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IV. PROVISIONS RELATED TO THE EMPLOYER-BASED PENSION SYSTEM289 

A. Proposals Relating to Cash Balance Plans 

Present Law 

Overview 

Types of qualified plans in general 

Qualified retirement plans are broadly classified into two categories, defined benefit 
pension plans and defined contributions plans, based on the nature of the benefits provided.  In 
some cases, the qualification requirements apply differently depending on whether a plan is a 
defined benefit pension plan or a defined contribution plan. 

Under a defined benefit pension plan, benefits are determined under a plan formula, 
generally based on compensation and years of service.  For example, a defined benefit pension 
plan might provide an annual retirement benefit of two percent of final average compensation 
multiplied by total years of service completed by an employee.  Benefits under a defined benefit 
pension plan are funded by the general assets of the trust established under the plan; individual 
accounts are not maintained for employees participating in the plan. 

Employer contributions to a defined benefit pension plan are subject to minimum funding 
requirements under the Internal Revenue Code and ERISA to ensure that plan assets are 
sufficient to pay the benefits under the plan.  An employer is generally subject to an excise tax 
for a failure to make required contributions.  Benefits under a defined benefit pension plan are 
guaranteed (within limits) by the PBGC. 

Benefits under defined contribution plans are based solely on the contributions (and 
earnings thereon) allocated to separate accounts maintained for each plan participant.  
Profit-sharing plans and qualified cash or deferred arrangements (commonly called “401(k) 
plans” after the section of the Internal Revenue Code regulating such plans) are examples of 
defined contribution plans.  

                                                 
289  In addition to the proposals discussed in this part, the President’s fiscal year 2005 

budget proposal also states that the Administration will continue to press for enactment of the 
President’s retirement security plan, which includes several proposals.  These proposals require 
that retirement plan participants receive additional information about their retirement savings, 
modify the fiduciary rules with respect to the provision of investment advice, and provide 
participants in defined contribution plans with greater diversification rights with respect to the 
investment of their accounts in employer securities.  See “Safeguarding Workers' Retirement and 
Health Benefits Security,” Office of Management and Budget, Budget of the United States 
Government, Fiscal Year 2005 (H. Doc. 108-146, Vol. I), at 229-230. 
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Cash balance plans 

A “hybrid” plan is a plan that combines the features of a defined benefit pension plan and 
a defined contribution plan.  In recent years, more employers have adopted cash balance plans 
(and other hybrid plans). 

A cash balance plan is a defined benefit pension plan with benefits resembling the 
benefits associated with defined contribution plans.  Under a cash balance plan, benefits are 
defined by reference to a hypothetical account balance.  An employee’s hypothetical account 
balance is determined by reference to hypothetical annual allocations to the account (“pay 
credits”) (e.g., a certain percentage of the employee’s compensation for the year) and 
hypothetical earnings on the account (“interest credits”).   

The method of determining interest credits under a cash balance plan is specified in the 
plan.  Under one common plan design, interest credits are determined in the form of hypothetical 
interest on the account at a rate specified in the plan or based on a specified market index, such 
as the rate of interest on certain Treasury securities.  Alternatively, interest credits are sometimes 
based on hypothetical assets held in the account, similar to earnings on an account under a 
defined contribution plan, which are based on the assets held in the account.290 

Overview of qualification issues with respect to cash balance plans 

Cash balance plans are subject to the qualification requirements applicable to defined 
benefit pension plans generally.  However, because such plans have features of both defined 
benefit pension plans and defined contributions plans, questions arise as to the proper application 
of the qualification requirements to such plans.  Some issues arise if a defined benefit pension 
plan with a traditional defined benefit formula is converted to a cash balance plan formula, while 
others arise with respect to all cash balance plans.291  Issues that commonly arise include: (1) in 
the case of a conversion to a cash balance plan formula, the application of the rule prohibiting a 
cutback in accrued benefits;292 (2) the proper method for determining lump-sum distributions;293 

                                                 
290  The assets of the cash balance plan may or may not include the assets or investments 

on which interest credits are based.  As in the case of other defined benefit pension plans, a plan 
fiduciary would be responsible for making investment decisions with respect to cash balance 
plan assets. 

291  The conversion of a defined benefit pension plan to a cash balance plan generally 
means that the plan is amended to change the formula for accruing benefits from a traditional 
defined benefit formula to a cash balance formula.  In such cases, the plan with the old formula 
and the plan as amended with the new formula are sometimes referred to as different plans, even 
though legally there is not a separate new plan.  

292  Code sec. 411(d)(6); ERISA sec. 204(g). 

293  Code sec. 417(e); ERISA sec. 205(g). 
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and (3) the application of the age discrimination rules.294  These rules are discussed below.  
Other issues have been raised in connection with cash balance plans, including the proper 
method for applying the accrual rules.295  

There is little guidance under present law with respect to many of the issues raised by 
cash balance conversions.  In 1999, the IRS imposed a moratorium on determination letters for 
cash balance conversions pending clarification of applicable legal requirements.296  Under the 
moratorium, all determination letter requests regarding cash balance plans are sent to the 
National Office for review; however, the National Office is not currently acting on these plans.297   

Benefit accrual requirements298 

In general 

Several of the requirements that apply to qualified retirement plans relate to a 
participant’s accrued benefit.  For example, the vesting requirements apply with respect to a 
participant’s accrued benefit.  In addition, as discussed below, a plan amendment may not have 
the effect of reducing a participant’s accrued benefit.  In the case of a defined benefit pension 
plan, a participant’s accrued benefit is generally the accrued benefit determined under the plan, 
expressed in the form of an annuity commencing at normal retirement age.299 

The accrued benefit to which a participant is entitled under a defined benefit pension plan 
must be determined under a method (referred as the plan’s accrual method) that satisfies one of 
three accrual rules.  These rules relate to the pattern in which a participant’s normal retirement 
benefit (i.e., the benefit payable at normal retirement age under the plan’s benefit formula) 
accrues over the participant’s years of service, so that benefit accruals are not “back-loaded” 
(i.e., delayed until years of service close to attainment of normal retirement age). 

                                                 
294  Code sec. 411(b)(1)(G) and (H); ERISA sec. 204(b)(1)(G) and (H); Age 

Discrimination in Employment Act (“ADEA”), 29 U.S.C. 623(i). 

