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Cash Balance Plan

What is a cash balance plan?

A cash balance plan is a qualified employer-sponsored retirement plan that has become increasingly common in 
recent years as an alternative to (or replacement of) the traditional defined benefit pension plan. Though it is 
technically a form of defined benefit plan, the cash balance plan is often referred to as a "hybrid" of a traditional 
defined benefit pension plan and a defined contribution plan. This is because cash balance plans combine certain 
features of both defined benefit and defined contribution plans. Like traditional defined benefit plans, cash 
balance plans pay a specified benefit amount at retirement. However, like defined contribution plans, participants 
have individual (albeit hypothetical) accounts, allowing for easy tracking of accrued benefits.

Tip: For detailed information on both defined benefit plans and defined contribution plans, see 
Defined Benefit Plan and  Defined Contribution Plan.

Age discrimination and the Pension Protection Act of 2006

General

Considerable controversy has surrounded cash balance plans in recent years. The main issue, and the subject of 
frequent litigation, has been whether or not cash balance plans discriminate against older workers in violation of 
federal age discrimination laws. Some courts have held that cash balance plans are discriminatory, while other 
courts have reached the opposite conclusion. Because of this legal uncertainty, many employers have been 
hesitant to adopt cash balance plans.

The IBM case

Cooper v. IBM was the first case to hold that cash balance plans inherently discriminate against older workers. 
This controversial decision was based on the fact that a dollar amount credited to the hypothetical account of a 
younger worker, projected to normal retirement age, will grow to a larger amount than the same amount credited 
to the hypothetical account of an older worker. For example, $1,000 credited to a 25 year old participant will grow 
to $10,285 at age 65 at a 6% interest rate. However, that same $1,000 credited to a participant age 50 will grow 
only to $2,396 at age 65.

The IBM decision was widely criticized, with opponents often pointing out that if cash balance plans are 
discriminatory because of the time value of money, then every defined contribution plan would also be subject to 
the same challenge--clearly an absurd result. The IBM case was ultimately reversed on appeal. However, at least 
two other courts have since used similar logic to hold that cash balance plans inherently discriminate against 
older workers.

The Pension Protection Act of 2006

On August 17, 2006, President Bush signed the Pension Protection Act of 2006 into law. The Act brings welcome 
clarity to the application of age discrimination laws to cash balance plans, and should make these plans much 
more attractive to employers going forward. The Act:

1. Provides that plans are not inherently discriminatory because of the time value of money. This provision, 
however, applies prospectively only-- to periods beginning on or after June 29, 2005. The courts will continue to 
determine the legality of cash balance plans for periods beginning before June 29, 2005.

Technical Note: Technically, the Act provides that (a) a pension plan (including a hybrid plan) 
doesn't discriminate on the basis of age if an older participant's accrued benefit, (determined as of 
the date specified in the plan) would be equal to or greater than that of any similarly situated, 
younger individual who is or could be a participant, and (b) cash balance plans are allowed to apply 
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this test using hypothetical account balances.

2. Provides that the conversion of a traditional defined benefit plans to a cash balance plan will not violate age 
discrimination rules if certain benefit accrual requirements are satisfied, and

3. Requires that cash balance plans limit interest credits to a market rate of return, and satisfy new vesting 
requirements (100% vesting after 3 years of service), in order to satisfy age discrimination laws.

These items are discussed in more detail below.

How does it work?

Hypothetical accounts

Each participant in a cash balance plan has a hypothetical individual account or "cash balance" established for 
record-keeping purposes. With these hypothetical accounts, participants can easily view their accrued benefit at 
any time, unlike a traditional defined benefit pension plan. In reality, however, you, as the employer, do not 
contribute to individual participant accounts. Instead, you contribute to the overall plan, and all of the plan assets 
are held in one pension trust fund that is used to pay benefits when participants retire or terminate employment.

Comparison of benefit formulas with traditional defined benefit plan

Like all defined benefit plans, a cash balance plan "defines" (specifies) the retirement benefit that will ultimately 
be paid out. However, the way in which retirement benefits are calculated is not the same as with traditional 
defined benefit pension plans.

Under a traditional defined benefit pension plan, retirement benefits are based on a formula such as a set dollar 
amount for each year worked, or a specified percentage of earnings. Often, these traditional pension plans 
calculate an employee's retirement benefit by averaging the employee's earnings during the last few years of 
employment, taking a specified percentage of the average, and then multiplying it by the employee's total years 
of service. This typical end-of-the-career approach with a traditional defined benefit plan can increase an 
employee's retirement benefit by emphasizing the usually higher, last years of salary.

