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What are they? Why are they controversial?  What is their future? 

I.  Introduction.

Cash balance plans are one of those increasingly common pension phenomena that com-
pete for space on the front pages of the nation’s newspapers.  (Among pension issues, how-
ever, cash balance plans have a singular distinction: they
were lampooned in a Dilbert cartoon.)  People who get
their retirement news from the general media know, in a
sort of vague way, that cash balance plans have sometimes
reduced benefit expectations for older workers, that they
have been the subject of several court cases, and that
Congress is currently considering legislation that would
address some of the legal issues that have produced the
court cases. 

But even many benefits professionals are not fully con-
versant with the intricacies of the legal issues that cash
balance plans face and pose.   Even so, despite their legal
questions, cash balance plans are probably now a perma-
nent feature in the geography of qualified retirement plans
and may be poised to become the plan of preference for
small and medium sized businesses seeking to increase
retirement savings for key employees.  It is a topic about
which both benefit professionals and plan sponsors should
become comfortable.

This article will (1) describe what cash balance plans are
and how most of them came into being; (2) explain why
many older employees believe that cash balance plans
have harmed their financial expectations for retirement; (3) discuss the litigation that have
challenged the legality of cash balance plans; (4) make some predictions about the future
of cash balance plans, a future in which their attractiveness to small business enterprises
will increase even as their utility to larger businesses—who currently sponsor most cash
balance plans—declines.  

II.  Some General Background.

ERISA and the Internal Revenue Code recognize two distinct types of plans, the defined
benefit plan and the defined contribution plan, and applies to each a distinct, even if large-
ly overlapping, regulatory scheme.  The statutory definition of a defined contribution plan
is “a plan which provides for an individual account for each participant and for benefits
based solely on the amount contributed to the participant’s account, and any income,
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American Airlines, last April.)  The panel reasoned that money
relief is available under ERISA only if the action is on behalf of
the plan itself, rather than individuals.  If a subclass of partici-
pants sued, then, the action was on their own behalf rather than
on behalf of the plan.  The panel’s decision would potentially
have had wide ramification; for example, it would have prevent-
ed participants in a case such as Enron from suing for money
damages, since participants held differing percentages of Enron
stock in their accounts (and a few employees had no Enron
stock).

IRS is Concerned that Some Employers Might Be Excluding
Part-Time Workers from Their Plans.

It is legal under the Internal Revenue Code to condition plan
participation on an employee completing a year of service, which
is essentially a year in which an employee works at least 1,000
hours.  An employer may not, however, prohibit part-time
employees from plan participation if they in fact complete a year
of service.  The IRS recently issued a quality assurance bulletin
entitled “Part-Time Employees Revisited.”  The bulletin express-
es concern that some employers might be omitting groups of part-
time employees from plan participation simply because they are
part-time.  The bulletin indicated that a plan should not exclude
an undefined category of employee, but rather should define
excluded employees to ensure that the category is not designed to
exclude employees who meet the year-of-service requirement.

IRS Issues Final Roth K Regulations.

The IRS released proposed regulations on Roth 401(k) plans in
March of 2005.  In January, the IRS finalized those regulations
with only minor changes.  

IRS Letter Spells Out Relief for SIMPLE IRAs.

The IRS recently determined that many SIMPLE IRAs are
maintained under plan documents that do not reflect the
Economic Growth and Tax Relief Reconciliation Act of 2001.

The IRS will permit sponsors of SIMPLE IRAs until December
31, 2006, to adopt plan documents that reflect applicable EGTR-
RA provisions.

Cost of Living Adjustments to Qualified Plan and Social
Security Provisions.

2005 Amount 2006 Amount

Social Security Wage Base $90,000 $94,000

Deferral Limits for 401(k) Plans $14,000 $15,000

Catch-Up 401(k) Contributions $4,000 $5,000

Compensation Cap $210,000 $220,000

Section 415(b) Defined Benefit Limit $170,000 $175,000

Section 415(c) Defined Contribution Limit

$42,000 $44,000

Highly Compensated Employee Salary Amount 

$95,000 $100,000

Key Employee Salary Amount $135,000 $140,000

SIMPLE Plan Deferral Limit $10,000 $10,000

SIMPLE Catch-Up Limit $2,000 $2,500

Health Savings Account Family Limit $5,250 $5,450

Health Savings Account Single Limit $2,650 $2,700

Health Savings Catch-Up Contribution $600 $700
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expenses, gains, and losses . . . which may be allocated to such
participant’s account.”   A participant’s accrued benefit in a
defined contribution plan is “the balance of the employee’s
account.”  The nomenclature defined contribution plan reflects
that the plan defines the employer’s contribution to the plan and
how it is allocated among employees.

