Single and multi-employer
statutory maximum amount. PBGC
pension plans are guaranteed by then gains an unsecured claim
the Pension Benefit Guarantee
against the debtor. With a multiCorporation (PBGC).
employer plan, if the entire plan
becomes insolvent, PBGC pays the
guaranteed benefits up to US$6,000
per year.

Secretary of State for
Employment / National
Insurance Fund (NIF).

Funds

SOCIAL PROTECTION
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the insolvent estate, and the trustee will attempt to reach a rescue plan. If approved, the Act will allow employees to have preferential claims for
severance benefits up to R12,000.

United States

United
Kingdom

Automatic
Termination

PRIORITY OF CLAIMS
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CHAPTER TITLE – 1

AN INTERNATIONAL COMPARISON OF INSOLVENCY
LAWS

by Wang Huaiyu*
Comparatively speaking, the criteria used for deeming an enterprise
bankrupt and the priority of labour creditors are two core problems in
insolvency law. The former is the precondition for the execution of
insolvency law. The latter influences the execution of insolvency law; it
establishes creditors’ rights and interests, and develops an effective
economic order. The Chinese Insolvency Law is about to be revised. The
new one will be geared to international standards in accordance with
conditions extant in China. This text summarises pertinent regulations in 42
different countries.

1) On bankruptcy criteria
Bankruptcy criteria describe the conditions under which an enterprise
can turn to bankruptcy procedures. When certain conditions are met, an
enterprise can apply for voluntary bankruptcy, or it can be forced into a
bankruptcy procedure under a creditor’s application. We have roughly
classified the regulations of 42 countries with respect to bankruptcy
conditions. They are as follows:
a) The inability to pay off debts
i)

*

The inability to pay off expired debts is a bankruptcy condition
in: Australia; Canada; Chile; Estonia; France; Germany; Hong
Kong, China; Hungary; Indonesia; Italy (except for companies
that can rapidly improve their economic condition); New
Zealand; Scotland; Singapore; Slovakia; the US; Venezuela; and
Viet Nam.

Enterprise Research Institute, Development Research Centre of the State Council.
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ii) Some limits or specific conditions are added to the inability to
pay off debts as a basic bankruptcy condition. For example,
Belgium, Bermuda, Colombia, England and Wales (the inability
to offset its debts with its assets is one of the causes of the
inability to pay off its debts), Malaysia, Romania, Russia, South
Africa, Switzerland, and Thailand, (debts greater than 5% of
gross debts).
iii) The permanent inability to pay off debts. Not many countries
have this as a condition for bankruptcy. Finland is an example.
b) The inability to pay off its expired debts or the inability to offset its
debts with assets. An enterprise can turn to a bankruptcy procedure
provided it meets one of the situations. For example, Austria, the
Czech Republic, Israel, Japan, Latvia, Mexico (the debtor’s assets
cannot offset more than 80% of its debt), Poland and other
countries.
c) The inability to pay off the expired debts and also the inability to
offset its debts with its assets. For example, Norway and Spain.
d) No specific bankruptcy condition is specified; the creditor can prove
that the enterprise is bankrupt in any way. This kind of bankruptcy
is not strictly limited. It leaves judges wide room to decide whether
a company qualifies for bankruptcy. This kind of regulation exists in
Sweden.
Some countries use the period of sustained losses, business stops or
the attempt of management to flee the country etc. as conditions for
bankruptcy. In Viet Nam, employees with three consecutive
months’ of unpaid wages can apply for the bankruptcy of their
employer.
As a whole, most countries make the inability to pay off debts the basic
condition for bankruptcy.