295  Code sec. 411(b); ERISA sec. 204(b). 

296  Announcement 2003-1, 2003-2 I.R.B. 281. 

297  Id. 

298  Code sec. 411(b); ERISA sec. 204(b). 

299  Code sec. 411(a)(7).  If a plan does not provide an accrued benefit in the form of an 
annuity commencing at normal retirement age, the accrued benefit is an annuity commencing at 
normal retirement age that is the actuarial equivalent of the accrued benefit determined under the 
plan.  Treas. Reg. sec. 1.411(a)-7(a)(1)(ii). 
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Application of accrual rules to cash balance plans 

Cash balance plans may be categorized based on when the benefits attributable to interest 
credits accrue.  Under one type of plan, referred to as a “front-loaded interest credit plan,” future 
interest credits to an employee’s hypothetical account balance are not conditioned upon future 
service.  Under a front-loaded plan, the benefits attributable to future interest credits with respect 
to a hypothetical allocation accrue at the same time that the benefits attributable to the 
hypothetical allocation accrue.  As a result, if an employee terminates employment and defers 
distribution to a later date, interest credits will continue to be credited to that employee’s 
hypothetical account. 

A second type of cash balance plan (referred to as a “back-loaded” plan) conditions 
future interest credits upon future service.  In the case of a back-loaded plan, benefits attributable 
to interest credits do not accrue until the interest credits are credited to the employee’s account.  
The IRS has indicated that, because back-loaded interest credit plans typically will not satisfy 
any of the accrual rules, any future IRS guidance will address only frontloaded interest credit 
plans.   

Protection of accrued benefits; “wearaway” under cash balance plans 

In general 

The Code generally prohibits an employer from amending a plan’s benefit formula to 
reduce benefits that have already accrued (the “anticutback rule”).300  For this purpose, an 
amendment is treated as reducing accrued benefits if it has the effect of eliminating or reducing 
an early retirement benefit or a retirement-type subsidy or of eliminating an optional form of 
benefit.301   

The anticutback rule applies in the context of cash balance plan conversions.  Because of 
this rule, after conversion to a cash balance formula, a plan must provide employees with the 
normal and early retirement benefit that he or she had accrued before the conversion.302  
However, the plan may determine benefits for years following the conversion in a variety of 
ways, while still satisfying the anticutback rule.  Common plan designs are discussed below. 

Wearaway (or “greater of” approach) 

Upon a conversion to a cash balance plan, participants are given an opening account 
balance.  The pay and interest credits provided under the plan are then added to this opening 
account balance.  The opening account balance may be determined in a variety of ways and is 

                                                 
300  Code sec. 411(d)(6); ERISA sec. 204(g).  The provisions do not, however, protect 

benefits that have not yet accrued but would have in the future if the plan’s benefit formula had 
not changed.   

301  Code sec. 411(d)(6)(B); ERISA sec. 204(g)(2). 

302  Certain other plan features, such as early retirement subsidies, must also be protected. 
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generally a question of plan design.  For example, an employer may create an opening account 
balance that is designed to approximate the benefit a participant would have had, based on the 
participant’s compensation and years of service, if the cash balance formula had been in effect in 
prior years.  As another example, an employer may convert the preconversion accrued benefit 
into a lump-sum amount and establish this amount as the opening account balance.  Depending 
on the interest and mortality assumptions used, this lump-sum amount may or may not equal the 
actuarial present value of the participant’s accrued benefit as of the date of conversion, 
determined using the statutory interest and mortality assumptions required for lump-sum 
calculations. 

Under a “wearaway” approach, a participant does not accrue any additional benefits after 
the conversion until the participant’s benefits under the cash balance formula exceed the 
participant’s preconversion accrued benefit.  Because of this effect, plans with a wearaway are 
also referred to as using the “greater of” method of calculating benefits.  Plan design can greatly 
affect the length of any wearaway period. 

Under the wearaway approach, the participant’s protected benefit is compared to the 
normal retirement benefit303 that is provided by the account balance (plus pay and interest 
credits), and the participant does not earn any new benefits until the new benefit exceeds the 
protected accrued benefit.304  For example, suppose the value of the protected accrued benefit is 
$40,000, and the opening account balance under the cash balance formula provides a normal 
retirement benefit of $35,000.  The participant will not earn any new benefits until the 
hypothetical balance under the cash balance formula increases to the extent that it provides a 
normal retirement benefit exceeding $40,000.  

No wearaway (or “sum of ” approach) 

Under a plan without a wearaway, a participant’s benefit under the cash balance plan 
consists of the sum of (1) the benefit accrued before conversion plus (2) benefits under the cash 
balance formula for years of service after the conversion.  This approach is more favorable to 
plan participants than the wearaway approach, because they earn benefits under the new plan 
formula immediately.  This approach is also sometimes referred to as the “A + B” method, where 
A is the protected benefit and B is the benefit under the cash balance formula. 

                                                 
303  These rules apply to normal retirement benefits.  Other issues may arise with respect 

to wearaway of early retirement benefits. 

304  In some cases, the plan may convert the protected benefit into a lump-sum equivalent 
for purposes of the opening account balance.  Even if at the time of the initial calculation the 
opening balance equals the value of the protected benefit, the account balance may not continue 
to reflect the value of the protected benefit over time, depending on the actuarial assumptions 
used.  Thus, a cash balance plan may not rely on the cash balance formula to protect accrued 
benefits because it may encounter problems under the anticutback rule (depending on the 
actuarial assumptions used). 
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Grandfathering 

For older and longer-service participants, benefits under a cash balance formula may be 
lower than the benefits a participant may have expected to receive under the traditional defined 
benefit formula (the “old” formula).305  The employer might therefore provide some type of 
“grandfather” to participants already in the plan or to older or longer-service employees.  For 
example, the participants might be given a choice between the old formula and the cash balance 
formula for future benefit accruals, or, in the case or a final average pay plan, the plan may stop 
crediting service under the old formula, but continue to apply post-conversion pay increases, so 
the employee’s preconversion benefit increases with post-conversion pay increases.  This 
approach goes beyond preserving the benefit protected by the anticutback rules. 