By contrast, with cash balance plans, the retirement benefit to be paid is the total accumulation of all contributions 
over the employee's working career and earnings "credited" to the employee's hypothetical account as of 
retirement age. A cash balance plan does not give as much weight to the last years of salary--it looks at an 
employee's entire salary history.

Contributions

With a cash balance plan, you, as the employer, credit each participant's hypothetical account on a regular basis 
(e.g., annually or monthly). The amount credited is usually a percentage of the participant's salary, but it may be 
a flat dollar amount in some cases. Not surprisingly, these credits are generally referred to as "contribution," 
"service," or "pay" credits.

Caution: Generally, the maximum amount of compensation that a cash balance plan can take into 
account in determining the pay credit for a participant in 2008 is limited to $230,000 ($225,000 in 
2007).

In addition, a fixed earnings percentage is credited to each participant's hypothetical account, as specified by the 
plan. This percentage is the rate of return that the participant is guaranteed to receive, and is either specified by 
the plan or related to a standardized index (e.g., the rate on U.S. Treasury bills). This credit is generally referred 
to as the "earnings" or "interest" credit.

The Pension Protection Act of 2006 provides that a cash balance plan's interest credit can't be less than zero, or 
more than a "market rate of return." A plan can provide for a reasonable minimum guaranteed rate of return or for 
a rate or return that's equal to the greater of a fixed or variable rate of return. The IRS, in Notice 2007-6, has 
indicated that the following will satisfy the market rate of return requirement until further guidance is issued:
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• The rate of interest on long-term investment grade corporate bonds for plan years beginning before 
2008

• the "third segment rate" used for pension plan funding purposes for subsequent plan years

• the 30-year Treasury security interest rate 

• the sum of any of the standard indices, and the associated margin for that index, described in Notice 
96-8

In general, this provision applies to periods beginning on or after June 29, 2005. However, a later effective date 
applies to plans in existence on June 29, 2005. For these plans, the provision applies to years beginning after 
December 31, 2007 (later for certain collectively bargained plans). A plan sponsor can elect to apply the 
provisions sooner (to any period after June 29, 2005, and before the first year beginning after December 31, 
2007). Special interest rate requirements apply to terminating cash balance plans.

The amount that you, the employer, must contribute to the plan each year is actuarially determined, based in part 
on "contributions" and "earnings" credited to hypothetical accounts, as well as on the actual investment 
performance of plan assets.

Tip: Actuaries base the amount of plan contribution on several factors, including:

• Retirement benefits promised by the plan

• Age, sex, salary, and retirement age of the participants

• Projected interest to be credited to the participants' accounts

• Projected future salary increases of the participants

• Projected rates of turnover, disability, and mortality of the participants

Caution: Like traditional pension plans, cash balance plans must comply with Internal Revenue 
Code (IRC) Section 415 limits on the maximum annual benefit per participant (100 percent of the 
participant's highest average compensation for a three consecutive year period or $185,000 (for 
2008, $180,000 for 2007), whichever is less).

Plan assets and investments

Plan assets are held in a pension trust that you, the employer, set up, contribute to, and use to pay benefits when 
participants retire or terminate employment. Participants in a cash balance plan have no say over the underlying 
investments selected.

Since the "earnings" credited to participants' hypothetical accounts are guaranteed and completely independent 
of actual investment performance, you, as the employer, bear all investment risk (but you also benefit if 
investments perform better than expected). The performance of plan investments will determine, in part, the 
contributions you need to make to fund the plan.

Plan distributions

Like any defined benefit pension plan, a cash balance plan (a) must pay benefits in the form of an annuity, unless 
the employee (and spouse, if married) elect a different form of benefit, and (b) generally can't pay benefits until 
retirement or other termination of employment. Unlike most defined benefit plans, however, cash balance plans 
typically offer a lump sum payment as a distribution option.

Tip: The Pension Protection Act of 2006 encourages "phased retirement" programs by permitting 
the distribution of pension benefits to employees who have attained age 62, but haven't yet 
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separated from service or reached the plan's normal retirement age. The IRS has also issued 
proposed regulations that allow phased retirement payments in certain limited circumstances.

