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U.S. Pension Fallout from the World Financial Crisis 
BY MARK POERIO & KRISTIN CHAPMAN 

This article first appeared in the IPEBLA 
International Journal. 

The collapse, takeover, or bailout of such Wall 
Street heavyweights as AIG, Bear Stearns, 
Fannie Mae, Freddie Mac, Lehman Brothers, and 
Merrill Lynch has caused a loss of confidence 
that has affected Wall Street executives and 
American families alike. According to the 
Congressional Budget Office, U.S. pension plans 
have lost as much as $2 trillion in the current 
volatile market. The majority of pension assets 
are held in equities; thus, falling stock prices 
negatively affect pension plans. Worse, the last 
20 years have seen the risk of loss from pension 
investments pass – mostly through the 
popularity of 401(k) plans – from employers to 
employees and retirees. 

As a result, U.S. employees have more than 
their jobs to worry about. They have real 
reasons to worry about whether they can survive 
the precipitous decline of their personal wealth 
as their retirement savings have fallen in value. 
Employers face similar pressure – from 
struggling to save corporate pension dollars, to 
meeting their fiduciary duties to monitor plan 
investments and vendor fees, and to defending a 
proliferation of employee lawsuits arising from 
failed or fumbled pension investments in 
employer stock or other funds. 

U.S. Private-Sector Pension Plans 

The two principal types of private sector U.S. 

pension plans are defined benefit plans 
(“DB plans”) and defined contribution plans 
(“DC plans”). Defined benefit plans generally use 
a formula, based on either an employee’s final 
average pay or career average pay multiplied by 
a percentage factor and the employee’s years of 
service, to determine the ultimate pension 
benefit. Defined contribution plan benefits are 
based on employee and/or employer 
contributions and investment returns (gains and 
losses) on individual accounts. As mentioned 
above, over the past several decades, employers 
have increasingly switched employees from 
defined benefit plans into defined contribution 
plans, such as 401(k) plans. 

Defined Benefit Plans 

DB plan sponsors bear the investment risk 
because they are responsible for making 
contributions that are sufficient for funding the 
promised benefit. In the current bear market, 
the overall impact on the accounting and funding 
implications of DB plans may discourage 
continued employer sponsorship of these plans. 
Furthermore, the Pension Protection Act of 2006 
(“PPA”) that the U.S. Congress passed in 2006 
promises to materially increase employer 
funding obligations for DB plans, and to punish 
violations of them with benefit restrictions and 
increased variable premiums payable to the 
government’s insurer of these plans (namely, 
the Pension Benefit Guaranty Corporation, a/k/a 
“PBGC”). 
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The Employer’s Annual Funding Target 

The overall goal of the PPA was to require 
employers to put money in underfunded DB 
plans at a faster rate. Prior to the PPA, if a DB 
plan’s asset-to-liabilities ratio was at least 90%, 
a plan could use discretion with regard to how 
much it contributed to the plan. The PPA 
increased this target funding percentage from 
90% to 100%. If a plan is not 100% funded, any 
shortfall must be amortized and funded over a 
period not exceeding seven years. 

The PPA provides transition relief for “well-
funded” plans. This is done through permitting 
delayed application of the 100% funding target 
until the beginning of 2011 if a plan meets 
certain reduced funding targets from 2008 
through 2010. However, the failure to meet the 
reduced funding targets in any transition year 
requires the plan to meet the 100% funding 
target for that year and each subsequent year. 
Under the PPA, the reduced funding target for 
2009 is 94%. Based on the current economy, 
however, defined benefit plans are projected to 
have lower asset values in 2008. Thus, if a 
defined benefit plan does not meet the 94% 
target in 2009, the plan will then be required to 
meet the 100% funding target – and amortize 
any shortfall in 2009 and subsequent years. 

Benefit Restrictions for Plans That Are 
Less Than 60% or 80% Funded 

Beginning in 2008, the PPA restricts the pension 
benefits that are payable from DB plans that are 
less than 60% or 80% funded. The most 
significant restrictions on these plans curtail both 
the payment of lump-sum benefits (thereby 
requiring annuities) and increases in the benefits 
promised to future retirees. The restrictions get 
harsher for DB plans that are less than 60% 
funded. They must suspend future benefit 
accruals, are precluded from paying lump-sum 
or other accelerated payments, and cannot pay 
emerging plant shutdown claims. Fully funded 
plans (including those that meet the reduced 
funding targets) are exempt from all of these 
benefit restrictions. 