In contrast, a defined benefit plan defines the benefit paid to the
employee at retirement age, rather than the amount of the
employer’s contribution each year.   And under ERISA, every
defined benefit plan must provide, as its normal form of benefit,
“an annual benefit commencing at nor-
mal retirement age.”  For example, a
defined benefit plan might provide a
benefit equal to 2% of final pay multi-
plied by years of service, commencing
at age 65, or a benefit of $25 per month
multiplied by years of service.
Defined benefit plans may also offer
alternative forms of benefits, which a
participant may elect with the consent
of his or her spouse.  The most com-
mon alternative form of benefit is a
lump sum payment of equivalent actu-
arial value to the normal form of bene-
fit.   

The distinction between defined
benefit and defined contribution plans
obviously has important design impli-
cations for a plan’s participants and
sponsors, but it also has regulatory sig-
nificance, since different regulatory
requirements apply to the two types of
plans in the areas of benefit accrual,
age discrimination, limits on maximum benefits, funding, and
non-discrimination under the federal pension system.   

III.  The Cash Balance Plan: A Defined Benefit Plan with the
Look-and-Feel of a Defined Contribution Plan.

During ERISA’s first decade, the distinction between defined
benefit and defined contribution plans was well drawn and stable
and few questions emerged concerning the set of regulatory
requirements to which a plan was subject.   In 1985, however,
consultants for Bank of America designed a new form of plan, the
cash balance plan. 

Cash balance plans are a type of defined benefit plan.  The ben-
efit in a cash balance plan, however, is stated as a hypothetical
individual account rather than as an annuity.   Each employee has
such an account (although no actual dollars are allocated to it)
and the benefit to which the employee is entitled, and which the
employer funds, is the account balance.  The account balance is
determined under a plan formula, which describes the employer’s
deemed contributions and a deemed interest rate.  For example,
the plan might provide that each year the employee’s benefit is
increased by a deemed employer contribution equal to 6% of pay,
and a deemed interest rate on the previous account balance of 5%.
The employee gets the account balance regardless of the plan’s
investment performance.  

In theory, because cash balance plans are defined benefit plans

and the normal form of benefit in a defined benefit plan must be
an annuity, the “normal” form of benefit in a cash balance plan is
an annuity (in effect, the hypothetical account balance is convert-
ed to an annuity under actuarial assumptions stated in the plan).
However, cash balance plans are almost always designed to allow
an employee to take a lump sum rather than an annuity and most
employees who participate in cash balance plans take the benefit
as a lump sum.

It is important to keep in mind that cash balance plans are
defined benefit plans, even though the benefit promise has the

look and feel of a defined contribution account.
Although an employee’s cash balance benefit is
defined in terms of an account balance, there are no
true individual accounts and what the employee has is
a promise that the plan will pay the “account balance”
on retirement.  At any given moment, the cash balance
plan might have assets in excess of, or below, the
value of the aggregate amounts promised to the
employees.  (The account balances are themselves
often referred to as “notional,” as opposed to actual,
accounts.)

IV.  How Does An Employer Create A Cash Balance
Plan?

Plan sponsors can create cash balance plans in either
of two ways.  First, a plan sponsor can create from
scratch a new cash balance plan.  Second, and far more
common to date, an employer can amend the benefit
formula in an existing traditional defined benefit plan
to create a cash balance formula.  This is generally
referred to as a “conversion,” since the traditional plan
is converted into a cash balance plan.  

When a plan sponsor converts a traditional plan into
a cash balance plan, it must decide how to coordinate benefits
previously earned under the traditional formula with the new ben-
efits that will be earned under the cash balance formula.  There
are generally two basic design approaches to coordinate the new
and old benefits, although there are numerous variations on the
basic approaches.  The approaches are sometimes referred to as
“A+B” or “the greater of A or B.”

In both approaches, the benefit under the old formula is frozen,
based on years and generally salary as of the date of the conver-
sion.  In the A+B approach, a participant will be paid that frozen
benefit (the “A” in the “A+B”) plus new benefits earned under the
cash balance formula (the “B”).  In the “greater of A or B”
approach, the participant is generally given an opening account
balance, which may (but does not have to) equal the present value
of the frozen benefit.  On retirement, the participant will be paid
the more valuable of the frozen benefit (the “A”) or the new ben-
efit, including the opening account balance (the “B”).

.  
V.  Are Older Employees Harmed by Cash Balance Plans?

A new, made-from-scratch cash balance plan does not harm
older employees any more than the adoption of a new defined
contribution plan harms older employees.  But a conversion can
be viewed as harming older employees.

