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Cash Balance Pension
Plans: The New Wave

A number of larger employers have recently restructured
their defined benefit pension plan offerings by switching
from a typical pension plan based on terminal earnings
formulas to a cash balance plan based on average career
earnings. Many questions as to who benefits from such
transitions, as well as to how such transitions should be
governed, remain unanswered.

pension plans have been ve- how their retirement contributions will
hicles geared towards reward- be invested, but at the cost of incur-

ing longevity. The individuals build- ring more risk. In addition, defined
ing sizable “nest eggs” in a defined contribution retirement plans typically
benefit pension plan were those work- provide a benefit that employees can
ing for the same employer for their take with them should they change
entire career. jobs, a feature that is not traditionally

For many years, such defined ben-found in defined benefit pension plans.
efit pension plans have been widely Is it possible that there exists an inter-
used by employers to provide retire- section between these two distinct
ment income to employees. However, types of retirement plans? The inter-
since 1985, the number of defined ben-section might be the “cash balance”
efit pension plans insured by the Pen-pension plan.
sion Benefit Guaranty Corporatibn
(PBGC) has dropped from 112,000 to Cash balance versus defined
42,000. Conversely, the total number benefit
of participants in these plans has re-A cash balance plan, a type of defined
corded modest growth. Between 1980 benefit pension plan, promises an em-
and 1996, participation increased from ployee an employer contribution equal
27.6 million participants to 33 mil- to a percent of each year's earnings
lion.?2 However, like the total number and a rate of return on that contribu-
of defined benefit plans, “active par- tion. The benefit is always expressed
ticipation” declined 4.1 million be- as a total account balance. This is in
tween 1988 and 1996, dropping from contrast to a traditional defined ben-
22.2 million to 18.1 millior?. (See efit plan, which typically promises an
glossary of terms, p. 6.) employee a flat dollar amount based

More recently, employee participa- on years of service or an annuity—a
tion in defined contribution retirement periodic benefit usually based on years
plans has been on the rise. In addi-of service and an employee’s earnings
tion to giving employees more au- in the years closest to retirement.
tonomy in building their retirement Cash balance plans build value
benefits, defined contribution retire- steadily and often at the same pace for
ment plans provide employees with all employees—whether they've

I I istorically, defined benefit increased flexibility in determining
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worked for the employer for 1 or 30 5 percentinterest, which is paid by the such, are ideal for employees who
years. The focus of these plans is onemployer on an annual basis. This spend their entire career with a single
wealth building and “portability.” On method of benefit accrual allows cash employer. The assumption that em-
the other hand, traditional defined balance benefits to grow more evenly ployees experience their highest earn-
benefit plans are designed to encour-over an employee’s career than wouldings toward the end of their careers
age career employment with one em-occur under a final average pay plan—implies that the pension benefit due
ployer. Instead of focusing on wealth, in which the majority of benefit ac- to them would accrue much faster at a
they focus on providing retirement se- crual takes place in the final few years later stage of their employment. If
curity; the design of these plans doesprior to retirement. In other words, workers leave the firm before qualify-
not reward employees who choose tobenefits for cash balance plans are de-ing for retirement, they suffer a pen-
change jobs. termined by an employee’s pay aver- sion “capital loss” by giving up the
Cash balance plans provide more aged over his or her total years of ser-opportunity for a substantial graduated
uniform benefit accrual throughout the vice. Benefit accrual formulas based increase in pension benefttsThus,
employee’s career. Conversely, underon an employee’s career average earnthe benefit in remaining with the same
a traditional defined benefit plan, the ings tend to be more beneficial to em- employer for a number of years is es-
value of a dollar of promised future ployees just beginning their careers tablished.
retirement income is directly related than to employees who are close to Plans based on final earnings can
to the discounting period. In addition, retirement and have worked most of produce little benefits for employees
most defined benefit plans are basedtheir career under a more traditional who switch jobs several times during

on a multiple of an employee’s years defined benefit plan. their careers. The back-loading of
of service and final pay with the em- traditional defined benefit plans
ployer. Thus, an increase in compen-Cash balance versus defined makes it costly for employees to leave,
sation in one year increases the valuecontribution thereby reducing the likelihood of