Plan distributions-- the "whipsaw" effect

Prior to passage of the Pension Protection Act of 2006, when an employee chose to receive a lump sum payment 
prior to attaining retirement age, the lump sum could in some cases actually be higher than the participant's 
hypothetical account balance. Under IRS rules, the amount a participant was entitled to receive was not the 
participant's hypothetical account balance but rather the present value of the participant's future benefit 
(calculated by actuaries) at retirement age. The lump sum was calculated by using the plan's interest credit rate 
to project the hypothetical account balance to normal retirement age, converting that benefit to an annuity, and 
then using a statutorily prescribed interest rate (the discount rate) to determine the present value of the annuity. 
The problem would arise where the plan's interest credit rate and the discount rate were not the same.

If the plan's interest credit rate happened to equal the discount rate, the participant's lump sum benefit would be 
equal to the participant's hypothetical account balance. However, if the plan's interest credit rate was greater than 
the discount rate, the participant's lump sum payment would be greater than the participant's hypothetical 
account balance. This came to be known as the "whipsaw effect." While this was good for participants, it was 
generally contrary to the intent of employers establishing cash balance plans. The practice also raised age 
discrimination issues, since the lump sum payable to a younger worker would be greater than the lump sum 
payable to an older worker with an identical hypothetical account balance. In order to avoid the whipsaw effect, 
employers were effectively forced to adopt the discount rate (instead of a higher market rate) as the plan's 
interest credit rate.

The Pension Protection Act of 2006 eliminates the whipsaw problem by allowing cash balance plans to pay a 
lump sum benefit that's equal to the participant's hypothetical account balance, for distributions made after 
August 17, 2006.

Caution: Pension law generally prohibits the cutback of accrued benefits and the elimination of 
certain optional forms of benefit (the "anti-cutback" rule). Cash balance plans that currently provide 
for lump sum payments that exceed a participant's hypothetical account balance can be amended 
to eliminate the excess, for distributions after August 17, 2006. A plan will not violate the 
anti-cutback rule if it pays lump sum distributions in accordance with the new rule, and the plan 
document is later amended retroactively (by December 31, 2009, for calendar year plans, later for 
governmental plans). However, in Notice 2007-6 the IRS notes that amending a cash balance plan 
to remove the excess lump sum payment could constitute a significant reduction in the rate of future 
benefit accruals. This in turn triggers a notice to participants under ERISA section 204(h) (and IRC 
section 4980F). The IRS cautions that this notice must be provided to participants at least 30 days 
before the plan begins paying lump sums using the new rule (not 30 days before the date the plan 
is amended).

Portability

A significant feature of cash balance plans for your employees is that, should a participant terminate employment 
prior to retirement age, his or her vested plan benefits are generally "portable." This means that the funds can 
generally be rolled over to another employer's retirement plan or to an IRA, allowing them to remain in a 
tax-deferred environment. Alternatively, in some cases, a terminating employee may elect to leave his or her 
benefits in the cash balance plan, accruing earnings credits and growing tax deferred, until retirement.

What types of employers should consider a cash balance plan?

Almost any type of employer can adopt a cash balance plan, or convert an existing traditional defined benefit 
pension plan to a cash balance plan. However, a cash balance plan is generally more appropriate for relatively 
large employers than for smaller employers with few employees. In addition, the following factors have 
contributed to the creation and recent growth of cash balance plans:

• Today's employees, especially younger ones, want to see benefits that reward them early in their 
careers, not mainly at the end. Younger employees also like the idea that there will be a longer period 
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of time for their benefits to compound. As compared to traditional defined benefit plans, cash balance 
plans generally reward younger employees more substantially earlier in their careers and spread out 
the benefits more evenly during the rest of their careers.

• Women and men who have more career interruptions and shorter periods of employment often prefer 
this type of plan if they receive a higher benefit than with a traditional defined benefit pension plan.

• Employees want more portable benefits since job changes have become the norm, rather than the 
exception.

• Employees and employers prefer retirement plans that are relatively easy, not difficult, to understand in 
terms of the amount of retirement benefits.

If these factors describe many of your employees, you may want to consider adopting (or converting to) a cash 
balance plan. On the other hand, cash balance plans should be considered very carefully where employers have 
a large number of older, highly compensated employees who have been with the company for a long time. As 
discussed later, such employees may perceive more value in a traditional pension plan than in a cash balance 
plan.