Why is this?  The primary reason, one common to virtually all
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cash balance conversions, is simply
because benefit accruals under a tradi-
tional defined benefit formula become
more valuable as an employee ages.
Compare, for example, two employees,
one age 20 and one age 60, in a defined
benefit plan that pays an annual annuity
benefit equal to 2% of career average
pay for each year of service, beginning at
age 65.  Assume both employees are
earning $50,000.  Thus, each employee
this year has earned a benefit equal to a
$1,000 annuity, payable at age 65.  Using
reasonable actuarial discounts, the
$1,000 annuity earned by the sixty year-
old—an annuity that will begin payment
in just 5 years—is approximately $7,500.
The same $1,000 annuity earned by the
twenty year-old—an annuity that will
not begin payment for 45 years—is
worth only about $750.  

In contrast, assume a cash balance for-
mula with a 5% annual pay credit.   In
such a plan, both the 20-year old
employee and the 60-year old employee would get a $2,500 pay
addition to their notional account.  The older employee has done
worse than he would have if the traditional defined benefit for-
mula had continued.

In addition, many traditional defined benefit formulas were
based on final rather than career average pay.  In such plans,
every annual increase in an employee’s compensation increases
all previous benefit accruals.  This also will generally mean that
an employee’s annual benefit accrual will increase as he or she
gets older.  

Thus, cash-balance plan conversions are usually less favorable
for older employees, more favorable for younger employees.  In
many cash-balance plans, an employee who is in her late thirties
will suffer some loss in the value of future benefits.

But is this loss really attributable to the creation of the cash-
balance plan?  Many observers argue that it is not, because the
employee suffers no greater harm than he or she would have had
the employer simply terminated or frozen the defined benefit
plan.  Indeed, the effect of a cash balance plan is similar to replac-
ing a defined benefit plan with a true defined contribution plan,
something plan sponsors are generally free to do under the rules
governing retirement plans.  Of course, affected employees can
respond by saying that just because something is legal does not
make it right.

VI.  What is Wear-Away?

Suppose that an employer converts a traditional defined bene-
fit plan into a cash balance plan using “the greater of A or B”
method of coordinating the frozen traditional benefit and the new
cash balance benefit.  Now assume an employee whose frozen
traditional benefit has a present value of $50,000.  Also assume
that the conversion amendment provides the employee with an
opening account balance of $10,000.  Thus, the frozen benefit
exceeds the value of the opening account balance.

Now assume in the first post-conversion year,
the participant gets a $4,500 pay credit and a
$500 interest credit added to her account.  The
account balance is now worth $15,000.  If the
participant separates from employment the fol-
lowing year, the participant will get the greater
of the frozen benefit or the cash-balance
account.  Since the participant’s frozen benefit
is worth more, the participant will receive that
benefit.  In effect, however, the employee has
not earned any additional benefit for the post-
conversion year employment.

Indeed, the employee will not earn a real new
benefit until such point in the future when the
cash-balance account—because of new pay and
interest credits—has exceeded the value of the
frozen benefit.  At this point, the frozen benefit
is said to have been “worn away.”

The age of the participant is an important
variant in whether there will be a wear-away
period and how long it will last.  Some employ-
ees have thus argued that wear-away is age-dis-
criminatory.

VII.  Have Plan Sponsors Designed Plans to Help Mitigate the
Effects of a Conversion on Older Employees? 

Many employers have added design features to help older
employees in a cash balance conversion.  For example, many
plans include provisions that permit certain older employees to
continue to earn benefits under the old plan formula.  Other plans
provide pay credits that increase in value with an employee’s age
and/or years of service.  And most plans today have given partic-
ipants opening account balances that are equal to or larger than
the employee’s frozen traditional benefit. 

VIII.  What are the Legal Problems of Cash Balance Plans?

Cash balance plans have faced three legal issues, all of which
are somewhat technical in nature: whether virtually all cash bal-
ance plans violate age-discrimination standards that apply to ben-
efit accrual rates in defined benefit plans; whether wear-away is
legal; and whether some cash balance plans must pay some par-
ticipants lump sum payments that exceed their account balances.

The Age Discrimination Issue

The Internal Revenue Code and Title I of ERISA include sep-
arate rules on age and accrual for defined benefit and defined
contribution plans.  For defined contribution plans, the rule basi-
cally says that you cannot, in any given year, give a younger
employee a higher account allocation than a similarly situated
older employee.  Cash balance plans would satisfy this rule.

But the rule for defined benefit plans is different: it says that
annual benefit accruals cannot decrease on account of age.  The
benefit accrual is the additional benefit earned this year, which
will be payable at normal retirement age.  Thus, for example, a
plan could not provide a 2% of final pay benefit for a 40-year-old
employee and a 1.5% benefit for a similarly situated 41-year-old
employee.  Because the rule requires equal benefit accruals (with
benefits not starting until retirement age), it can be thought of as
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a rule concerned with equal future value of benefits.
Do cash-balance plans satisfy the defined benefit rule?  Some

argue not, because the normal benefit in defined benefit plans,
including cash balance plans, is an annuity beginning at normal
retirement age.   Assume a cash balance plan with a 5% pay cred-
it and a 6% interest credit, and two employees, age 40 and age 50,
each earning $50,000 annually.  Each employee receives a $2,500
pay credit.  At age 65, the 40 year-old’s pay credit will have
grown to a little over $10,000, while the 50-year old’s identical
pay credit will have grown to a little less than $6,000.  Since the
account balances are converted to an annuity, and $10,000 will
purchase a greater annuity than $6,000, the 40-year old earned a
larger annuity than the 50 year-old.  