not only of that particular year's ben- Although cash balance plans may ap-mobility.> On the other handcash
efit accrual, but also of the benefit ac- pear similar to 401(k) plans, there are balance plans may be more responsive
cruals for all prior years. numerous differences between them;to a mobile workforce and may be
It is important to note that, for cash some are critical from a policy perspec- more attractive to employees prone to
balance plans, there is not actually ative. First, in cash balance plans, the change jobs throughout their care®rs.
cash account in existence for each par-investment decisions and the invest- For mobile workers, cash balance
ticipant. Hypothetical retirement ac- ment risks associated with those deci-plans may provide meaningful ben-
counts define an employee’s accruedsions generally are the responsibility efits sooner and more evenly over a
benefit at any point in time. The ac- of the employer, not the employee. career, so that shorter job tenure need
count is merely a record-keeping fea- Even though the benefits are expressedhot mean reduced retirement benefits.
ture. Cash balance plans are fundedin the form of individual accounts, The design of cash balance plans re-
on an actuarial basis, in the same man-assets are managed in the aggregatsponds to workers who want to trans-
ner that traditional defined benefit by the plan trustee. Second, cash balfer accumulated pension benefits
plans are funded. The amount theance plans, unlike 401(k) plans, are when changing jobs. This portability
employer contributes to the plan each covered by the PBGC's insurance pro- provision affords workers who switch
year is based on actuarial assumptionsgram, meaning participants’ benefits jobs the opportunity to leave their as-
In addition, employers can invest the are protected even if the plan or the sets in the plan (where they will con-
cash balance plan funds just like they company runs into financial difficulty. tinue to receive interest credits), elect
can invest other defined benefit plan Finally, cash balance plans must offer an annuity, or roll over their account
funds. Participants’ retirement ac- employees the ability, within the plan, balance to their next employer’s re-
counts grow by earning annual cred- to convert their account balances totirement plan or into an IRA. Port-
its that typically are based on a flat lifetime annuities at no additional cost. ability provisions are rarely offered in

percentage of pay and may or may not traditional defined benefit pensions—
be integrated with Social Security ben- Are cash balance plans gaining fewer than 1 in 10 covered workers
efits. In addition, accounts earn an in popularity? had such a feature in 1997.

interest credit each year that is tied to As mentioned, traditional defined ben-  Although cash balance pensions
some external index, such as the Con-efit pension plans typically base the ac- have been in existence for a number
sumer Price Index or the rate on U.S.crued benefit on a multiple of an of years, they have recently begun to
Treasury bills. For example: employer employee’s salary level and years of receive much attention as new plans
XYZ provides a cash balance planthatservice. These plans are back-are surfacing and, in some cases, re-
credits all employees’ accounts with 6 loaded—meaning much of the value placing traditional defined benefit
percent of their annual salary. In ad- of the benefit is earned in the final plans. Data from the BLS Employee
dition, these accounts are credited withyears just prior to retirement—and, as Benefits Survey (EBS) indicate that
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traditional defined benefit plan. The

CHarT 1. Percent distribution of pension plans among Fortune 100 companies, 1998 payout received under the cash bal¢
ance plan would probably be smaller
Defined contribution, because the benefit would be calcu-

10 percent

lated using a career average of earn:
ings as opposed to an average of earn=
ings over the worker’s final few years
of employment. The career average
method tends to bring employees’
overall average down because it acr
counts for lower earnings levels early
in their careers.

Pension equity,
6 percent

Cash balance,
16 percent

Why do cash balance plans ap-

peal to employers?

Conversion from a traditional defined
benefit plan to a cash balance plan may
SOURCE: Watson Wyatt Compar ison 1998 be the result of: (1) a comprehensive
redesign of an employer’s compensa-
tion package as a means for easily as-
certaining future liability; (2) a need
participation in cash balance pension they can actually see their pen-  to attract and retain workers in a mo-

Traditional defined benefit, 68 percent

plans among employees in medium  sion ‘benefit’ accruing through- bile environment; and (3) a desire to
and large private establishments out theiryears of service with avoid the complexities involved in
doubled between 1995 and 1997, from an employer, and because they explaining traditional defined benefit
3 to 6 percent of all defined benefit  can take that accruedkenefit plan annuity benefits and their often-
plan participant§. These data are sup-  with them when they leave, even  complex formulas.

ported by the fact that, overall, cash if that is years in advance of re- Conversion to a cash balance plan
balance plans have increased from 5 tirement age® may be accompanied by improve-
percent to 12 percent in just the last 2 ments to other benefit plans. When