Also, before you decide to establish a cash balance plan or convert an existing defined benefit pension plan, you 
also need to consider:

• The age, sex, salary, and retirement age of the participants

• The projected future costs of the plan

A cash balance plan puts certain obligations on the employer. When you establish this type of plan, you are 
making an ongoing commitment for pension contributions. You, not the employees, are taking on the risk of 
investment performance. If the plan investments do not perform as expected, it will be your obligation to make up 
any shortfalls.

Tax benefits of cash balance plans

Tax considerations for employees

When you contribute to a cash balance plan on behalf of your participating employees, those employer 
contributions are not currently included in the employees' taxable income. The employees will not pay income tax 
on the money contributed to the plan as long as that money remains in the plan. Similarly, because a cash 
balance plan is a tax-deferred plan, investment earnings on plan funds are not currently included in employees' 
taxable income either. These employee tax benefits exist for most qualified retirement plans, and are a key 
incentive for many employees to participate in such a plan.

Of course, when a participating employee begins to receive distributions from the plan during retirement, he or 
she will generally be subject to federal (and possibly state) income tax on both plan contributions and related 
earnings. However, the rate at which a distribution is taxed depends on the employee's federal income tax 
bracket for the year, and many employees may be in a lower tax bracket when they begin receiving distributions. 
If an employee receives a distribution from the plan prior to age 59½, he or she may be subject to a 10 percent 
premature distribution penalty tax (unless an exception applies), in addition to ordinary income tax.

Tip: If a participating employee elects to take a lump-sum distribution from the plan, he or she may 
be eligible for special tax treatment to reduce the income tax rate on the distribution. To qualify, the 
employee must have been born before 1936, and other requirements must be met. For more 
information, see Lump-Sum Distributions from Employer-Sponsored Retirement Plans.

W3 Wealth Management, LLC Page 6

April 25, 2008

See disclaimer on final page



Tax deduction for employer

Your employer contributions to the plan are generally tax deductible on your business's federal income tax return 
for the year in which those contributions are made. To be eligible for this employer tax benefit, your cash balance 
plan generally must remain a "qualified" plan.

The way in which an employer's tax deduction is calculated is generally more complex for a defined benefit plan 
(including a cash balance plan) than for a 401(k) or other defined contribution plan. In the case of a defined 
benefit plan, actuarial calculations are needed to determine benefits, liabilities, minimum funding requirements, 
and the maximum tax-deductible contribution under the plan, among other things. There are several possible 
methods that can be used to determine the employer's maximum tax-deductible contribution to the plan for any 
year. You should consult a tax advisor or retirement plan specialist for further guidance.

Other advantages of cash balance plans

The plan offers guaranteed pension benefits for employees

This is the key similarity between cash balance plans and traditional pension plans. Each participant ultimately 
receives a dollar amount guaranteed under the plan, payable upon retirement (or possibly upon termination of 
employment) as either a lump sum or an annuity.

As a result, participants enjoy the security of knowing that their retirement benefits are virtually guaranteed--a 
feature not associated with 401(k)s and other defined contribution plans, where the final payout is based largely 
on investment performance. The insurance provided by the Pension Benefit Guaranty Corporation (PBGC) adds 
further security to these arrangements (see below). You, as the employer, pay these PBGC premium insurance 
costs.

The plan offers unique incentives to attract and retain employees

In addition to the security of guaranteed benefits, a typical cash balance plan offers certain advantages for your 
participating employees. These generally include portability, or the ability of participants to roll over their vested 
benefits to another retirement plan or to an IRA if they leave your service. Also, the fact that participants accrue 
benefits evenly throughout their employment (using a fairly simple formula, in most cases) and can see their 
"accrued benefits" at any time eliminates much of the complexity associated with traditional pensions, making 
cash balance plans easier to understand. In addition, many younger employees may like the idea of being 
rewarded at the same rate throughout their employment, because it puts them on more of a par with older, 
higher-paid employees.

Your business has some flexibility with contributions to hypothetical accounts

A cash balance plan is similar to a traditional pension plan in that both "define" future retirement benefits, not 
employer contributions. As a result, cash balance plans are not subject to the strict annual contribution limits that 
govern defined contribution plans. This generally means that you can contribute more to the plan than you would 
be able to contribute to a defined contribution plan. You also have some flexibility in terms of the formula for 
determining how much you credit for contributions to participants' hypothetical accounts. The amount credited is 
usually either a percentage of the participant's pay, or a flat dollar amount. The credits may also be age- or 
service-related in some cases. Some employers even credit different amounts for different components of pay, or 
base the credits on company performance.