So, does this violate the defined benefit age-accrual rule?  A
district court in Illinois said yes, but at least four other courts have
said no.  The Illinois case involves the IBM cash-balance plan
and is currently on appeal to the Seventh Circuit.  If the Seventh
Circuit affirms, virtually all cash balance plans would be illegal
in that Circuit.  The Seventh Circuit decision should be
announced sometime this Spring or early Summer.

The Wear-Away Issue

Some lawyers have argued that wear-away in a cash-balance
context is illegal, either as age discrimination under the Age
Discrimination in Employment Act, or as a technical violation of
ERISA’s rule prohibiting back-loading in defined benefit plans.  

Whipsaw Issue

The normal form of benefit in a defined benefit plan is an annu-
ity commencing at normal retirement age.  If a plan pays that ben-
efit in lump sum form (either because the value of the benefit is
under $5,000 or the employee elects to take her benefits in lump
sum form under the terms of the plan), the lump sum must be cal-
culated in accordance with a statutory interest rate, which is cur-
rently the rate of interest on 30-year obligations of the United
States.  Why is this a problem?

It is a problem because in 1996 the IRS issued Notice 96-8,
which provides that once a pay credit is added to a cash balance
account, the pay credit ordinarily must accumulate interest
through normal retirement age, even if the participant separates
from service before retirement age.  

Now assume a plan with an 8% interest rate.  Further assume
that a participant is 40 years of age and has an account balance of
$100,000.  The participant separates from service and elects a
lump sum form of payment.  Notice 96-8 says first determine the
value of the participant’s account at age 65 by projecting interest
at the plan rate of 8% through age 65.  (This amount is approxi-
mately $430,000).  Now calculate the present value of this
amount ($430,000) to present value using the rate on 30-year
treasury obligations.  Assuming that this interest rate is 5%, the
value of the cash balance benefit is approximately $125,000, or
25% more than the notional account balance.  This will occur
whenever the plan’s crediting rate exceeds the statutory interest
rate.

Four courts of appeal have ruled that this is the correct result
and that a plan that pays only the notional account balance will
have caused an improper benefit forfeiture.

IX.  The Future of the Cash Balance Plan.

Under the reasoning of the Illinois district court in the IBM
case, few if any cash balance plans are legal.  That decision might
be reversed by the Seventh Circuit Court of Appeals, but if the
Seventh Circuit affirms the decision it is probable that Congress
will amend ERISA and the Internal Revenue Code to ensure the
legality of the cash balance form.  Indeed, the House and Senate
pension bills that are now being reconciled by a Conference
Committee would amend the Internal Revenue Code to make
clear that cash balance plans are legal and will also vitiate the
whip-saw problem.  The House and Senate bills do have some
differences, but these differences largely involve whether and
how to protect older workers when a plan sponsor converts a tra-
ditional defined benefit plan into a cash balance form.

If cash-balance plans are or become legal, what is their future?
It is by no means certain that many large businesses that have not
already converted their traditional plan to a defined benefit plan
will do so in the future.  Conversions have proved unpopular with
employees and one of the primary drivers for cash-balance con-
versions was the desire of employers to reduce benefit costs but
to keep existing well-funded defined benefit plans in existence,
both for accounting and tax purposes.  Today, there are not so
many well-funded plans and some large businesses may choose to
freeze or terminate their traditional defined benefit plans rather
than convert them.

It is possible, however, that the future of cash balance plans is
in the small-business arena.  The Internal Revenue Code today
limits annual additions to defined contribution plans to $44,000,
with an additional $5,000 “catch-up” contribution for people 50
or over.  Cash-balance plans, however, will allow employers to
set up what in effect is a defined contribution plan with much
higher contribution limits for middle-aged employees.  So if
either the courts rule that cash balance plans are legal, or if
Congress simply decrees that they will in the future be legal,
expect to see a number of small businesses, including law, med-
ical, accounting, and consulting firms, explore whether cash bal-
ance plans are right for them.

Tidbits, Rulings, and New Developments

When Does the COBRA Period End in a Late-Notice Case?