years, according to a survey conducted According to data from the 1998 some employers institute a conversion,
by Hewitt Associates. Furthermore, in Current Population Survey, the medianthey increase their nonelective or
1998, 16 percent of Fortune 100 com- number of years workers were with matching contributions to their cur-
panies offered their employees a cashtheir current employer was 3.6, 1.4 rent employees’ 401(k) plans to off-
balance plan. (See chart®l.) years less than the 5-year vesting re-set any reduction in benefits that
Traditional defined benefit plan quirement of most defined benefit would occur otherwise.
formulas are often complex and are notplans* (This measure of tenure fluc- A recent study by Watson Wyatt
expressed in the form of an accounttuated between 1983 and 1998, de-Worldwide, a benefits consulting firm,
balance. Casbalance plans—with creasing from 3.8t0 3.6 yeat$.est-  suggests that “employers with cash
their account balance and understand-ing requirements in cash balance plansbalance plans...are more likely than
able benefit accrual—seem to provide are similar (5 years for cliff vesting employers with traditional defined
benefits that are easier for employeesand 7 years for graduated vesting— benefit plans to make both non-elec-
to comprehendEmployers are under see glossary of terms). Therefore, cashtive (12 and 10.8 percent, respectively)
the impression that very few employ- balance plans may be more attractiveand matching (88.9 and 77.5 percent)
ees understand, or even appreciateto younger workers (workers more contributions to employee 401(k)
traditional defined benefit plans be- likely to change employers) because, plans.*® Watson Wyatt also has com-
cause of the difficulty in determining once vested, they are guaranteed arpleted another study indicating that
the benefit to which they are entitled: unreduced benefit if they change em-“45 percent of employers realized
ployers. On the other hand, workers some cost savings, while 37 percent
...[It] is perceived that some closer to retirement may be disen- saw costs increase, and 18 percent ex-

employees have little under- chanted with the cash balance planperienced a minimal effect on costs.”
standing of or appreciation for because they tend to receive smaller From another perspective, accord-
traditional pension plans.... payouts at retirement by converting to ing to a recent Society of Actuaries

Plan participants tend to appre-  this type of plan than they would have study, if costs were held constant,
ciate cash balance plans because if they had remained with their more about two-thirds of employees would
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GLOSSARY OF TERMS

Active participationrefers to plan participants who are actively employed a
still accruing plan benefits.

Annuity is an investment on which one receives fixed payments for a lifetime
for a specific number of years.

Career earnings formulasare based on a percentage of average career earn
for every year of service recognized by the plan.

Cash balance pension planare defined benefit pension plans in which eac
participant has a hypothetical account that is credited with a dollar amount.
account earns interest based on an employer contribution usually calculated
percentage of pay.

Defined benefit pension plangprovide employees with guaranteed retireme
benefits based on predetermined benefit formulas. A participant’s retirement
length of service, and preretirement earnings also may affect the benefits rece

Defined contribution retirement planspecify the level of employer contribu-
tions and require those contributions to be placed in individual employee acco

Discounting periodis the length of time used to calculate the present value
dollars (annuity) due in the future.

Dollar amount formulasare used to calculate benefits based on a flat dollar ama
for each year of service recognized by the plan.

Early retirement ageis the age or combination of age and service at which
individual can retire and receive full benefits less a reduction for each yea
retirement prior to reaching normal retirement age.

Nonelective contributionsre employer contributions (other than matching funds)

that an employee may not elect to have paid in cash in lieu of being contribut
their retirement account. They are nonforfeitable and ineligible for withdra
prior to the attainment of certain conditions.

Normal retirement agds the age at which an individual can retire and recei
full accrued benefits.

Pension equity planredit employees with a certain number of points for eal
year of service. When the participant terminates employment or retires, the
efit is determined by multiplying the participant’s average level of pay over his
her career by the total number of points earned. The benefit is expressed
account balance, much like the benefit of a cash balance defined benefit plal

Portability allows participants to transfer accumulated pension benefits when ch
ing jobs.

Terminal earnings formulasare based on a percentage of average earnings

ing a specified number of years at the end of a worker’s career (or when earhings

are their highest), multiplied by the number of years of service recognized by
plan.

Vesting refers to the number of years an individual must work for a particy
employer before earning a nonforfeitable retirement benefit.

Cliff vesting is a form of vesting in which vesting occurs after an employ
satisfies the service requirements for 100-percent vesting, for example, af
years. There also may be an age requirement combined with the service re
ment.

Graduated vestings a form of vesting in which vesting occurs gradually over| a

predetermined period until the employee is fully vested (100 percent).

Wearawayoccurs when, as a result of a plan conversion, participants’ previolisly

earned benefits do not accrue additional value until the new plan value equa
old plan value.

do better under cash balance plans
than under traditional defined benefit
plans. Additionally, the study sug-
gested that women—who have a ten-
dency to have slightly shorter job ten-
ure—do better under cash balance
Or plans than they do under traditional
defined benefit plan®.