2) The relationship between employee, creditor, and secured creditor
rights
A debtor-secured creditor relationship usually exists between banks and
enterprises. It is very important for enterprises to maintain their banking
relationships as a source of financing. But, employees are necessary to
actually run an enterprise. So when an enterprise falls into bankruptcy, the
question of how to deal with the interests of its two most important creditors
becomes important. The following describes international approaches:
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a) Give the employees absolute priority protection, i.e. employee rights
come prior to secured creditors’ rights. Countries with such
regulations are Brazil (this section is being modified in a new law),
Chile, Columbia, Indonesia (specified in the New Labour Law in
2003), and Mexico.
b) Provide absolute priority to employee creditors with certain
restrictions. For example, employee creditors meeting certain
requirements have priority over secured creditors within a certain
period. Countries using this approach are the Czech Republic
(Secured creditor’s can only can be repaid preferentially from 70%
of the value of the security, the remaining 30% is to be added to the
bankrupt’s assets. Employees are paid preferentially with 30% of
the bankrupt’s assets. Unpaid employees and secured creditors are
repaid as common creditors from the remaining 70%), Russia
(employee creditors come prior to fixed security after it expires),
Spain (within the last 30 days).
c) Secured creditor’s come prior to employee creditors while employee
creditors come prior to floating security creditors. Examples are
Australia; Bermuda; England; Hong Kong, China; Israel; Romania;
Scotland; Singapore; Slovakia; and Wales.
d) All secured creditors’ rights are prior to employee creditors’ rights
while employee creditor rights are prior to common creditors’
rights. See Austria, Canada, Hungary, Japan, Malaysia, Norway,
South Africa, Sweden, Switzerland, Thailand, Venezuela, Viet Nam,
the US, and so on.
Among the above, generally speaking, there are certain restrictions
on employee creditors’ rights in items c) and d), including
restrictions on time and amount.
e) Employee creditors do not enjoy any priority. They are repaid
together with common creditors. Estonia, Germany and other
countries have such regulations.
We can see from the above that countries have different regulations on
the priority of labour and secured creditors. The International Labour
Organization put forward its Protecting Labour Creditor’s Rights (Enterprise
Bankruptcy) Convention in 1992. The convention came into effect in 1995.
It stipulates that employee creditors’ rights shall be protected preferentially,
but the relationship between it and secured creditor’s rights are to be
determined by each country according to their own national circumstances.
Nor does the EU Convention on Insolvency Proceedings, which came into
effect on 31 May 2002, directly address the relationship between labour and
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secured creditors’ rights. It leaves it to each country to decide. The
relationship between these two kinds of creditor’s rights is thus entirely
determined by each country’s domestic law. It has nothing to do with
whether a country has a market economy or not.
Most countries do not equate labour creditor rights with common
creditors’ rights. Instead they always confer a certain priority. This is
because of the importance of labour in market development. At the same
time, labour is in a vulnerable position in the employment relationship, since
it is unable to ask employers to provide guarantees for payment when
signing employment contracts. This puts labour in an unfavourable situation
compared with other creditors. In order to establish and perfect an efficient
labour market and to defend principles of fairness and equitable treatment,
most countries give labour creditors certain priority rights. But this kind of
priority differs depending on the country. Some countries specify that labour
comes before most other creditors (including secured creditors); some
countries specify that labour creditors come before most other creditors
(except secured creditors); and some countries put them on a level with
common creditors. Regardless of the priority, labour creditor rights have
certain restrictions on time and amount in most countries (refer to Table 3).
Such restrictions can enhance labour’s realisation of market risk and make
talent move to better enterprises.
Although no single standard or approach applies to the priority of labour
creditors, most countries give priority to secured creditors over labour
creditors (refer to Table 2). This choice is related to the development of the
capital market. With the development of a country’s market, the need for
capital will increase rapidly, so the guarantees provided to financial
institutions are important to maintaining a sound system of credit.
On the whole, when dealing with the relationship between labour
creditors and secured creditors, both fairness and efficiency are taken into
account. Balancing the interests of each, and the constitution of supporting
institutions depend upon the state of market development of the national
market.