An employer health care plan was 10 months late in providing
a COBRA notice to a participant whose contract with the employ-
er terminated.  The former participant argued that his 18 months
of COBRA coverage began to run only when he received his
notice, but the employer contended that the coverage ended 18
months from the contract termination.  A district court in
Wisconsin agreed with the employer, although the court noted
that the worker might be entitled to a statutory penalty for the late
notice and perhaps for other relief.  The case is Koopman v. Forest
County Potawatomi Member Benefit Plan.

Fifth Circuit Vacates Milofsky Decision on 401(k) Damages.

Last year a panel of the Fifth Circuit Court of Appeals ruled
that participants in a section 401(k) plan could not bring an action
for money damages unless all participants would benefit from the
recovery.  (The Newsletter reported on the case, Milofsky v.
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cash balance conversions, is simply
because benefit accruals under a tradi-
tional defined benefit formula become
more valuable as an employee ages.
Compare, for example, two employees,
one age 20 and one age 60, in a defined
benefit plan that pays an annual annuity
benefit equal to 2% of career average
pay for each year of service, beginning at
age 65.  Assume both employees are
earning $50,000.  Thus, each employee
this year has earned a benefit equal to a
$1,000 annuity, payable at age 65.  Using
reasonable actuarial discounts, the
$1,000 annuity earned by the sixty year-
old—an annuity that will begin payment
in just 5 years—is approximately $7,500.
The same $1,000 annuity earned by the
twenty year-old—an annuity that will
not begin payment for 45 years—is
worth only about $750.  

In contrast, assume a cash balance for-
mula with a 5% annual pay credit.   In
such a plan, both the 20-year old
employee and the 60-year old employee would get a $2,500 pay
addition to their notional account.  The older employee has done
worse than he would have if the traditional defined benefit for-
mula had continued.

In addition, many traditional defined benefit formulas were
based on final rather than career average pay.  In such plans,
every annual increase in an employee’s compensation increases
all previous benefit accruals.  This also will generally mean that
an employee’s annual benefit accrual will increase as he or she
gets older.  

Thus, cash-balance plan conversions are usually less favorable
for older employees, more favorable for younger employees.  In
many cash-balance plans, an employee who is in her late thirties
will suffer some loss in the value of future benefits.

But is this loss really attributable to the creation of the cash-
balance plan?  Many observers argue that it is not, because the
employee suffers no greater harm than he or she would have had
the employer simply terminated or frozen the defined benefit
plan.  Indeed, the effect of a cash balance plan is similar to replac-
ing a defined benefit plan with a true defined contribution plan,
something plan sponsors are generally free to do under the rules
governing retirement plans.  Of course, affected employees can
respond by saying that just because something is legal does not
make it right.

VI.  What is Wear-Away?

Suppose that an employer converts a traditional defined bene-
fit plan into a cash balance plan using “the greater of A or B”
method of coordinating the frozen traditional benefit and the new
cash balance benefit.  Now assume an employee whose frozen
traditional benefit has a present value of $50,000.  Also assume
that the conversion amendment provides the employee with an
opening account balance of $10,000.  Thus, the frozen benefit
exceeds the value of the opening account balance.

Now assume in the first post-conversion year,
the participant gets a $4,500 pay credit and a
$500 interest credit added to her account.  The
account balance is now worth $15,000.  If the
participant separates from employment the fol-
lowing year, the participant will get the greater
of the frozen benefit or the cash-balance
account.  Since the participant’s frozen benefit
is worth more, the participant will receive that
benefit.  In effect, however, the employee has
not earned any additional benefit for the post-
conversion year employment.

Indeed, the employee will not earn a real new
benefit until such point in the future when the
cash-balance account—because of new pay and
interest credits—has exceeded the value of the
frozen benefit.  At this point, the frozen benefit
is said to have been “worn away.”

The age of the participant is an important
variant in whether there will be a wear-away
period and how long it will last.  Some employ-
ees have thus argued that wear-away is age-dis-
criminatory.

VII.  Have Plan Sponsors Designed Plans to Help Mitigate the
Effects of a Conversion on Older Employees? 

Many employers have added design features to help older
employees in a cash balance conversion.  For example, many
plans include provisions that permit certain older employees to
continue to earn benefits under the old plan formula.  Other plans
provide pay credits that increase in value with an employee’s age
and/or years of service.  And most plans today have given partic-
ipants opening account balances that are equal to or larger than
the employee’s frozen traditional benefit. 

VIII.  What are the Legal Problems of Cash Balance Plans?

Cash balance plans have faced three legal issues, all of which
are somewhat technical in nature: whether virtually all cash bal-
ance plans violate age-discrimination standards that apply to ben-
efit accrual rates in defined benefit plans; whether wear-away is
legal; and whether some cash balance plans must pay some par-
ticipants lump sum payments that exceed their account balances.