Employers find that the cash bal-
ance plan provides additional funding
h flexibility, thereby easing the burden
The of budgeting for future pension plan
as gosts. The cash balance plan does not

define the employer’s contributions,
Nt but instead defines the future pension
age.penefits that will accrue in each indi-
Vedyigual account. The employer’s con-

tributions are based on actuarial valu-
Unts.ations, as is the case with traditional
of defined benefit plans. These actuarial

valuations describe an amount that
unt Must be present in the plan to fund all

employees’ pension benefits. The
an employer contributions to the plan in
r of @any given year may be more or less
than the sum of the additions to all
participants’ accounts. The employer
Ld 10O Plan sponsor, or both, determine
val how the assets from the plan will be
invested and assume all risks. Invest-
ment gains and losses affect the
employer’s future contributions. If the
ch fund earns a rate of return equal to or
ben-greater than the rate of return prom-
or isedto employees, the plan can become
as afully funded without additional em-
N- ployer contributions.

There are other reasons why cash
balance plans may appeal to employ-
ers. As with traditional defined ben-
efit plans, employers still bear the risk

nd

ings

n

ang-

dur-
i ; .
the and receive the reward from plan in-

vestment strategy. But cash balance
plans may not subject employers to the
same degree of risk of preretirement
inflation that can occur with terminal
teeer 5earnings formula® Benefits are ex-
quirepressed in terms of a lump-sum pay-
ment, and at any point in time the
employer knows the value of an
individual’s account. Large wage in-
creases just prior to retirement must
be funded, but they do not have the

s the . ) e
same influence on employees’ final

lar

benefits that they would in traditional

6
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amendment that will result in a sig-
CHaRT 2. An example of how hypothetical traditional defined benefit and cash nificant reduction in the rate of future
balance pension plans build value over an employee's career benefit accruals. However, employers
are not required to provide individual
notices for each plan participant; nor
do they have to explain the effect that
plan amendments will have on indi-
vidual participants. This is a concern
for some participants. They argue that
the wearaway period during a conver-
sion should be explained, and a mean-
ingful comparison between projected
benefits under the amended plan and
the benefits that would have been
earned under the previous plan for
mula should be provided to each
worker?®

Rate of benefit accrual

Traditional defined benefit plan

L 4
Cash balance plan

25 30 35 40 45 50 55 60 65
Age of employee

SOURCE: Employee Benefits Research Institute Regulatory requirements

From a legal standpoint, cash balance

plans are currently governed by the

same rules that govern traditional de-
Transition issues in their opening cash balance plan fined benefit plans under the Employee
When a company converts to a cashaccounts, or providing additional pay Retirement Income Security Act of
balance plan, all employees are legally or interest credits to employee accounts1974 (ERISA). ERISA requires pri-
entitled to the benefit they accrued in for a predetermined number of years vate employers to fully fund their pen-

the prior plan as of the conversion date.or until retirement. sion plans. A pension plan that is con-
Among the biggest issues that arise in sidered fully funded is one with assets
the transition from a traditional de- Wearaway equal to or greater than the amount

fined benefit plan to a cash balance According to Dr. Jack VanDerhei of needed to provide each plan partici-
plan is that younger employees will Temple University, wearaway can oc- pant with the pension benefit to which
typically fare better than they would cur when a defined benefit plan basedhe or she is entitled. Generally, cash
have under the original plan becauseon final average salary is converted to balance plans require no contributions
the accrual pattern under a cash bal-a cash balance plan. According to from employees.
ance plan will provide them with a VanDerhei, at the time of conversion, In 1999, the IRS imposed a freeze
larger benefit if they leave their cur- the initial value of a participant’s cash on new approvals of cash balance
rent employer. Workers with more balance account may be set at less thaplans. The IRS was able to do this
years of service and a traditional de- the value of benefits accrued under thebecause the agency has jurisdiction
fined benefit plan may not do as well. previous plan. It is important to note over the finances of such plans be-
Chart 2 shows how cash balance planthat this does not reduce or take awaycause company contributions are tax
benefits accrue in relationship to tra- previously earned benefits; the accrueddeductible. The manner in which
ditional defined benefit plan benefifs.  value under the previous plan is guar- some companies moved to a cash bal-
The extent of any difference in ben- anteed. What may happen, however,ance arrangement has resulted in
efits will depend on the design of the is that some workers will not accrue much controversy. The first compa-
old and new plans and the nature of additional benefits until pay and in- nies to make the switch were doing
the transition provisions that may ac- terest credits under the new plan bringso without offering older employees
company the conversion. Employers their cash account balance up to theany choice. Employees within a few
may offer an array of transition ar- value already earned under the oldyears of retirement could possibly ex-
rangements. One of the arrangementgplan®® This period of no additional perience significant reductions in the
could be the imposition of a “grandfa- benefit accrual is the wearaway period. level of their benefits under the new
ther clause,” whereby some or even all  Benefit formulas that result in pe- arrangement. Some employees have
employees may remain in the prior riods of no new accruals for some em- instituted class-action lawsuits against
pension plan either until retirement or ployees have been approved by the In-employers and filed Equal Employ-
for a period of years. Other arrange- ternal Revenue Service (IRS) for many ment Opportunity complaints alleging
ments may include providing some, or years. Current law requires employ- illegal reduction of pension benefits.
all, workers with additional amounts ers to notify plan participants of any They have argued that they were not
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receiving adequate information about
the new plans. The initial response by

employers was to offer older, career Sh 1429 und s discl . hatlol
employees an option of remaining inthe | 1€ Taxpayer Refund Act contains disclosure requirements to ensure that|plan