The plan may be less difficult and expensive to maintain than other plans

The administrative costs of a cash balance plan may sometimes be lower than under a traditional pension plan, 
because it is likely that many cash balance plan participants will receive a lump-sum payout at termination or 
retirement. Once the participant receives a lump-sum payout, you have no additional responsibility, including no 
responsibility to provide a cost-of-living adjustment (COLA) for benefits to keep pace with inflation. By contrast, 
the majority of participants in a traditional defined benefit pension plan will receive a monthly annuity payout at 
retirement, requiring large numbers of checks to be cut. Also, traditional pension benefits often include a COLA, 
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resulting in additional costs to you.

In some cases, a cash balance plan may even be less difficult and costly to maintain than a 401(k) or other 
defined contribution plan. Record keeping will be easier because there is no reconciliation required with trust 
assets, and because there are no employee contributions to be taken into account.

Caution: Because records of individual plan accounts must be kept, record-keeping costs 
associated with a cash balance plan may be higher than under a traditional pension plan. Also, 
while a traditional pension plan generally allows you to defer payment of benefits until employees 
retire, a cash balance plan generally allows terminating employees to take their vested benefits with 
them (i.e., cash out or roll over the benefits). When benefits remain in a traditional pension plan until 
employees retire, you are generally able to keep the earnings on that money. For these reasons, a 
cash balance plan is sometimes not more cost-efficient than a traditional pension plan. The point is 
that overall cost efficiency depends on several factors that may vary from one situation to the next, 
so it is best to consult a retirement plan specialist as to whether or not a cash balance plan will save 
you money versus a traditional pension plan or other type of plan. 

You receive the benefit if investments perform better than expected

In other words, if you promise to credit each participant's hypothetical account with 3 percent annual interest, but 
the plan's underlying investments earn 8 percent each year, the 5 percent difference is yours to retain and use. If 
the earnings on plan assets are higher than needed or expected, the employer may take advantage of the 
surplus by reducing future funding contributions to the plan, or by increasing the retirement benefits to be paid to 
participants.

Caution: You, as the employer, also bear the risk of any losses relating to plan investments. If 
those investments fail to achieve the interest rate needed, you must take steps to make up the 
difference. 

Benefit calculation may mean less benefit funding than typical traditional pension plan

Cash balance plan retirement benefits are largely based on a straight percentage of each participant's 
compensation. By contrast, a traditional defined benefit pension plan's formula for calculating benefits may weigh 
more heavily a participant's highest-earning years prior to retirement, and total years of service. Consequently, 
some employers can save significantly on benefits paid under a cash balance plan.

Disadvantages of cash balance plans

Your business must make periodic payments to the plan

In general, if you establish or convert to a cash balance plan, you, as the employer, are committing to making all 
of the plan contributions--whether or not you have profits or the cash to do so. Contrast that with a 401(k) plan 
where the employees generally make the bulk or all of the contributions.

With a cash balance plan, you must fund the plan on an annual or more frequent basis. Consequently, a cash 
balance plan may not be the appropriate type of retirement plan for your business if you suspect that your 
business might not have the money to fund the plan in future years. You may be subject to substantial penalties 
by the IRS if you underfund the plan. Consult a tax advisor for details.

Your business may have to pay for pension insurance

A covered cash balance plan is subject to mandatory insurance coverage through the Pension Benefit Guaranty 
Corporation (PBGC). The PBGC is the federal agency that "insures" benefits accrued under certain defined 
benefit plans (including cash balance plans). If you default on or terminate the plan, the PBGC will pay benefits to 
the plan participants according to the provisions of the plan (up to certain ceilings). The PBGC is funded through 
mandatory premiums paid by employer sponsors of covered plans. If you wish to terminate your plan, the PBGC 
must be notified in advance and must approve any distribution of plan assets to participants.
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Your business must invest plan assets and bear all the investment risk

Under a cash balance plan (as under a traditional pension plan), the responsibility of investing the plan assets for 
the participants rests with the employer. This is in contrast to many defined contribution plans (such as 401(k) 
plans), which are self-directed in that participants generally choose their own investments and have flexibility to 
move money around. As the employer, you may choose to not actually select the investments or manage the 
assets yourself. You may instead hire an administrator to handle these duties for you. However, you still bear all 
risks associated with plan investments. If investment returns do not keep pace with funding requirements, 
additional unanticipated funding contributions will have to be made.