Calculating lump-sum distributions 

Defined benefit pension plans are required to provide benefits in the form of a life 
annuity commencing at a participant’s normal retirement age.306 If the plan permits benefits to be 
paid in another form, e.g., a lump-sum distribution, the alternative form of benefit cannot be less 
than the present value of the life annuity payable at normal retirement age, determined using 
certain statutorily prescribed interest and mortality assumptions.   

Although a participant’s benefit under a cash balance plan is described in terms of a 
hypothetical account balance, like other defined benefit pension plans, a cash balance plan is 
required to provide benefits in the form of an annuity payable at normal retirement age.  Most 
cash balance plans are designed to permit lump-sum distributions of the participant’s 
hypothetical account balance upon determination of employment.  As is the case with defined 
benefit pension plans generally, such a lump-sum amount is required to be the actuarial 
equivalent to the annuity payable at normal retirement age, determined using the statutory 
interest and mortality assumptions.   

IRS Notice 96-8 provides that determination of an employee’s minimum lump sum under 
a cash balance plan which provides for frontloaded interest credits is calculated by: (1) projecting 
the participant’s hypothetical account balance to normal retirement age by crediting future 
interest credits, the right to which has already accrued; (2) converting the projected account 
balance to an actuarially equivalent life annuity payable at normal retirement age, using the 
interest and mortality assumptions specified in the plan; and (3) determining the present value of 
the annuity (i.e., the lump-sum value) using the statutory interest and mortality assumptions.307   

A difference in the rate of interest credits provided under the plan, which may be used to 
project the account balance forward to normal retirement age, and the statutory rate used to 
determine the lump-sum value (i.e., present value) of the accrued benefit will cause a 
                                                 

305  This is sometimes the reduction in benefits that is referred to in connection with cash 
balance conversions, i.e., a reduction in expected benefits, not accrued benefits. 

306  Code sec. 401(a)(11); ERISA sec. 205. 

307  Section III.B and C of Notice 96-8, 1996-1 C.B. 359 (Feb. 5, 1996).  
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discrepancy between the value of the minimum lump-sum and the employee’s hypothetical 
account balance.  In particular, if the plan’s interest crediting rate is higher than the statutory 
interest rate, then the resulting lump-sum amount will be greater than the hypothetical account 
balance.  This result is sometimes referred to as “whipsaw.”  Several Federal appellate courts 
have addressed the calculation of lump-sum distributions under cash balance plans and have all 
followed the approach as described in IRS Notice 96-8.308 

Age discrimination 

In general, the Code prohibits reductions in the benefit accrual rates (including the 
cessation of accruals) for defined benefit pension plan participants on account of attainment of 
any age.309  Similarly, the Code prohibits a defined contribution plan from ceasing allocations, or 
reducing the rate at which amounts are allocated to a participant’s account due to attainment of 
any age.  Parallel requirements exist in ERISA and the Age Discrimination in Employment Act 
(“ADEA”). 310 

These provisions do not necessarily prohibit all benefit formulas under which a reduction 
in accruals is correlated with participants’ age in some manner.  Thus, for example, a plan may 
limit the total amount of benefits, or may limit the years of service or participation considered in 
determining benefits.311 

In general terms, an age discrimination issue arises under cash balance plans because 
there is a longer time for interest credits to accrue on hypothetical contributions to the account of 
a younger participant.  For example, a $1,000 hypothetical contribution made when a plan 
participant is age 30 will be worth more at normal retirement age (e.g., age 65) and thus provide 
a higher annuity benefit at normal retirement age than the same contribution made on behalf of 
an older participant closer to normal retirement age.  This age discrimination issue is not limited 
to cash balance plan conversions, but arises with respect to cash balance plans generally.  Other 
age discrimination issues may also arise, depending in part on plan design, e.g., whether the plan 
has a “wearaway” (described below).     

In December 2002, the Treasury Department issued proposed regulations relating to the 
application of age discrimination prohibitions to defined benefit pension plans, including special 
rules for cash balance plans.312  Under the proposed regulations, subject to certain requirements, 
                                                 

308  See Berger v. Xerox Corp. Retirement Income Guarantee Plan, 338 F.3d 755 (7th Cir. 
2003); Esden v. Bank of Boston, 229 F.3d 154 (2d Cir. 2000), cert. dismissed, 531 U.S. 1061 
(2001); Lyons v. Georgia-Pacific Salaried Employees Retirement Plan, 221 F.3d 1235 (11th Cir. 
2000), cert. denied, 532 U.S. 967 (2001). 

309  Code sec. 411(b)(1)(H). 

310  ERISA sec. 204(b)(1)(H); ADEA, 29 U.S.C. Code sec. 623(i). 

311  Code sec. 411(b)(1)(H)(ii); ERISA sec. 204(g)(1)(H)(ii). 

312  67 Fed. Reg. 76123 (Dec. 11, 2002).  Prop. Treas. Reg. Code sec. 1.411(b)-2.  The 
proposed regulations provide guidance on how to determine the rate of benefit accrual under a 
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a cash balance formula that provides all participants with the same rate of pay credit generally 
will not violate the prohibition on age discrimination.  In the case of a plan that is converted to a 
cash balance plan, the conversion generally must be accomplished in one of two ways in order to 
use the special rule.  That is, in general, the converted plan must either:  (1) determine each 
participant’s benefit as not less than the sum of the participant’s benefits accrued under the 
traditional defined benefit pension plan formula and the cash balance formula; or (2) establish 
each participant’s opening account balance as an amount not less than the actuarial present value 
of the participant’s prior accrued benefit, using reasonable actuarial assumptions.  The proposed 
regulations also allow a converted plan to continue to apply the traditional defined benefit 
formula to some participants. 

After the proposed regulations were issued, a Federal district court in Cooper v. IBM 
Personal Pension Plan313 held that that cash balance formulas are inherently age discriminatory 
because identical interest credits necessarily buy a smaller age annuity at normal retirement age 
for older workers than for younger workers due to the time value of money.  Prior to the decision 
in IBM, other district courts had reached the contrary result, i.e., that the cash balance formula 
was not age discriminatory.314 

Section 205 of the Consolidated Appropriations Act, 2004 (the “Appropriations Act”),315 
enacted January 24, 2004, provides that none of the funds made available in the Appropriations 
Act may be used by the Secretary of the Treasury, or his designee, to issue any rule or regulation 
implementing the proposed Treasury regulations or any regulation reaching similar results.  
Additionally, the Appropriations Act requires the Secretary of the Treasury within 180 days of 
enactment to present to Congress a legislative proposal for providing transition relief for older 
and longer-service participants affected by conversions of their employers’ traditional pension 
plans to cash balance plans.  The proposal is intended to satisfy this requirement. 