L " - . participants understand changes to their pension plan and have the tools to feter-
original plan or “grandfathering” their | mine the effects of those changes on their retirement benefits.
accrued berfd in the original plan to

the new cash balance plan. This re-| H.R. 2759
quired adjusting their pattern of ben- | H:R. 2759 would require employers that sponsor defined benefit pension plans to
efit accrual under the new plan so that offer all vested employees the right to remain in the plan as it existed prior to|any

. . L plan amendment reducing future benefit accruals. This participant consent re-
benefits at retirement would be simi- | g irement is imposed not merely on conversions to cash balance plans but on all
lar to those they would have received| defined benefit plan changes that reduce future accruals.
under the old plan. These issues have

led to the introduction of legislation | H-R. 1102 . y . | tected b Hbal
in Congress that would give plan par- Section 407 of H.R. 1102 would ensure that employees affected by a cash balance

. . conversion receive a notification and description of any significant reduction in
ticipants a legal right to know when a | - their benefits, rather than a copy or summary of the technical plan amendment that
change in determining pension ben-| results in this reduction.

efits will result in a reduction of fu-

ture benefits. (See box on relevantleg-| S: 1600 , , , , o )
islation.) The Older Workers Pension Protection Act is designed to prohibit the “wear-away

. effect. It would ban the practice of applying an amended benefit formula to|the
'On another front, the Pension Ben- | years of an employee’s service that accrued before the amendment. It would in-
efit Guaranty Corporation (PBGC), the | stead mandate that benefits earned under the pre-amendment formula woyld be
agency charged with insuring quali- | added to any benefits earned after the amendment.

fied defined benefit plans and admin-
S. 659/H.R. 1176

Istering serlously_ underfqnde_d pla_ln_s The Pension Right to Know Act would require employers to provide employges
when necessary, is experiencing diffi- | yth detailed, individual benefit calculations and projections when certain chariges
culty determining how to insure cash | are made to a pension plan. Under this Act, employers would have to project
balance plans. These plans present the benefits for four points in time: 3, 5, and 10 years after the conversion date, ahd at
PBGC with a challenge because the| the employee’s normal retirement age. All employee§’ pay levels are assumed to
benefits are not expressed in terms of ggrease annually at the average of the last five-year’s increases in the Congumer
. rice Index. For these projections, all other relevant factors would remain at con-
an actuarially computed future | yersion date levels. Statements showing benefit amounts (for each of 20|sce-
monthly benefit expected from the | narios) would have to be given to the employee at least 15 days before the effective
plan. Instead, the benefit is expressed date of the amendment.

as a lump sum to be paid immedi-
H.R. 2902

ately—not at some future date._ An- According to H.R. 2902, if a company makes a change to its defined benefit pen-
other problem the PBGC faces is de-| gjon plan that could result in reduced future benefits (even a change having hoth-
termining the amount the organization | ing to do with a conversion to a cash balance plan), the company would haye to
can afford to guarantee. Guarantee| offer all vested employees the option of rejecting the new plan and remaining

limits are set based on the number of| under the existing plan.
workers eligible to retire at any given
time. Cash balance pension plans
make setting guarantee limits impos-
sible because all plan participants areods of benefit distribution, and ben- plans having a cliff vesting schedule
technically eligible for retirement once efit formulas. (usually the employee becomes 100-
they have met any vesting require- percent vested after 5 yeafs) Simi-
ments imposed by the pl&h. Vesting Vesting refers to the amount larly, 91 percent of participants in cash
of time a participant must work be- balance plans also had this type of vest-
Data analysis fore earning a nonforfeitable right to ing schedule.
An examination of 1997 EBS data a pension benefit. Once the worker is
suggests some of the similarities andvested, the accrued benefit is retainedGraduated vesting Graduated vest-
differences between cash balance plansven if the worker leaves the establish-ing, on the other hand, is not as preva-
and traditional defined benefit plans. ment before reaching retirement age.lent in defined benefit pension plans
Provisions common to defined benefit A common practice among defined as it is among defined contribution
plans include, among others, vesting benefit plans is “cliff vesting.” This retirement plans. With graduated vest-
requirements, eligibility requirements method of vesting is predominant in ing, participants earn a portion of their
for plan participation, normal and traditional defined benefit plans, with accrued balance sooner than they
early retirement requirements, meth- 96 percent of participants in these would under a cliff vesting schedule.