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

CHAPTER TITLE – 5

Annex

Table 1: Schedule of liquidation order under insolvency proceedings

Liquidation
Order

1

2

3

4

Note

Country

Australia

Dead securities

Clearing
charges

Unpaid wages,
pension and other
employee
creditor right

Floating
security

Austria

Secured
creditors

Costs of
insolvency
proceedings

Employee wages
and termination
costs for service
after the
beginning of the
insolvency
proceeding

Others

Belgium

Costs of
insolvency
proceedings

Secured
creditors

Others
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Creditor’s
rights to real
property
after the
beginning of
insolvency
proceeding
will be
superior to
secured
creditors’
rights
No priority
regulation
for labour

6 – CHAPTER TITLE
creditors
Bermuda

Dead securities

Labour creditors
(including
wages, pension
and
compensation
payments)

Governmental
creditors (such as
taxes)

Floating
security

Brazil

Industrial
injury and
labour
creditors, social
security
creditors

Tax

Maintenance and
creditor’s right of
insolvent assets

Secured
creditors

Canada

Secured
creditors

Costs of
insolvency
proceedings

Unpaid wages up
to a certain
amount

Others

Chile

Costs of
insolvency
proceedings,
labour creditors

Secured
creditors

General
creditors

Colombia

Support
creditors
judicial cost
and labour
creditors, etc.

Freight charges
and secured
creditor’s right

Others

Czech Republic

70% of secured
assets to
secured
creditors

30% of secured
assets are added
to the
bankrupt’s
assets, of which
30% is used to
pay back labour
creditors, and
pension and
alimony from
three years
before the

The remaining
70% of assets are
used to pay back
creditors,
including labour
creditors, who
have not been
completely paid
off
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insolvency
Estonia

Costs of
insolvency
proceedings

Secured creditors

General
creditors

Finland

Dead securities

Floating security

Others

France

Labour
creditors

Costs of insolvency
proceedings

Germany

Secured
creditors

Common creditors

Hong
Kong,
China

Costs of
insolvency
proceedings

Dead securities

Hungary

Clearing
charges

Indonesia

Tax and
employee
creditors

Ireland

Secured creditors

Secured creditors

No mention
of labour
creditors
No priority
regulation
for labour
creditors

Secured creditors

Unsecured
creditors

Labour creditors (wages
and salaries of four months
before the issuance, not to
exceed CNY 8 000
(Chinese Yuan renminbi),
due labour compensation in
accordance with the “labour
compensation ordinance”,
one month wage due to
dismissal of employees or a
salary of CNY 2 000 (when
the monthly salary is less
than CNY 2 000, holiday
subsidies

Floating
security

Labour, life
annuity,
alimony etc.

Compensation
for injuries

Free of
guarantee
creditors

Labour creditors have priority. The order between labour and secured
creditors is unclear. Labour, life annuity, and alimony.
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Israel

Dead securities

Italy

Secured creditor
are superior to
labour creditors

Japan

Secured
creditors

Clearing charges

Taxes and the unpaid
wages

Wages and
taxes over a
certain period
and of a
certain
amount

Floating
security

Common benefit right

Latvia

Costs of
insolvency
proceedings

Salaries,
remuneration,
annual
compensation and
dismissal pay etc.
in the most recent
three months of
the 12 months
before the
insolvency

Payments for
agricultural
products

Taxation one
year prior to
the
insolvency

Malaysia

Secured
creditors

Clearing charges

Wages or
salaries not
exceeding
MYR 1 500
(Malaysian
ringgits),
compensation,
holiday or
death
subsidies to
workers, and
pensions due
or retirement
plans 12
months before
the insolvency

Federal taxes
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Mexico

Insolvency
management
expenses

Labour creditors

Tax

Secured
creditors

New Zealand

Wages of the
bankruptcy
trustee

Insolvency
application
expenses

Tax and
social security
expenses

Employee
wages and
pensions

Norway

Secured
creditors

Labour creditors

Tax, etc.