This type of plan may not be beneficial for certain workers

Cash balance plans are often perceived as less advantageous than traditional defined benefit pension plans for 
older, highly compensated employees who have been with your company for many years. This is because cash 
balance plans generally reward each participant evenly throughout the duration of his or her employment.

By contrast, traditional defined benefit pension plans often weigh later, higher-earning years more heavily in 
calculating retirement benefits. Particularly in the case of a conversion from a traditional defined benefit pension 
to a cash balance plan, many older, longer-service employees may sometimes lose significant benefits (unless 
the cash balance plan has grandfather provisions or other protections, or gives older employees the choice of 
opting out of the conversion).

The plan is subject to various requirements

As a qualified retirement plan, a cash balance plan is not allowed to discriminate in favor of certain employees. 
Basically, this means that highly compensated employees may not benefit substantially more under the plan than 
your non-highly-compensated employees. To ensure that this is the case, your plan is generally required to 
undergo annual nondiscrimination testing. These testing requirements are beyond the scope of this discussion. 
You should consult additional resources for further guidance.

A qualified defined benefit plan (including a cash balance plan) is also subject to "top-heavy" requirements of IRC 
Section 416. These requirements generally prohibit high-level employees from accruing more benefits under the 
plan than lower-level employees. A retirement plan is considered top heavy if the present value of the accrued 
benefits of the key employees (generally, the company owners and officers) is more than 60 percent of the 
present value of the accrued benefits of all participating employees. If a plan is top heavy, a minimum retirement 
benefit of the lesser of 20 percent of pay or 2 percent per year of service must be provided for all non-key 
employees. In addition, top-heavy plans must provide for a more rapid vesting schedule than would otherwise 
apply.

Finally, cash balance plans must comply with the vesting, funding, disclosure, reporting, fiduciary, and other 
requirements that apply to qualified plans under ERISA and the IRC. Consult a tax advisor or retirement plan 
specialist for more information.

Tip: ERISA doesn't apply to governmental and most church retirement plans.

How to set up a cash balance plan

Have a plan developed for your business

Due to the nature of the rules governing qualified retirement plans, you will most likely need a retirement plan 
specialist to develop a cash balance plan that meets legal requirements, as well as the needs of your business. 
You will need to do the following:

• Determine the plan features most appropriate for your business: Carefully review your business, 
looking at factors such as your cash flow and profits, your desired tax deduction, and facts about your 
employee population (including years of service, ages, salaries, and turnover rate). This will assist you 
in determining appropriate plan features, including investment vehicles, contribution levels, and 
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employee eligibility requirements.

• Choose the plan trustee: The assets of the plan must be held in a trust by a trustee. The trustee has 
overall responsibility for managing and controlling the plan assets, preparing the trust account 
statements, maintaining a checking account, retaining records of contributions and distributions, filing 
tax reports with the IRS, and withholding appropriate taxes. The plan trustee can be you or a third 
party, such as a financial institution.

• Choose the plan administrator: Administering the plan involves many duties, including determining who 
is eligible to participate in the plan, determining the amount of benefits and when they must be paid, 
and complying with reporting and disclosure requirements. The plan administrator may also be 
responsible for investing plan assets and/or providing investment educational services to plan 
participants. The employer is legally permitted to handle these responsibilities in-house, but plan 
sponsors often hire a third-party firm to assist with the duties of plan administration.

Submit the plan to the IRS for approval

Once a plan has been developed, it should be submitted to the IRS for approval if it is not a prototype plan 
previously approved by the IRS. As there are a number of formal requirements that must be met (for example, 
you must provide a formal notice to employees), a retirement plan specialist should assist you with this task. 
Submission of the plan to the IRS is not a legal requirement, but it is highly recommended. The IRS will carefully 
review the plan and make sure that it meets all of the applicable legal requirements. If the plan meets all 
requirements, the IRS will issue a favorable "determination letter." Otherwise, the IRS will issue an adverse 
determination letter indicating the deficiencies in the plan that must be corrected.