Description of Proposal 

In general 

The proposal provides rules for conversions of defined benefit pension plans to cash 
balance plans, prescribes age discrimination requirements for cash balance plans, and specifies 
rules for calculating lump-sum distributions from cash balance plans.  The proposal makes 
conforming amendments to applicable rules under ERISA and ADEA. 
                                                 
defined benefit plan or rate of allocation under a defined contribution plan.  The proposed 
regulations also address a number of other issues, including nondiscrimination testing for cash 
balance plans under section 401(a)(4).  In April 2003, the Treasury Department announced it 
would withdraw the proposed regulations under section 401(a)(4).  Announcement 2003-22, 
2002-17 I.R.B. 846 (April 28, 2003). 

313  274 F. Supp. 2d 1010 (S.D. Ill. 2003). 

314  See, e.g., Eaton v. Onan Corp., 117 F. Supp. 2d 812 (S.D. Ind. 2000). 

315  Pub. L. No. 108-199 (2004). 
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Conversions to cash balance plans; wearaway 

Under the proposal, for the first five years following the conversion of a traditional 
defined benefit pension plan to a cash balance plan, the benefits earned by any participant in the 
cash balance plan who was a participant in the traditional plan must be at least as valuable as the 
benefits the participant would have earned under the traditional plan had the conversion not 
occurred.  Additionally, wearaway of normal and early retirement benefits in connection with a 
conversion to a cash balance plan is prohibited. 

Failure to follow these requirements will not result in disqualification of the plan.  
However, a 100-percent excise payable by the plan sponsor will be imposed on any difference 
between required benefits and the benefits actually provided under a plan which has been 
converted to a cash balance formula.  The amount of the excise tax cannot exceed the plan’s 
surplus assets at the time of the conversion or the plan sponsor’s taxable income, whichever is 
greater.  The excise tax does not apply if participants are given a choice between the traditional 
defined benefit pension plan formula and the cash balance formula or if current participants are 
“grandfathered,” i.e., permitted to continue to earn benefits under the traditional formula rather 
than the cash balance formula. 

Age discrimination 

Under the proposal, a cash balance plan satisfies age discrimination requirements if it 
provides pay credits for older participants that are not less than the pay credits for younger 
participants (in the same manner as under a defined contribution plan).  Additionally, certain 
transition approaches used in conversions, such as preserving the value of early retirement 
subsidies, do not violate the age discrimination or other qualification rules.  The proposal 
provides similar rules for other types of hybrid plans and for conversions from traditional defined 
benefit pension plans to other types of hybrid plans. 

Calculating lump-sum distributions 

The proposal permits the value of a lump-sum distribution to be determined as the 
amount of a participant’s hypothetical account balance under a cash balance plan as long as the 
plan does not provide interest credits in excess of a market rate of return.  The Secretary of the 
Treasury is authorized to provide safe harbors for market rates of return and to prescribe 
appropriate conditions regarding the calculation of plan distributions.  

Effective date 

The proposal is effective prospectively.  No inference is intended as to the status of cash 
balance plans or cash balance conversions under present law. 

Analysis 

In general 

In addressing certain legal issues relating to cash balance plans, the proposal has three 
stated objectives:  to ensure fairness for older workers in cash balance conversions, to protect the 
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defined benefit pension plan system by clarifying the status of cash balance plans, and removing 
the effective ceiling on interest credits in cash balance plans due to the way lump-sum benefits 
are calculated.  Specific issues arise with respect to each part of the proposal.  In addition, the 
proposal raises broader issues relating to the defined benefit pension plan system and retirement 
income security. 

Retirement income security and cash balance plans 

Helping to ensure that individuals have retirement income security is the major objective 
of the U.S. private pension system.  The system is a voluntary system, relying heavily on tax 
incentives in order to encourage employers to establish qualified retirement plans for their 
employees.  Although qualified plans are subject to a variety of legal requirements, employers 
generally may choose whether or not to adopt a qualified plan, the type of plan to adopt, the level 
of benefits to be provided, and many other plan features. 

Over time, there has been a decline in defined benefit pension plan coverage compared to 
coverage under defined contribution plans.  This has caused some to be concerned about a 
possible decline in retirement income security, and has focused attention on both defined 
contribution plans and defined benefit pension plans.  Issues of retirement income security with 
respect to both types of plans have been the subject of recent Congressional hearings.316 

Traditional defined benefit pension plans are viewed by many as providing greater 
retirement income security than defined contribution plans.  This is primarily because such plans 
provide a specific promised benefit.  Employers bear the risk of investment loss; if plan 
contributions plus earnings are insufficient to provide promised benefits, the employer is 

                                                 
316  The Subcommittee on Select Revenue Measures of the House Committee on Ways 

and Means held a hearing on challenges facing pension plan funding on April 30, 2003; see Joint 
Committee on Taxation, Present Law and Background Relating to the Funding Rules for 
Employer-Sponsored Defined Benefit Plans and the Financial Position of the Pension Benefit 
Guaranty Corporation (“PBGC”) (JCX-39-03), April 29, 2003; the Senate Committee on 
Finance held a hearing on issues relating to the funding of defined benefit plans on March 11, 
2003; see Joint Committee on Taxation, Present Law and Background Relating to Employer-
Sponsored Defined Benefit Plans and the Financial Position of the Pension Benefit Guaranty 
Corporation (“PBGC”) (JCX-16-03), March 10, 2003; the Subcommittee on Oversight of the 
House Committee on Ways and Means held a hearing on retirement security and defined benefit 
pension plans on June 20, 2002; see Joint Committee on Taxation, Present Law and Background 
Relating to Employer-Sponsored Defined Benefit Plans (JCX-71-02), June 18, 2002; the Senate 
Committee on Finance held a hearing on issues related to retirement security on February 27, 
2002; see Joint Committee on Taxation, Present Law and Background Relating to Employer-
Sponsored Defined Contribution Plans and Other Retirement Arrangements and Proposals 
Regarding Defined Contribution Plans (JCX-11-02), February 26, 2002; and the House 
Committee on Ways and Means held a hearing on Issues Related to Retirement Security and 
Defined Contribution Plans on February 26, 2002; see Joint Committee on Taxation, Present 
Law and Background Relating to Employer-Sponsored Defined Contribution Plans and Other 
Retirement Arrangements (JCX-9-02), February 25, 2002. 
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responsible for making up the difference.  Within certain limits, most defined benefit pension 
plan benefits are guaranteed by the PBGC.  Investments of defined benefit pension plan assets 
are subject to ERISA’s fiduciary rules and limitations on the amount of plan assets that may be 
invested in stock of the employer.  In addition, defined benefit pension plans are subject to 
certain spousal benefit requirements that do not apply to most defined contribution plans.  That 
is, defined benefit plans are required to provide benefits in the form of a joint and survivor 
annuity, unless the participant and spouse consent to another form of benefit. 