RELEVANT LEGISLATION

11%
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The fact that graduated vesting is usedings formulas, and dollar amount for- ally are offered in the form of a lump-
more often in cash balance plans maymulas. The terminal earnings formula sum payment, although these plans aré
lend some credence to the notion thatis the most prevalent means of deter-legally required (as defined benefit
these plans have features similar tomining retirement benefits; more than plans) to offer an annuity option. Con-
those of defined contribution plans. half of defined benefit plan partici- versely, the distributions from a tradi-
Data show that 3 percent of partici- pants have a plan that uses this typetional defined benefit plan usually are
pants in traditional defined benefit of formula?® According to the EBS, offered in the form of a lifetime annu-
pension plans had a graduated vestin 1997, 35 percent of participants in ity, with options of purchasing some
ing schedule as opposed to 33 percenplans with a terminal earnings formula level of survivor annuity. In 1997, 22
of participants in defined contribution received a flat percentage per year ofpercent of all defined benefit plan par-
plans. Within defined benefit pension service, which averaged 1.48 per- ticipants had an option to take their
plans, a higher percentage (9 percent)cent?* As mentioned earlier, this per- entire accrued benefit in the form of a
of cash balance plan participants thancentage is applied to a much higher lump sum, compared with 80 percent
of traditional pension plan participants level of earnings than is seen under aof all cash balance plan participafts.
had a graduated vesting schedule. cash balance format. (See table 3.)

o ) In terms of portability, traditional
Contributions. The practice of con- Retirement age Based on the struc- defined benefit plans tend to express

tributing to a cash balance plan at ature of cash balance plans, the notionportability provisions as transfer of
higher rate than is customary with ter- of normal and early retirement is not service credits from one employer-
minal earnings formulas may be basedrelevant. This is due to the fact that sponsored plan to another, and not as
on the level of earnings to be consid- participants in cash balance plans maya withdrawal or transfer of the accrued
ered in the calculation of the benefit. terminate employment and take their penefit. Eight percent of defined ben-
Because cash balance arrangementsinreduced accrued benefit with them gfit plans provided this concept of
take into account earnings over the once they have met any vesting re- portability in 199727 Cash balance
career of an employee, employers mustquirements imposed by the plan, or plans, on the other hand, speak of
contribute at a higher rate to accountthey may leave the benefit in the plan portability as a withdrawal or rollover
for early years of employment during allowing it to earn interest credits. In of the accrued benefit into another
which earnings are typically lower. contrast, traditional defined benefit qualified plan or into an IRA. It is,
Terminal earnings formulas, on the plans specify retirement requirements. in fact, the portability and distribu-
other hand, cover a period during The most prevalent normal retirement tion provisions that cause cash balance
which earnings are theoretically high- requirement for defined benefit plans plans to look like defined contribution
est (during the last few years just prior is age 65, regardless of the number ofretirement plans.

to retirement). Among participants in years of service. “Normal retirement”

cash balance plans, 31 percent had aefers to the age at which an individual

benefit that was determined at a ratemay retire without a reduction in ben- SUmmary _ _

ranging from 7.00 to 7.99 percent of efits. In 1997, 48 percent of all par- Cash balance defined bene_flt plar_13 (as
earnings (3 percent of participants ticipants in defined benefit plans had Well s other types of hybrid defined
were receiving less than 2 percent ofa normal retirement requirement of Penefitplans) are beginning to receive
earnings). (See table 1.) The averageage 65. Of this 48 percent, more thanmcre_asgd attention. Ava_u_lable litera-
annual employer contribution to cash half (29 percent) had no additional {Ure indicates that transitions appear
balance plan accounts was 5.91 per-service requirement attached to the agd® P€ largely aimed at making employ-
cent? In addition, table 2 shows that requirement. The predominant early &S more attractive to workers who do
a significant number of participants in retirement requirement was age 55 "Ot Plan to remain with the same em-
cash balance pension plans (44 per-with 10 years of service. Early retire- PlOyer for their entire career. A cash
cent) earned annual interest credit be-ment provisions describe the earliest Plance defined benefit plan promises
tween 6.00 and 6.99 percent. The av-time at which an individual may ter- these Worke_rs alarger benef_lt_ than they
erage rate of interest earned by all cashminate employment and receive a re-Would receive under a traditional de-
balance plan participants in 1997 wastirement benefit, albeit reduced in fined benefit pension plan, as well as