Caution: Due to the controversy surrounding the conversion of traditional pension plans to cash 
balance plans, the IRS in 1999 suspended issuing determination letters for these converted plans. 
As a result of the passage of the Pension Protection Act of 2006, which clarified the application of 
age discrimination laws to cash balance plan conversions, the IRS announced in Notice 2007-6 that 
it is resuming the issuance of determination letters for these plans, subject to certain conditions.

Adopt the plan during the year for which it is to become effective

You must officially adopt your plan during the fiscal year for which it is to become effective. A corporation 
generally adopts a cash balance plan or other retirement plan by a formal action of the corporation's board of 
directors. An unincorporated business should adopt a written resolution in a form similar to a corporate resolution.

Provide copies of the summary plan description to all eligible employees

ERISA requires you to provide a copy of the summary plan description (SPD) to all eligible employees within 120 
days after your plan is adopted. A SPD is a booklet that describes the plan's provisions and the participants' 
benefits, rights, and obligations in simple language. On an ongoing basis you must provide new participants with 
a copy of the SPD within 90 days after they become participants.  You must also provide employees (and in 
some cases former employees and beneficiaries) with summaries of material modifications to the plan. In most 
cases you can provide these documents electronically (for example, through email or via your company's intranet 
site).

File the appropriate annual report with the IRS

Each employer that maintains a qualified retirement plan is generally required to file an annual report with the 
IRS. The annual report is commonly referred to as the Form 5500 series return/report. You must file the 
appropriate Form 5500 series return/report for your plan for each plan year in which the plan has assets. Consult 
a tax or retirement plan specialist for more information.

Converting a traditional pension plan to a cash balance plan
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In general

Much of the controversy surrounding cash balance plans in the past had to do with companies converting 
traditional pension plans to cash balance plans. Such conversions have appealed to some companies as a way 
to cut costs and attract younger workers. Unfortunately, converting a traditional pension plan to a cash balance 
plan tends to have a negative impact on older, long-term workers. Why? Under a traditional pension plan, 
retirement benefits are often calculated according to a formula that heavily weights total years of service and 
highest-earning years (usually those years immediately preceding retirement). These factors tend to favor older, 
longer-term employees. Cash balance plans, on the other hand, tend to credit contributions and earnings on a 
much more level basis. Most controversial, however, was a conversion technique known as the "wear-away" 
period utilized by some companies when converting traditional pensions to cash balance plans.

"Wear-away" periods

When a pension plan is amended, the anti-cutback rule requires that each participant's accrued benefit at the 
time of the amendment must be protected. One of the ways some companies have dealt with the anti-cutback 
rule when converting traditional defined benefit plans to cash balance plans has been by the use of wear-away 
periods. Under a typical wear-away formula, a participant is entitled to the greater of his or her accrued benefit 
under the original plan formula (the benefit protected by law), or the accrued benefit under the new cash balance 
formula, calculated by applying the new formula to all of the participant's years of service. 

An employee's protected accrued benefit under the traditional defined benefit formula is often greater than the 
accrued benefit under the new cash benefit formula. Because of this, the practical effect of a wear-away period is 
that even though the employer may regularly credit the hypothetical cash balance accounts of these participants, 
they effectively receive no additional benefits until their hypothetical account credits catch up to the present value 
of the protected benefits they were entitled to under the discontinued traditional pension plan. This often meant 
that years could pass before these participants received any true additional benefits under the cash balance plan. 
For older participants close to retirement, this has had the effect of freezing their retirement benefits during their 
highest-earning years (typically the years that would result in the highest benefit increase under the traditional 
pension plan). It was not clear if these provisions violated federal age discrimination laws, which prohibit plans 
from ceasing or reducing a participant's benefit accruals because of the attainment of any age.

Conversions after the Pension Protection Act of 2006

The Pension Protection Act of 2006 effectively prohibits the use of "wear-away" formulas described above. For 
conversions after June 29, 2005, a plan must provide that the accrued benefit of any individual who was a 
participant immediately before the conversion ia at least equal to the sum of:

• The participant's accrued benefit for years of service before the effective date of the conversion, 
determined under the terms of the plan as in effect before the conversion, plus

• The participant's accrued benefit for years of service after the effective date of the conversion, 
determined under the terms of the plan as in effect after the terms of the conversion

Questions & Answers

Which employees do you have to include in your cash balance plan?