In contrast, defined contribution plans do not promise a specific benefit, but instead pay 
the value of the participant’s account.  The plan participant bears the risk of investment loss.  
Benefits provided by defined contribution plans are not guaranteed by the PBGC.  The extent to 
which ERISA’s fiduciary rules apply to a defined contribution plan depends on the particular 
plan structure; in many cases defined contribution plans allow plan participants to direct the 
investment of their accounts, in which case more limited fiduciary protections apply than in the 
case of defined benefit pension plans.  ERISA’s limitations on the amount of plan assets that 
may be invested in employer stock generally do not apply to defined contribution plans.  In 
addition, under most defined contribution plans, the spouse has only the right to be named the 
beneficiary of the amount (if any) remaining upon the death of the employee. 

Cash balance plans have become an increasing prevalent plan design and, as well, an 
increasing element in discussions regarding retirement income security and the future of the 
defined benefit plan system. 

During the 1990s, conversions of traditional defined benefit pension plans to cash 
balance formulas were common among mid- to large-size employers.  There was considerable 
media attention regarding such conversions, particularly in cases in which the plan contained a 
“wearaway” or in which older or longer-service employees close to retirement were denied the 
opportunity to continue to accrue benefits under the old plan formula.  While perhaps complying 
with the law, such plan designs were viewed by many as unfair to certain participants.  There 
was concern that some employers were adversely affecting participants in order to reduce costs.  
There was also concern that participants might not understand the effect of the conversion on 
their benefits (including future benefits the participant may have accrued under the old 
formula).317 

The proposal addresses three common issues that have been raised with respect to cash 
balance plans.  In the case of two of the issues, the calculation of lump-sum benefits and age 
discrimination, the proposal codifies current employer practices with respect to cash balance 
plans.  By providing certainty with respect to some aspects of cash balance plans, and by 
allowing such plans to continue in their current form, the proposal will help make cash balance 
plans a viable plan design for many employers.   

Many view preserving cash balance plans as a means of preserving the defined benefit 
pension plan system, and as an important step in helping to ensure retirement income security.  

                                                 
317  These concerns led to the enactment of the present-law notice requirements regarding 

future reductions in benefit accruals.  Code sec. 4980F and ERISA sec. 204(h).   
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Those who hold this view argue that cash balance plans are more beneficial to many employees 
than a traditional defined benefit pension plan and should be a permitted plan design option.   

Unlike traditional defined benefit pension plans, which tend to benefit long-service 
participants who remain with a company until retirement, cash balance plans often benefit 
shorter service, more mobile workers.  Cash balance plans also provide a more portable benefit 
than the traditional defined benefit pension plan.  Thus, cash balance plans may be popular in 
industries or markets in which workers are relatively mobile or among groups of workers who go 
in and out of the workforce.  Some participants also find cash balance plans easier to understand 
than a traditional defined benefit pension plan--their benefit statement shows an account balance. 

The adoption of a cash balance plan may be beneficial from the employer’s perspective.  
Some employers are concerned about the level of contributions that may be required to fund 
traditional defined benefit pension plans, especially if the required contributions may fluctuate 
over time.  They argue that a cash balance plan design makes it easier for employers to manage 
pension liabilities.  The easier it is for an employer to manage pension liabilities, the more likely 
it is that an employer may adopt or continue a plan. 

On the other hand, some are concerned that cash balance plans are primarily adopted by 
employers who wish to cut costs and reduce future benefits.  They argue that reductions in 
benefits are not as obvious with a conversion to a cash balance plan compared to plan changes 
within the traditional defined benefit pension plan structure.  Even with the present-law 
requirements relating to notices of reductions in future benefit accruals, it is argued that plan 
participants do not understand how to compare cash balance benefits with traditional defined 
benefit pension plan benefits and that many employees mistakenly think that the cash balance 
formula, expressed as an account balance, provides comparable benefits when it does not.  It is 
also argued that cash balance plans inherently discriminate against longer service older workers, 
and thus should not be encouraged as a plan design. 

It is countered that if an employer wishes to reduce benefits, or eliminate benefits 
altogether, they could do so within the traditional defined benefit pension plan structure.  
Moreover, some argue, employers generally sponsor qualified retirement plans voluntarily; tax 
incentives encourage employers to establish and maintain such plans but they are not required to 
do so.  It is argued that the flexibility allowed by employers by cash balance plans enables 
employers to continue a defined benefit pension plan, as well as in many cases also provide a 
defined contribution plan, thus enhancing retirement income security.   

Some also note that cash balance plans, while legally defined benefit pension plans, 
operate in a way that does not deliver the full protections of a traditional defined benefit pension 
plan.  For example, many traditional defined benefit pension plans do not offer lump-sum 
distributions.  In contrast, cash balance plans typically do.  While some argue that this increases 
portability of benefits, others argue that cash balance plans discourage annuity benefits, which 
may erode retirement income security and may undermine spousal rights. 