6.58 percent. some mannéf a benefit accrual pattern that may be
better understood.
Earnings formulas In defined ben- Portability and distribution Differ- The following are some of the fea-

efit plans, the benefit formula describes ences between traditional defined ben-tures of cash balance defined benefit
the method of determining a efit plans and cash balance plans alsgoension plans.

participant’s benefit at retirement. existin the portability and distribution

Typical benefit formulas include ter- provisions. As discussed earlier, dis- * The employer bears the invest-
minal earnings formulas, career earn- tributions from cash balance plans usu- ment risk.
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* In most cases, the employer ¢ Vesting requirements must be met. the PBGC will insure these plans given

makes all of the contributions to that all vested participants (regardless
the plan. * Both lifetime and survivor annu- of age) are “eligible to retire.” Tran-
ity options must be offered. sition issues continue to prompt con-
» Participants’ benefits are deter- gressional legislative proposals to gov-
mined utilizing a defined formula. ~ * In most cases, the employee canern hoth these plans and the transition
opt to take the entire accrued from more traditional defined benefit
« Plans are governed by ERISA, benefit in the form of a lump- plans. Finally, uncertainty still exists
and are insured by the PBGC. sum payment. regarding the issues of disclosure and

wearaway. These concerns must be ad-

¢ Plans include many of the same A few fundamental questions re- dressed by employers planning a tran-

features offered in traditional de- main to be answered regarding cashsition to a cash balance defined ben-
fined benefit plans. balance plans. Among these is how efit pension planm

1 The Pension Benefit Guaranty Corpora- The EBS covers full- and part-time employ- www.appwp.org/cashbalancenov399.htr{vis-
tion (PBGC) protects the retirement income of ees in the 50 States and the District of Columbia. ited June 6, 2000).
about 43 million American workers in more than However, industrial and establishment-size cov-  ** Kyle N. Brown, Gordon P. Goodfellow,
40,000 defined benefit pension plans. PBGC is erage varies on a rotating basis. In even-numberedromeka Hill, Richard R. Joss, Richard Luss, Lex
a Federal Government corporation established byreference years, EBS data were collected for smallMiller, and Sylvester J. Schieb&he Unfolding
Title IV of the Employee Retirement Income private establishments (those employing fewer of a Predictable Surprise: A Comprehensive
Security Act (ERISA) of 1974 to encourage the than 100 workers) and State and local govern- Analysis of the Shift from Traditional Pensions
growth of defined benefit pension plans, provide ments (regardless of employment size). In odd- to Hybrid Plans(A Watson Wyatt Worldwide
timely and uninterrupted payment of benefits, and numbered reference years, data were collected forResearch Report), Executive Summary, p. 2, on
maintain pension insurance premiums at the low- medium and large private establishments (thosethe Internet ahttp://www.watsonwyatt.com/

est level necessary to carry out the Corporation’s employing 100 or more workers). homepage/us/res/cashbalexs.pd¥isited
obligations. ® “US move towards cash balance plans gath-June 2, 2000).
2 These numbers include not only active work- ers pace,”Pensions Internationa{London, ** Carol Quick, "An Overview of Cash Bal-
ers but also retirees (or their surviving spouses) Dominus Publishing, LtdJune 1999), p. 13. ance Plans," p. 8.
and separated vested participants. 10 Carol Quick, “An Overview of Cash Bal- According to the Bureau’s 1998 Current
® Pension Insurance Data BogRension  ance Plans,EBRI Notes(Employee Benefits ~ Population Survey, average job tenure for women
Benefit Guaranty Corporation, 1998), p. 5. Research Institute, July 1999), p. 4. 16 years of age and older is 3.5 years versus 4.0
4 Alan L. Gustman and Thomas L. Steinmeier, n“Employee Tenure Summary,” USDL: Yyears for men in the same age group.
Pension incentives and job mobilfgalamazoo, 98-387 (Bureau of Labor Statistics, Sept. 16 Carol Quick, “Cash Balance Plans,” p. 4.
MI, W.E. Upjohn Institute for Employment Re- 23, 1998). 71bid., p. 5.
search, 1995), p.1. 12 Current Population Survey (CPS) tenure 18 Jack VanDerhei, “Statement Before the Sen-
® Ibid., pp.40-41. data suggest how long workdrave beenvith ate,” p.12.
6 Jack VanDerhei, “Statement Before the Sen- their current employer. They say nothing about °1bid., p. 13.
ate Health, Education, Labor, and Pension Com- how long workerseventually will bewith their 20 Mark Nance,'What Is A ‘Cash Balance’

mittee,” Hearing on Hybrid Pensions (Employee current employer. Information on eventual ten- Plan, and Why Is Everyone So Excited About

Benefits Research Institute, Sept. 21, 1999), p. 7.ure is far more relevant for assessing mobility than Them?”(Pension Benefit Guaranty Corporation,
" Employee Benefits in Medium and Large is information on current tenure. Unfortunately, 1999), pp. 19-23.