The Age Discrimination Issue

The Internal Revenue Code and Title I of ERISA include sep-
arate rules on age and accrual for defined benefit and defined
contribution plans.  For defined contribution plans, the rule basi-
cally says that you cannot, in any given year, give a younger
employee a higher account allocation than a similarly situated
older employee.  Cash balance plans would satisfy this rule.

But the rule for defined benefit plans is different: it says that
annual benefit accruals cannot decrease on account of age.  The
benefit accrual is the additional benefit earned this year, which
will be payable at normal retirement age.  Thus, for example, a
plan could not provide a 2% of final pay benefit for a 40-year-old
employee and a 1.5% benefit for a similarly situated 41-year-old
employee.  Because the rule requires equal benefit accruals (with
benefits not starting until retirement age), it can be thought of as
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a rule concerned with equal future value of benefits.
Do cash-balance plans satisfy the defined benefit rule?  Some

argue not, because the normal benefit in defined benefit plans,
including cash balance plans, is an annuity beginning at normal
retirement age.   Assume a cash balance plan with a 5% pay cred-
it and a 6% interest credit, and two employees, age 40 and age 50,
each earning $50,000 annually.  Each employee receives a $2,500
pay credit.  At age 65, the 40 year-old’s pay credit will have
grown to a little over $10,000, while the 50-year old’s identical
pay credit will have grown to a little less than $6,000.  Since the
account balances are converted to an annuity, and $10,000 will
purchase a greater annuity than $6,000, the 40-year old earned a
larger annuity than the 50 year-old.  

So, does this violate the defined benefit age-accrual rule?  A
district court in Illinois said yes, but at least four other courts have
said no.  The Illinois case involves the IBM cash-balance plan
and is currently on appeal to the Seventh Circuit.  If the Seventh
Circuit affirms, virtually all cash balance plans would be illegal
in that Circuit.  The Seventh Circuit decision should be
announced sometime this Spring or early Summer.

The Wear-Away Issue

Some lawyers have argued that wear-away in a cash-balance
context is illegal, either as age discrimination under the Age
Discrimination in Employment Act, or as a technical violation of
ERISA’s rule prohibiting back-loading in defined benefit plans.  

Whipsaw Issue

The normal form of benefit in a defined benefit plan is an annu-
ity commencing at normal retirement age.  If a plan pays that ben-
efit in lump sum form (either because the value of the benefit is
under $5,000 or the employee elects to take her benefits in lump
sum form under the terms of the plan), the lump sum must be cal-
culated in accordance with a statutory interest rate, which is cur-
rently the rate of interest on 30-year obligations of the United
States.  Why is this a problem?

It is a problem because in 1996 the IRS issued Notice 96-8,
which provides that once a pay credit is added to a cash balance
account, the pay credit ordinarily must accumulate interest
through normal retirement age, even if the participant separates
from service before retirement age.  

Now assume a plan with an 8% interest rate.  Further assume
that a participant is 40 years of age and has an account balance of
$100,000.  The participant separates from service and elects a
lump sum form of payment.  Notice 96-8 says first determine the
value of the participant’s account at age 65 by projecting interest
at the plan rate of 8% through age 65.  (This amount is approxi-
mately $430,000).  Now calculate the present value of this
amount ($430,000) to present value using the rate on 30-year
treasury obligations.  Assuming that this interest rate is 5%, the
value of the cash balance benefit is approximately $125,000, or
25% more than the notional account balance.  This will occur
whenever the plan’s crediting rate exceeds the statutory interest
rate.

Four courts of appeal have ruled that this is the correct result
and that a plan that pays only the notional account balance will
have caused an improper benefit forfeiture.

IX.  The Future of the Cash Balance Plan.

Under the reasoning of the Illinois district court in the IBM
case, few if any cash balance plans are legal.  That decision might
be reversed by the Seventh Circuit Court of Appeals, but if the
Seventh Circuit affirms the decision it is probable that Congress
will amend ERISA and the Internal Revenue Code to ensure the
legality of the cash balance form.  Indeed, the House and Senate
pension bills that are now being reconciled by a Conference
Committee would amend the Internal Revenue Code to make
clear that cash balance plans are legal and will also vitiate the
whip-saw problem.  The House and Senate bills do have some
differences, but these differences largely involve whether and
how to protect older workers when a plan sponsor converts a tra-
ditional defined benefit plan into a cash balance form.

If cash-balance plans are or become legal, what is their future?
It is by no means certain that many large businesses that have not
already converted their traditional plan to a defined benefit plan
will do so in the future.  Conversions have proved unpopular with
employees and one of the primary drivers for cash-balance con-
versions was the desire of employers to reduce benefit costs but
to keep existing well-funded defined benefit plans in existence,
both for accounting and tax purposes.  Today, there are not so
many well-funded plans and some large businesses may choose to
freeze or terminate their traditional defined benefit plans rather
than convert them.