Some also comment that the risk of investment loss borne by employers, and the 
protections against such losses for employees, are fundamentally different in cash balance plans 
than in traditional defined benefit pension plans.  In particular, it is argued that the risk 
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employees bear under a cash balance plan is more like the risk they bear under a defined 
contribution plan.  In the case of a traditional defined benefit plan, the plan formula promises a 
benefit, payable at normal retirement age.  The employer bears the risk that plan assets will not 
be sufficient to provide the promised benefits and generally must make up investment losses.  
Rather than providing a specified benefit, a cash balance plan specifies interest credits.  The 
employer bears the risk that plan assets will underperform compared to the interest credits 
provided under the plan.    

The concern that cash balance plan participants face risk similar to the risk under defined 
contribution plans is enhanced to the extent that the hypothetical account balance in a cash 
balance plan is subject to investment losses and well as investment gains.  While many cash 
balance plans are designed to protect against loss in value, others argue that it is permissible to 
tie interest credits to hypothetical investments that may incur losses.  Some argue that such 
declines are inconsistent with the basic concept of a defined benefit pension plan, i.e., a plan that 
provides a specified benefit to participants, in contrast to a defined contribution plan under which 
participants bear the risk of loss.  They argue that cash balance plan designs under which 
participants bear the risk of investment loss (even if only on hypothetical investments) should not 
be permitted.   

Some argue that to the extent proposals relating to cash balance plans are motivated by 
concerns about retirement income security that other proposals to address such concerns should 
also be considered.  For example, some argue that addressing issues with respect to funding of 
traditional defined benefit pension plans would help make such plans more attractive to 
employers on an on-going basis.  Some also argue that it may be appropriate to consider whether 
changes to the rules relating to defined contribution plans should be considered to enable such 
plans to provide greater retirement income security. 

Conversions to cash balance plans; wearaway 

The proposal is intended to ensure fairness for older workers in conversions of traditional 
defined benefit pension plans to cash balance plans.  It provides rules relating to the benefits 
accrued by participants in defined benefit pension plans which are converted to cash balance 
plans.  The proposal provides greater protection for longer-service participants than is currently 
required under the present-law rules prohibiting cut backs in accrued benefits.   

By requiring that the benefits earned by a participant for the first five years following a 
conversion must be at least as valuable as the benefits the participant would have earned under 
the traditional plan had the conversion not occurred, participants in the plan who are close to 
retirement age are better protected against disadvantages of converting to a cash balance plan.  
Further, by prohibiting wearaway in a conversion to a cash balance plan with respect to the 
benefits of such participants, possible adverse effects on older and longer-service participants 
will be reduced.  

On the other hand, some argue that the proposal does not go far enough in ensuring that 
older and longer service employees will not be disadvantaged.  Some argue that all plan 
participants, or at least participants who have attained a certain age or number of years of 
service, should automatically be given the greater of benefits under the old plan formula or under 
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the new plan formula.  Others argue that any such additional requirement would cause employer 
qualified retirement plan costs to increase, and could cause employers to reduce benefits further 
or terminate existing plans.  They argue that the proposal provides an appropriate balance 
between concerns about older workers and the need to provide flexibility to employers in order 
to maintain the voluntary pension system.   

Some argue that the 100-percent excise tax on any difference between required benefits 
and the benefits actually provided under a plan which has been converted to a cash balance 
formula is sufficient to encourage compliance with the proposal.  However, others argue that 
limiting the amount of the excise tax to the plan’s surplus assets at the time of the conversion or 
the plan sponsor’s taxable income, whichever is greater, will allow plan sponsors to manipulate 
the timing of a conversion so that the requirements of the proposal can be avoided without 
imposition of the excise tax.  They argue that absent the potential for plan disqualification, the 
efficacy of the proposal is diminished, or even eliminated.   

Some argue that the proposal provides appropriate flexibility to employers and additional 
safeguards for employees, by allowing employers to avoid the excise tax by grandfathering 
participants under the old formula or giving employees a choice between the old and new 
formula.  On the other hand, some point out that giving employees options increases complexity 
for plan participants, and that many participants may not adequately understand the differences 
between the new plan formula and the old plan formula.  These concerns may be addressed, at 
least to some extent, by requiring that participants receive sufficient information to make an 
informed decision.  As mentioned above, others would go further, and require that at least some 
employees be automatically given the greater of the two formulas.  This would avoid the need 
for elections, and the possibility that an employee may unwittingly choose an option that is 
clearly worse than the old plan formula.  On the other hand, some view such a requirement as 
unduly restricting employers options in plan design. 

Age discrimination 

By providing that cash balance plans satisfy the age discrimination rules if the plan 
provides pay credits for older participants that are not less than the pay credits for younger 
participants, the proposal provides certainty in this regard.  Some have argued that if such 
certainty is not provided, employers will be disinclined to offer defined benefit pension plans, 
including cash balance plans, to their employees.  By reducing uncertainty as to how cash 
balance plans can meet age discrimination requirements, some would argue that employers will 
be more likely to sponsor (or continue to sponsor) defined benefit pension plans, including cash 
balance plans.  Some, however, argue that pay credits for younger participants in cash balance 
plans are inherently discriminatory and for this, and other reasons, cash balance plans should not 
be encouraged.  These issues are discussed more fully above in the discussion of present law, 
under the heading “Age discrimination.” 

The proposal lacks specificity with respect to certain transition strategies and other types 
of hybrid plans.  Additional issues may arise depending on the specifics of such proposals. 
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Calculating lump-sum distributions 

The proposal is intended to eliminate situations in which the amount of a minimum lump-
sum distribution required from a cash balance plan is greater than a participant’s hypothetical 
account balance because the plan’s interest crediting rate is higher than the statutory interest rate.  
The proposal departs from the analysis set out in IRS Notice 96-8 and followed by several 
Federal courts that have considered this issue. 

Proponents argue that the cases are based on IRS rulings that pre-date the prevalence of 
cash balance plans and that apply rules that are inappropriate in a cash balance context.  Further, 
they argue that, as a result of the present-law rules, employers have reduced the amount of 
interest credits under cash balance plans, thus reducing benefits for participants.  The proposal 
avoids this result and thus, it is argued, will benefit plan participants by encouraging employers 
to use a higher rate of return that the statutorily-prescribed rate.   