PBGC Variable Premiums 

The PPA tightens the way that premiums are 
assessed for DB plans that, by law, must 
participate in the PBGC’s mandatory benefit 
guaranty insurance coverage. Basically, the 
PBGC pays some level of benefits to DB plan 
participants if the plan sponsor is unable to pay 
out the benefits (for instance, in bankruptcy 
situations). To finance these benefits, employers 
that sponsor DB plans must pay (i) a “flat rate” 
premium to the PBGC, and (ii) an additional 
variable premium if the plan is underfunded. The 
PBGC calculates a plan’s unfunded vested 
benefits using a modified version of the PPA plan 
funding rules. Since the PPA generally increases 
the amounts a plan sponsor must contribute to 
the plan, the amount that DB plans owe in 
variable premiums could also increase – with the 
increase expected to be dramatic. 

Defined Contribution Plans (401(k)) 

In contrast to DB plans, DC plans pass 
investment risk (and reward) to plan 
participants. Employers may permit individual 
participants to make investment decisions with 
respect to their account balances. According to 
the Employee Benefit Research Institute, 
through September, 401(k) plan participants 
have lost between 7.2 and 11.2 percent for the 
year. Recent U.S. litigation under the labor law 
known as ERISA has involved “stock drop” cases 
in which participants seek to recover losses 
incurred through their participation in employer 
stock funds within 401(k) and other defined 
contribution plans. 

Back in February, the U.S. Supreme Court 
unanimously held in LaRue v. DeWolff, 534 U.S. 
204 (2002), that a 401(k) plan participant may 
personally sue plan fiduciaries to recover losses 
resulting from a fiduciary breach that only 
affected the participant’s individual account. 
Prior to LaRue, claims for damages for a 
fiduciary breach could only be brought as a class 
action on behalf of the entire plan. 

Other recent 401(k) litigation has involved 
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participants suing the plan fiduciaries on the 
grounds that the participants were not 
adequately warned of the risks of investing in 
certain stocks, or that the employer inadequately 
monitored the investment performance of the 
funds available for investment. Another source 
for 401(k) ERISA litigation has emerged through 
class actions asserting that plan fiduciaries failed 
to assure reasonable fee arrangements with 
brokers and other plan service providers. The 
U.S. Department of Labor has responded to 
401(k) fee concerns with extensive regulations 
relating to fiduciary oversight and disclosure to 
participants. 

Finally, it is widely reported that employers are 
not only struggling to avoid 401(k) litigation, 
but also struggling to save corporate dollars 
through reducing or eliminating their 
contributions to 401(k) and other DC plans. 
Just this month, General Motors Corp. 
announced that it was suspending its 401(k) 
match to salaried workers. If other companies 
follow suit, workers will find themselves with 
retirement accounts that are not only 
diminishing from investment losses but not 
growing through the same level of future 

contributions. 

Conclusion 

In 1974, the U.S. enacted ERISA as an overhaul 
to its regulation of private sector pension and 
other employee benefit plans. Many of the issues 
emerging from today’s financial crisis are totally 
unprecedented under ERISA – and are forcing 
employers, employees, and the U.S. government 
to wrestle with how to handle huge investment 
losses. Defined benefit plans have become almost 
cost-prohibitive, as employers see open-ended 
unpredictable escalations in the funding and 
governmental insurance costs that these plans 
entail. On the other hand, 401(k) plans drive 
home for employees the loss striking them 
through the downturn. In many instances, 
employees look to hold their employers – and its 
directors and officers – accountable for 401(k) 
investment losses. 

Caught between this pension Scylla and 401(k) 
Charybdis, employers need to carefully weigh 
their risks – and navigate a course that both 
controls employer costs and risks, while inspiring 
employee loyalty. 

   

If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings Washington, D.C. lawyers in the firm’s Global Employee Benefits practice: 

Mark Poerio 
202-551-1780 
markpoerio@paulhastings.com 

Kristin Chapman 
202-551-1743 
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