Poland

Secured
creditors

Tax and social
security

Costs for
insolvency
proceedings
and labour
creditors

Romania

Secured
creditors

Tax and social
security

Wages within
6 months
before the
insolvency

Labour creditor
and copyright

Others (including
compulsory
payments and
secured creditors)

Russia

Personal injury
and relative
right of claim
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Not very
clear about
the
relationship
between
secured and
labour
creditors in
accordance
with the
existing
materials

If the dead
securities are
set before the
due date of
the formal
two
creditor’s
rights, it
shall be
superior to
the formal
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Scotland

Dead securities

Labour creditors
up to a certain
amount

Singapore

Dead securities

Costs for
insolvency
proceedings

South Africa

Secured
creditors

Spain

Taxes, wages
30 days before
the insolvency

Floating
security

Back pay not
exceeding
SGD 7 500
(Singapore
dollars)/person,
dismissal
payment,
compensation
due, pension and
holiday subsidies
not exceeding the
same amount

Clearing
charges

Labour
creditors
(Salary,
holiday
subsidies,
dismissal
payments and
others. The
preferential
scope is
between ZAR
4 000 (rand) to
ZAR 12 000.)

Clearing
charges

Tax

Taxes, etc.

Secured creditors

Sweden

Creditors after
the insolvency

Priority of
maritime liens

Switzerland

Secured creditors

Labour creditors
of 6 months
before the

Secured
creditors

Labour
creditors
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insolvency
Thailand

Secured creditors

Costs for
insolvency
proceedings

Labour
creditors

UK (England
and Wales)

Dead securities

Costs of
insolvency
proceedings

Labour
creditors
(wages,
salaries,
medical and
labour
protection
costs) not
more than
GBP 800
(United
Kingdom
pounds) in
total

Floating
security

USA

Secured creditors

Costs of
insolvency
proceedings

Labour
creditors
(wages,
salaries and
commissions
90 days prior
to the
production
stop or
insolvency
declaration,
including
holidays,
illness, and
welfare within
180 days not
to exceed
USD 4 295
(United States
dollars) in
total

Others

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

12 – CHAPTER TITLE

Notes: The EU Convention on Insolvency Proceedings and the convention of the International Labour
Organization make no explicit recommendations with respect to the priority of labour and secured
creditors, leaving it to be specified in domestic law.
Most developed countries have established special foundations or insurance organisations to ensure
employee creditors’ rights. In case insolvency proceedings do not result in complete payment of
creditors, these special organisations will usually be at hand to solve their problems.
This table is based mainly on the highlights of the revision of the Chinese Insolvency Law, specifically
the priority given to labour and secured creditors. The table focuses on the order of these two creditor
rights in a number of countries but does not completely reflect the relations between all the creditors.

Table 2: The relationship between labour and secured creditors in different countries

Nations where secured
creditors come before
labour creditors

Nations where labour
creditors come between
dead securities and
floating security

Nations
where
labour
creditors
have
complete
superiority
over
secured
creditors

Nations
where
labour
creditors
(with
certain
limitations)
are
superior to
guaranteed
creditors

Austria, Belgium, Canada,
Estonia, Finland, Germany,
Hungary, Japan, Malaysia,
Norway, Poland, Romania,
South Africa, Sweden,
Switzerland, Thailand,
USA (17)

Australia; Bermuda; Hong
Kong, China; Israel;
Scotland; Singapore;
Slovakia; Romania; UK (9)

Brazil,*
Chile,
Colombia,
Indonesia,
Mexico (5)

Czech
Republic,
France,
Russia,
Spain (4)

* The new insolvency law of Brazil specifies that the prior labour creditor’s right takes the 150-month
lowest wage as its limitation. For its long time limit, this right actually takes priority of the labour
creditor’s right.

Table 3: Limitations to the priority of labour creditors

Limitations
to the

One

Three

Four

Six Months

One
Year or

Limit on
the Fixed

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

CHAPTER TITLE – 13

Priority of
Labour
Creditors

Month

Months

Months

Country

Spain

Latin
America
USA*

Hong
Kong,
China*

Japan,
Romania
Switzerland,

More

Amount

Brazil,
Czech
Republic

Canada;
Hong
Kong,
China;
Israel;*
Malaysia;
Singapore;
South
Africa;
UK, USA

* Nations with limitations on both time and amount of labour creditors’ rights.
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