In order for the proposal to apply, the plan must not use interest credits in excess of a 
market rate of return, and the Secretary is to provide safe harbors as to what is a market rate.  
This aspect of the proposal raises issues as to how to determine a market rate of return.  Recent 
discussions over what constitutes an appropriate replacement for the interest rate on 30-year 
Treasury obligations for purposes related to defined benefit pension plans reflects the degree of 
complexity which may be involved in prescribing such safe harbors.  The effects of the proposal 
on plan benefits, and the ease with which the proposal can be implemented by employers, 
understood by employees, and administered by the IRS will depend in large part on the ability to 
determine measures of market rates of returns.  Some argue that because so much depends on 
what is a market rate of return under the proposal, it would be more appropriate to provide 
statutory guidance on this issue, rather than leave the issue for the Secretary to resolve. 

Complexity 

As a result of its study of Enron Corporation, performed at the direction of the Senate 
Committee on Finance, the staff of the Joint  Committee on Taxation (“Joint Committee staff”) 
found that the lack of guidance with respect to cash balance plan conversions and cash balance 
plans generally creates uncertainty for employers and employees.  The Joint Committee staff 
recommended that clear rules for such plans should be adopted in the near future.318  

The budget proposals help to reduce uncertainty with respect to cash balance plans by 
addressing certain issues that frequently arise with respect to cash balance plans.  However, the 
proposals do not address all issues with respect to such plans.  In addition, certain aspects of the 
proposals need further clarification, or may add some additional complexities.  For example, 
additional clarification is needed with respect to types of transition approaches in conversions 
which do not violate age discrimination or other qualification rules, allowing participants to 
choose between a traditional defined benefit formula and cash balance formula in order to avoid 

                                                 
318  Joint Committee on Taxation, Report of Investigation of Enron Corporation and 

Related Entities Regarding Federal Tax and Compensation Issues, and Policy Recommendations 
(JCS-3-03), February 2003, at 487. 
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the 100-percent excise tax, and the determination of a market rate of return for purposes of 
calculating lump-sum distributions.   

Prior Action 

No prior action. 
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B. Improve the Accuracy of Pension Liability Measures 

Present Law 

In general 

Under present law, the interest rate on 30-year Treasury securities is used for several 
purposes related to defined benefit pension plans.  Specifically, the interest rate on 30-year 
Treasury securities is used:  (1) in determining current liability for purposes of the funding and 
deduction rules; (2) in determining unfunded vested benefits for purposes of Pension Benefit 
Guaranty Corporation (“PBGC”) variable rate premiums; and (3) in determining the minimum 
required value of lump-sum distributions from a defined benefit pension plan and maximum 
lump-sum values for purposes of the limits on benefits payable under a defined benefit pension 
plan. 

The IRS publishes the interest rate on 30-year Treasury securities on a monthly basis.  
The Department of the Treasury does not currently issue 30-year Treasury securities.  As of 
March 2002, the IRS publishes the average yield on the 30-year Treasury bond maturing in 
February 2031 as a substitute.   

Funding rules 

In general 

The Internal Revenue Code (the “Code”) and the Employee Retirement Income Security 
Act of 1974 (“ERISA”) impose minimum funding requirements with respect to defined benefit 
pension plans.319  Under the funding rules, the amount of contributions required for a plan year is 
generally the plan’s normal cost for the year (i.e., the cost of benefits allocated to the year under 
the plan’s funding method) plus that year’s portion of other liabilities that are amortized over a 
period of years, such as benefits resulting from a grant of past service credit. 

Additional contributions for underfunded plans 

Under special funding rules (referred to as the “deficit reduction contribution” rules),320 
an additional contribution to a plan is generally required if the plan’s funded current liability 
percentage is less than 90 percent.321  A plan’s “funded current liability percentage” is the 

                                                 
319  Code sec. 412; ERISA sec. 302.  The Code also imposes limits on deductible 

contributions, as discussed below. 

320  The deficit reduction contribution rules apply to single-employer plans, other than 
single-employer plans with no more than 100 participants on any day in the preceding plan year.  
Single-employer plans with more than 100 but not more than 150 participants are generally 
subject to lower contribution requirements under these rules. 

321  Under an alternative test, a plan is not subject to the deficit reduction contribution 
rules for a plan year if (1) the plan’s funded current liability percentage for the plan year is at 
least 80 percent, and (2) the plan’s funded current liability percentage was at least 90 percent for 
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actuarial value of plan assets322 as a percentage of the plan’s current liability.  In general, a plan’s 
current liability means all liabilities to employees and their beneficiaries under the plan. 

The amount of the additional contribution required under the deficit reduction 
contribution rules is the sum of two amounts:  (1) the excess, if any, of (a) the deficit reduction 
contribution (as described below), over (b) the contribution required under the normal funding 
rules; and (2) the amount (if any) required with respect to unpredictable contingent event 
benefits.323  The amount of the additional contribution cannot exceed the amount needed to 
increase the plan’s funded current liability percentage to 100 percent. 

The deficit reduction contribution is the sum of (1) the “unfunded old liability amount,” 
(2) the “unfunded new liability amount,” and (3) the expected increase in current liability due to 
benefits accruing during the plan year.324  The “unfunded old liability amount” is the amount 
needed to amortize certain unfunded liabilities under 1987 and 1994 transition rules.  The 
“unfunded new liability amount” is the applicable percentage of the plan’s unfunded new 
liability.  Unfunded new liability generally means the unfunded current liability of the plan (i.e., 
the amount by which the plan’s current liability exceeds the actuarial value of plan assets), but 
determined without regard to certain liabilities (such as the plan’s unfunded old liability and 
unpredictable contingent event benefits).  The applicable percentage is generally 30 percent, but 
is reduced if the plan’s funded current liability percentage is greater than 60 percent.   

Required interest rate and mortality table 

Specific interest rate and mortality assumptions must be used in determining a plan’s 
current liability for purposes of the special funding rule.  The interest rate used to determine a 

                                                 
each of the two immediately preceding plan years or each of the second and third immediately 
preceding plan years. 

322  The actuarial value of plan assets is the value determined under an actuarial valuation 
method that takes into account fair market value and meets certain other requirements.  The use 
of an actuarial valuation method allows appreciation or depreciation in the market value of plan 
assets to be recognized gradually over several plan years.  Sec. 412(c)(2); Treas. reg. 
sec. 1.412(c)(2)-1. 

