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Lenders Beware! New Surcharge on Underfunded Pension Plan 
Terminations May Sink Distressed Companies…And Your Money
By Karol K. Denniston, J. Mark Poerio, Lynda M. Noggle and Toronda M. Silas

On February 8, 2006, the Deficit Reduction Act of 2005 
(“DRA”) took effect. It has one pension-related provision of 
which lenders should take notice: a provision that imposes a 
surcharge on companies that terminate their defined benefit 
pension plans. Lenders should beware of the surcharge because 
it could impose a significant financial hurdle for companies 
seeking to exit Chapter 11 and that are contemplating pension 
plan termination in connection therewith.

Opponents to the DRA surcharge argued that it could force 
many distressed companies from Chapter 11 reorganizations 
into Chapter 7 liquidations. One commentator estimated 
that, if the surcharge applied to Delta Air Lines1, it would 
have cost the carrier $105 million.2 The legislation neverthe-
less was passed in order to fund the financially-strapped 
Pension Benefit Guaranty Corporation (“PBGC”). The surcharge 
will not only complicate the underwriting process associated 
with lending funds to distressed companies that have under-
funded pension plans, but will probably force more companies 
to continue their pension plans.

Overview of the Surcharge

Section 8101(b) of the DRA requires a company that terminates 
its defined benefit pension plan between January 1, 2006 
and December 31, 2010, through a distressed or involuntary 
termination, to pay an annual surcharge to the PBGC.3 The 
annual surcharge is calculated at a rate of $1,250 per individual 
participating in the defined benefit plan immediately prior 
to its termination and is payable for three years following 
the plan’s termination. The first annual surcharge is due in 
the first month following the plan termination date.

With respect to a company that terminates its defined benefit 
pension plan during a Chapter 11 reorganization, the first annual 
surcharge is due in the first month after the company emerges 
from bankruptcy. This means that the surcharge cannot 
be discharged or otherwise addressed during the company’s 
Chapter 11 reorganization, which appears to be contrary to the 
“fresh start” principle that underlies Chapter 11 reorganization.
In addition to the new termination surcharge, the DRA increases 

the annual PBGC premium for single-employer defined benefit 
pension plans from $19 per person to $30 per person and 
for multiemployer plans to $8.00 per person. The increased 
flat rate premiums are effective for plan years beginning after 
December 31, 2005. The premium rates will be annually 
adjusted for inflation.

Possible Conflict with the Bankruptcy Code

The DRA’s imposition of the termination surcharge on 
companies after they have emerged from bankruptcy conflicts 
with a fundamental principle of Chapter 11 reorganization, 
embodied in Section 1141(d) of the Bankruptcy Code, which 
grants discharge of “any debt that arose before the date of 
such confirmation” to a company whose Chapter 11 plan of 
reorganization is confirmed.

In view of existing case law,4 it is possible that the Bankruptcy 
Code’s discharge provisions will trump ERISA, as amended 
by the DRA, rendering the post-bankruptcy termination 
surcharge unenforceable.

Advice for Lenders

Congress included the surcharge in the DRA in an attempt 
to strengthen the PBGC’s financial situation, which has  
dramatically worsened in recent years due to market realities 
and its assumption of many severely underfunded pension 
plans.5 The surcharge is designed to force non-liquidating 
employers that terminate their pension plans to shoulder some 
of the financial responsibility resulting from such terminations.6

Lenders should be aware of the new plan termination surcharge 
when considering lending to borrowers that sponsor defined 
benefit pension plans, even some solvent borrowers. Depending 
upon the size of a pension plan, the surcharge could result in 
huge liabilities for any company whose financial viability depends 
on shedding its underfunded pension liabilities. Lenders should 
consequently be careful to factor the surcharge into the analysis 
of alternatives for dealing with underfunded pension plans.
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If you have questions about the surcharge on underfunded pension plans, please do not hesitate to contact 
any of the following attorneys:

When negotiating financing documents with companies that 
sponsor pension plans, lenders should consider including 
representations, warranties, and covenants that assure the potential 
borrowers’ promptly pay the pension surcharge. Failure to pay the 
surcharge promptly to the PBGC should be considered an event 
of default that enables the lender to protect its interest before 
the PBGC enters the picture. Finally, lenders should also be 
aware of the priority afforded to the pension surcharge under 
the Bankruptcy Code.

Notes
1. The surcharge does not apply to Delta Air Lines’ pension plans because Delta 
filed for bankruptcy prior to October 18, 2005. The DRA exempts pension plans 

that are terminated during bankruptcy proceedings that were initiated prior to 
October 18, 2005.
2. See Position Paper Submitted to the United States Congress by the Commercial 
Law League of America and its Bankruptcy Section, dated December 7, 2005 (the 
“CLLA Position Paper”).
3. Section 8101(b) of the DRA amends Section 4006 of the Employee Retirement 
Income Security Act of 1974 (“ERISA”).
4. See, e.g. In re CF&I Fabricators of Utah, Inc., 150 F.3d 1293, 1301 (10th Cir. 1998) 
(explaining that where the definition of ‘unfunded benefit liabilities’ as 
interpreted under ERISA is at odds with the Bankruptcy Code with respect to the 
treatment of such liabilities, the Bankruptcy Code will supercede such interpretation).
5. See Tom Anderson, Looming Bankruptcies Intensify Pension Debate, Investment 
Management Weekly, January 16, 2006 (discussing the PBGC’s increasing financial 
burden resulting from the termination of bankrupt companies’ defined benefit 
pension plans).
6. See H.R. Rep. No. 109-232, pt.2, at 114 (2006).
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