Private Establishments, 199Bulletin 2517 no direct measure of eventual tenure exists. Be- % Employee Benefits in Medium and Large

(Bureau of Labor Statistics, September 1999), cause no satisfactory measure exists to quantifyPrivate Establishments, 1997.112.

p. 103. worker mobility directly, CPS data on workers’ *2 Data derived from Employee Benefits
& The Bureau’s Employee Benefits Survey tenure with current employers often have been usedSurvey, 1997.

(EBS) covers the incidence and characteristics of to make inferences about worker mobility. How- 2 Employee Benefits in Medium and Large

employee benefit plans, and is conducted jointly ever, using CPS tenure data to assess mobility mayPrivate Establishments, 1997. 103.

with the Bureau’s Employment Cost Index Sur- |ead to incorrect conclusions. 2 1bid., p. 104.

vey. The two surveys cover all private sector es- 13¢Cash Balance — the benefit of cash balance % Ibid., p. 109.

tablishments (except farms and private house-plans,” The Association of Private Pension and 26 |bid., p. 106.

holds) and State and local governments. Welfare Plans, on the Internet http:// 271bid., p. 113.
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TasLe 1. Contribution rate of employers offering cash balance defined benefit plans for full-time employees in medium and large

private establishments, selected occupational groups, 1997

Occupationalg roup
Employer contrib  ution Al Prof essional, Clerical Blue collar
employees technical, and and and
related sales service

Number of workers (inthousands) — ....ccccccceevieeeviee e 1,091 502 246 343

Percentof workerswitha cashbalanceplan  .......ccoooeeiiiiieens 100 100 100 100
Percent contrib uted

Lessthan 2.00 3 3 6 ®

2.00-2.99 ........ 8 3 4 19

3.00-3.99 ..... 5 3 8 6

4.00-4.99 ..... 20 20 29 13

5.00-5.99 ..... 5 5 8 3

6.00-6.99 ..... 8 10 4 8

7.00-7.99 ..... 31 39 16 31

8.00-8.99 ..... 12 10 16 11

9.00 = 9.99 i ———————————————— 5 4 5 6

10.00 or more 2 4 - 2

Notavailable .........oooiiii 1 - 5 1

Average percent contributed peryear of Ser - Vice 2.........oceevevevevereeninenennn. 6 6 5 6

! Less than 0.5 percent.
2 The aver age includes all covered work ers; work ers without the
plan pro visionare e xcluded.

NOTE: Because of rounding, sums of individual items may not

equal totals. A dash indicates no employees inthe category.

TasLE 2. Interest earned on accounts in cash balance defined benefit plans for full-time employees in medium and large private

establishments, selected occupational groups, 1997

Occupationalg roup
Earnedinterest rate Al Prof essional, Clerical Blue collar
employees technical, and and and
related sales service

Number of workers (inthousands) — ......cccccceevieeeviee e 1,091 502 246 343

Percentof workerswitha cashbalanceplan ... 100 100 100 100
Interestrate

5.00=5.99 it 24 18 41 20

6.00-6.99 ..... 44 57 37 29

7.00-7.99 ..... 6 5 1 10

8.00-8.99 ..... - - - -

9.00-9.99 ........ 7 - - 22

10.00 or more ... 8 10 4 8

Not available 12 9 18 11

Average ear NedINtEreStrale L..........cccccvveeerieeeriieesireeesreesreeeesaeesseeeseees 7 6 6 7

1 The aver age includes all covered work  ers; work ers without the
planpro vision are e xcluded.

NOTE: Because of rounding, sums of individual items may not
equal totals. A dash indicates no employees in the category.

TaeLe 3. Percent of cash balance defined benefit plan participants with lump-sum benefit options, full-time employees in medium

and large private establishments, selected occupational groups, 1997

Occupationalg roup
Al - -
Lump-sum availabili Prof essional, Clerical Blue collar
P Y employees technical, and and and
related sales service
Number of work ers (in thousands) ............. 1,091 502 246 343
Percent of workers with a cash balance plan 100 100 100 100
Lumpsumavailable ............oooeiiiii e 80 85 91 67
Limited to specified amount 6 4 8 8
NO IMItEd aMOUNE ...t 74 81 83 59
Nolumpsumavailable ... 20 15 9 33
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