It is possible, however, that the future of cash balance plans is
in the small-business arena.  The Internal Revenue Code today
limits annual additions to defined contribution plans to $44,000,
with an additional $5,000 “catch-up” contribution for people 50
or over.  Cash-balance plans, however, will allow employers to
set up what in effect is a defined contribution plan with much
higher contribution limits for middle-aged employees.  So if
either the courts rule that cash balance plans are legal, or if
Congress simply decrees that they will in the future be legal,
expect to see a number of small businesses, including law, med-
ical, accounting, and consulting firms, explore whether cash bal-
ance plans are right for them.

Tidbits, Rulings, and New Developments

When Does the COBRA Period End in a Late-Notice Case?

An employer health care plan was 10 months late in providing
a COBRA notice to a participant whose contract with the employ-
er terminated.  The former participant argued that his 18 months
of COBRA coverage began to run only when he received his
notice, but the employer contended that the coverage ended 18
months from the contract termination.  A district court in
Wisconsin agreed with the employer, although the court noted
that the worker might be entitled to a statutory penalty for the late
notice and perhaps for other relief.  The case is Koopman v. Forest
County Potawatomi Member Benefit Plan.

Fifth Circuit Vacates Milofsky Decision on 401(k) Damages.

Last year a panel of the Fifth Circuit Court of Appeals ruled
that participants in a section 401(k) plan could not bring an action
for money damages unless all participants would benefit from the
recovery.  (The Newsletter reported on the case, Milofsky v.
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The Internal Revenue
Code and Title I of ERISA
include separate rules on

age and accrual for
defined benefit and defined 

contribution plans.



American Airlines, last April.)  The panel reasoned that money
relief is available under ERISA only if the action is on behalf of
the plan itself, rather than individuals.  If a subclass of partici-
pants sued, then, the action was on their own behalf rather than
on behalf of the plan.  The panel’s decision would potentially
have had wide ramification; for example, it would have prevent-
ed participants in a case such as Enron from suing for money
damages, since participants held differing percentages of Enron
stock in their accounts (and a few employees had no Enron
stock).

IRS is Concerned that Some Employers Might Be Excluding
Part-Time Workers from Their Plans.

It is legal under the Internal Revenue Code to condition plan
participation on an employee completing a year of service, which
is essentially a year in which an employee works at least 1,000
hours.  An employer may not, however, prohibit part-time
employees from plan participation if they in fact complete a year
of service.  The IRS recently issued a quality assurance bulletin
entitled “Part-Time Employees Revisited.”  The bulletin express-
es concern that some employers might be omitting groups of part-
time employees from plan participation simply because they are
part-time.  The bulletin indicated that a plan should not exclude
an undefined category of employee, but rather should define
excluded employees to ensure that the category is not designed to
exclude employees who meet the year-of-service requirement.

IRS Issues Final Roth K Regulations.

The IRS released proposed regulations on Roth 401(k) plans in
March of 2005.  In January, the IRS finalized those regulations
with only minor changes.  

IRS Letter Spells Out Relief for SIMPLE IRAs.

The IRS recently determined that many SIMPLE IRAs are
maintained under plan documents that do not reflect the
Economic Growth and Tax Relief Reconciliation Act of 2001.

The IRS will permit sponsors of SIMPLE IRAs until December
31, 2006, to adopt plan documents that reflect applicable EGTR-
RA provisions.

Cost of Living Adjustments to Qualified Plan and Social
Security Provisions.

2005 Amount 2006 Amount

Social Security Wage Base $90,000 $94,000

Deferral Limits for 401(k) Plans $14,000 $15,000

Catch-Up 401(k) Contributions $4,000 $5,000

Compensation Cap $210,000 $220,000

Section 415(b) Defined Benefit Limit $170,000 $175,000

Section 415(c) Defined Contribution Limit

$42,000 $44,000

Highly Compensated Employee Salary Amount 

$95,000 $100,000

Key Employee Salary Amount $135,000 $140,000

SIMPLE Plan Deferral Limit $10,000 $10,000

SIMPLE Catch-Up Limit $2,000 $2,500

Health Savings Account Family Limit $5,250 $5,450

Health Savings Account Single Limit $2,650 $2,700

Health Savings Catch-Up Contribution $600 $700
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expenses, gains, and losses . . . which may be allocated to such
participant’s account.”   A participant’s accrued benefit in a
defined contribution plan is “the balance of the employee’s
account.”  The nomenclature defined contribution plan reflects
that the plan defines the employer’s contribution to the plan and
how it is allocated among employees.