You generally must include all employees who are at least 21 years old and have at least one year of service. 
Two years of service may be required for participation as long as the employee will be 100 percent vested 
immediately upon entering the plan. If desired, you can impose less (but not more) restrictive requirements.

Tip: For eligibility purposes, a year of service is a 12-month period during which the employee has 
at least 1,000 hours of service.
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In addition, your cash balance plan is subject to federal restrictions regarding how many employees must 
participate in the plan. Specifically, on each day of the plan year, a cash balance plan must benefit no fewer than 
the lesser of (1) 50 of your employees, or (2) 40 percent or more of all of your employees, and at least two 
employees must benefit (unless there is only one employee in the company).

When must plan participation begin?

An employee who meets the plan's minimum age and service requirements must be allowed to participate no 
later than the earlier of:

• The first day of the plan year beginning after the date the employee met the age and service 
requirements, or

• The date six months after these conditions are met

Example(s): Jack, age 48, was hired by Little Co. on December 1, 2006. Little Co. has a cash 
balance plan, and the plan year begins on January 1 of each year. Jack will have one year of 
service as of December 1, 2007. He must be allowed to participate in the plan by January 1, 2008.

What is a highly compensated employee?

For 2008, a highly compensated employee is an individual who:

• Was a 5 percent owner of the employer during 2007 or 2008, or

• Had compensation in 2007 in excess of $100,000 and, at the election of the employer, was in the top 
20 percent of employees in terms of compensation for that year. (This $100,000 limit is subject to cost 
of living adjustments each year.)

For purposes of defining a highly compensated employee, compensation includes all taxable personal services 
income (such as wages, salaries, fees, commissions, bonuses, and tips), as well as elective or salary-reduction 
contributions to 401(k) plans and cafeteria plans.

When do employees have full ownership of the funds in their accounts?

The process by which employees acquire full ownership of their plan benefits is called "vesting." Employer 
contributions generally must either vest 100 percent after five years of service ("cliff" vesting), or must gradually 
vest with 20 percent after three years of service, followed by 20 percent per year until 100 percent vesting is 
achieved after seven years ("graded" or "graduated" vesting).

Caution: The Pension Protection Act of 2006 requires cash balance plans to provide for 100 
percent vesting after three years of service. In general, this provision applies to periods beginning 
on or after June 29, 2005. However, a later effective date applies to plans in existence on June 29, 
2005. For these plans, the provision applies to years beginning after December 31, 2007 (later for 
certain collectively bargained plans). A plan sponsor can elect to apply the provisions sooner (to 
any period after June 29, 2005, and before the first year beginning after December 31, 2007).

Tip: A plan can have a faster, but not slower, vesting schedule than the law requires.

What happens to an employee's account if the employee terminates employment before he or she is 
100 percent vested?

If a participant in your cash balance plan separates from service before being 100 percent vested in the plan, the 
employee will forfeit the amount that is not vested. The amount forfeited can then be used to reduce future 
employer contributions under the plan, or can be reallocated among the remaining participants' accounts. The 
IRS generally requires forfeiture allocation in proportion to participants' compensation rather than in proportion to 
their existing account balances.
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Do you need to receive a favorable determination letter from the IRS in order for your plan to be 
qualified?

No, a plan does not need to receive a favorable IRS determination letter in order to be qualified. If the plan 
provisions meet IRS and ERISA requirements, the plan is considered qualified and is entitled to the 
accompanying tax benefits. However, without a determination letter, the issue of plan qualification for a given 
year does not arise until the IRS audits your tax returns for that year. By that time, it may be too late for you to 
amend your plan to correct any disqualifying provisions. A determination letter helps to avoid this problem 
because auditing agents generally will not raise the issue of plan qualification if you have a favorable 
determination letter (or if a preapproved prototype plan is used).

What happens if the IRS determines that your plan no longer meets the qualified plan requirements?

The IRS has established programs for plan sponsors to correct defects. These programs are designed to allow 
correction with sanctions that are less severe than outright disqualification. Your tax professional will be able to 
assist you in following these programs should the need arise. However, if you are unable to correct the defects in 
your plan as required, the plan may be disqualified. Loss of a plan's qualified status results in the following 
consequences:

• Employees could be taxed on employer contributions when they are made, rather than when benefits 
are paid

• Your deduction for employer contributions may be limited

• The plan trust would have to pay taxes on its earnings

• Distributions from the plan become ineligible for special tax treatment (see above), and cannot be 
rolled over tax free
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