In contrast, a defined benefit plan defines the benefit paid to the
employee at retirement age, rather than the amount of the
employer’s contribution each year.   And under ERISA, every
defined benefit plan must provide, as its normal form of benefit,
“an annual benefit commencing at nor-
mal retirement age.”  For example, a
defined benefit plan might provide a
benefit equal to 2% of final pay multi-
plied by years of service, commencing
at age 65, or a benefit of $25 per month
multiplied by years of service.
Defined benefit plans may also offer
alternative forms of benefits, which a
participant may elect with the consent
of his or her spouse.  The most com-
mon alternative form of benefit is a
lump sum payment of equivalent actu-
arial value to the normal form of bene-
fit.   

The distinction between defined
benefit and defined contribution plans
obviously has important design impli-
cations for a plan’s participants and
sponsors, but it also has regulatory sig-
nificance, since different regulatory
requirements apply to the two types of
plans in the areas of benefit accrual,
age discrimination, limits on maximum benefits, funding, and
non-discrimination under the federal pension system.   

III.  The Cash Balance Plan: A Defined Benefit Plan with the
Look-and-Feel of a Defined Contribution Plan.

During ERISA’s first decade, the distinction between defined
benefit and defined contribution plans was well drawn and stable
and few questions emerged concerning the set of regulatory
requirements to which a plan was subject.   In 1985, however,
consultants for Bank of America designed a new form of plan, the
cash balance plan. 

Cash balance plans are a type of defined benefit plan.  The ben-
efit in a cash balance plan, however, is stated as a hypothetical
individual account rather than as an annuity.   Each employee has
such an account (although no actual dollars are allocated to it)
and the benefit to which the employee is entitled, and which the
employer funds, is the account balance.  The account balance is
determined under a plan formula, which describes the employer’s
deemed contributions and a deemed interest rate.  For example,
the plan might provide that each year the employee’s benefit is
increased by a deemed employer contribution equal to 6% of pay,
and a deemed interest rate on the previous account balance of 5%.
The employee gets the account balance regardless of the plan’s
investment performance.  

In theory, because cash balance plans are defined benefit plans

and the normal form of benefit in a defined benefit plan must be
an annuity, the “normal” form of benefit in a cash balance plan is
an annuity (in effect, the hypothetical account balance is convert-
ed to an annuity under actuarial assumptions stated in the plan).
However, cash balance plans are almost always designed to allow
an employee to take a lump sum rather than an annuity and most
employees who participate in cash balance plans take the benefit
as a lump sum.

It is important to keep in mind that cash balance plans are
defined benefit plans, even though the benefit promise has the

look and feel of a defined contribution account.
Although an employee’s cash balance benefit is
defined in terms of an account balance, there are no
true individual accounts and what the employee has is
a promise that the plan will pay the “account balance”
on retirement.  At any given moment, the cash balance
plan might have assets in excess of, or below, the
value of the aggregate amounts promised to the
employees.  (The account balances are themselves
often referred to as “notional,” as opposed to actual,
accounts.)

IV.  How Does An Employer Create A Cash Balance
Plan?

Plan sponsors can create cash balance plans in either
of two ways.  First, a plan sponsor can create from
scratch a new cash balance plan.  Second, and far more
common to date, an employer can amend the benefit
formula in an existing traditional defined benefit plan
to create a cash balance formula.  This is generally
referred to as a “conversion,” since the traditional plan
is converted into a cash balance plan.  

When a plan sponsor converts a traditional plan into
a cash balance plan, it must decide how to coordinate benefits
previously earned under the traditional formula with the new ben-
efits that will be earned under the cash balance formula.  There
are generally two basic design approaches to coordinate the new
and old benefits, although there are numerous variations on the
basic approaches.  The approaches are sometimes referred to as
“A+B” or “the greater of A or B.”

In both approaches, the benefit under the old formula is frozen,
based on years and generally salary as of the date of the conver-
sion.  In the A+B approach, a participant will be paid that frozen
benefit (the “A” in the “A+B”) plus new benefits earned under the
cash balance formula (the “B”).  In the “greater of A or B”
approach, the participant is generally given an opening account
balance, which may (but does not have to) equal the present value
of the frozen benefit.  On retirement, the participant will be paid
the more valuable of the frozen benefit (the “A”) or the new ben-
efit, including the opening account balance (the “B”).

.  
V.  Are Older Employees Harmed by Cash Balance Plans?

A new, made-from-scratch cash balance plan does not harm
older employees any more than the adoption of a new defined
contribution plan harms older employees.  But a conversion can
be viewed as harming older employees.

Why is this?  The primary reason, one common to virtually all
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Drop us a note…
If you have a question or would like to see a particular topic addressed, please let us 

know by emailing us at teri.cardwell@adamsandreese.com or by writing to us at:

Adams and Reese
Attn. Teri Cardwell

Concord Center
2100 3rd Ave. North, Suite 1100

Birmingham, AL 35203 

We will try to address your question or topic in a future newsletter.
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