323  A plan may provide for unpredictable contingent event benefits, which are benefits 
that depend on contingencies that are not reliably and reasonably predictable, such as facility 
shutdowns or reductions in workforce.  An additional contribution is generally not required with 
respect to unpredictable contingent event benefits unless the event giving rise to the benefits has 
occurred. 

324  If the Secretary of the Treasury prescribes a new mortality table to be used in 
determining current liability, as described below, the deficit reduction contribution may include 
an additional amount. 
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plan’s current liability must be within a permissible range of the weighted average325 of the 
interest rates on 30-year Treasury securities for the four-year period ending on the last day before 
the plan year begins.  The permissible range is generally from 90 percent to 105 percent.326  The 
interest rate used under the plan must be consistent with the assumptions which reflect the 
purchase rates which would be used by insurance companies to satisfy the liabilities under the 
plan.327 

The Job Creation and Worker Assistance Act of 2002328 amended the permissible range 
of the statutory interest rate used in calculating a plan’s current liability for purposes of applying 
the additional contribution requirements.  Under this provision, the permissible range is from 
90 percent to 120 percent for plan years beginning after December 31, 2001, and before 
January 1, 2004. 

The Secretary of the Treasury is required to prescribe mortality tables and to periodically 
review (at least every five years) and update such tables to reflect the actuarial experience of 
pension plans and projected trends in such experience.329  The Secretary of the Treasury has 
required the use of the 1983 Group Annuity Mortality Table.330 

Full funding limitation 

No contributions are required under the minimum funding rules in excess of the full 
funding limitation.  In 2004 and thereafter, the full funding limitation is the excess, if any, of 
(1) the accrued liability under the plan (including normal cost), over (2) the lesser of (a) the 

                                                 
325  The weighting used for this purpose is 40 percent, 30 percent, 20 percent and 10 

percent, starting with the most recent year in the four-year period.  Notice 88-73, 1988-2 C.B. 
383. 

326  If the Secretary of the Treasury determines that the lowest permissible interest rate in 
this range is unreasonably high, the Secretary may prescribe a lower rate, but not less than 80 
percent of the weighted average of the 30-year Treasury rate. 

327  Code sec. 412(b)(5)(B)(iii)(II); ERISA sec. 302(b)(5)(B)(iii)(II).  Under 
Notice 90-11, 1990-1 C.B. 319, the interest rates in the permissible range are deemed to be 
consistent with the assumptions reflecting the purchase rates that would be used by insurance 
companies to satisfy the liabilities under the plan. 

328  Pub. L. No. 107-147. 

329  Code sec. 412(l)(7)(C)(ii); ERISA sec. 302(d)(7)(C)(ii). 

330  Rev. Rul. 95-28, 1995-1 C.B. 74.  The IRS and the Treasury Department have 
announced that they are undertaking a review of the applicable mortality table and have 
requested comments on related issues, such as how mortality trends should be reflected.  
Notice 2003-62, 2003-38 I.R.B. 576; Announcement 2000-7, 2000-1 C.B. 586. 
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market value of plan assets or (b) the actuarial value of plan assets.331  However, the full funding 
limitation may not be less than the excess, if any, of 90 percent of the plan’s current liability 
(including the current liability normal cost) over the actuarial value of plan assets.  In general, 
current liability is all liabilities to plan participants and beneficiaries accrued to date, whereas the 
accrued liability under the full funding limitation may be based on projected future benefits, 
including future salary increases. 

Timing of plan contributions 

In general, plan contributions required to satisfy the funding rules must be made within 
8½ months after the end of the plan year.  If the contribution is made by such due date, the 
contribution is treated as if it were made on the last day of the plan year. 

In the case of a plan with a funded current liability percentage of less than 100 percent for 
the preceding plan year, estimated contributions for the current plan year must be made in 
quarterly installments during the current plan year.332  The amount of each required installment is 
25 percent of the lesser of (1) 90 percent of the amount required to be contributed for the current 
plan year or (2) 100 percent of the amount required to be contributed for the preceding plan 
year.333 

Deductions for contributions 

Employer contributions to qualified retirement plans are deductible, subject to certain 
limits.  In the case of a defined benefit pension plan, the employer generally may deduct the 
greater of: (1) the amount necessary to satisfy the minimum funding requirement of the plan for 
                                                 

331  For plan years beginning before 2004, the full funding limitation was generally 
defined as the excess, if any, of (1) the lesser of (a) the accrued liability under the plan (including 
normal cost) or (b) a percentage (170 percent for 2003) of the plan’s current liability (including 
the current liability normal cost), over (2) the lesser of (a) the market value of plan assets or 
(b) the actuarial value of plan assets, but in no case less than the excess, if any, of 90 percent of 
the plan’s current liability over the actuarial value of plan assets.  Under the Economic Growth 
and Tax Relief Reconciliation Act of 2001 (“EGTRRA”), the full funding limitation based on 
170 percent of current liability is repealed for plan years beginning in 2004 and thereafter.  The 
provisions of EGTRRA generally do not apply for years beginning after December 31, 2010. 

332  Code sec. 412(m); ERISA sec. 302(e). 

333  In connection with the expanded interest rate range available for 2002 and 2003, 
special rules apply in determining current liability for the preceding plan year for purposes of 
applying the quarterly contributions requirements to plan years beginning in 2002 (when the 
expanded range first applies) and 2004 (when the expanded range no longer applies).  In each of 
those years (“present year”), current liability for the preceding year is redetermined, using the 
permissible range applicable to the present year.  This redetermined current liability will be used 
for purposes of the plan’s funded current liability percentage for the preceding year, which may 
affect the need to make quarterly contributions, and for purposes of determining the amount of 
any quarterly contributions in the present year, which is based in part on the preceding year. 
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the year; or (2) the amount of the plan’s normal cost for the year plus the amount necessary to 
amortize certain unfunded liabilities over ten years, but limited to the full funding limitation for 
the year.334  However, the maximum amount of deductible contributions is generally not less 
than the plan’s unfunded current liability.335 

PBGC premiums 

Because benefits under a defined benefit pension plan may be funded over a period of 
years, plan assets may not be sufficient to provide the benefits owed under the plan to employees 
and their beneficiaries if the plan terminates before all benefits are paid.  The PBGC generally 
insures the benefits owed under defined benefit pension plans (up to certain limits) in the event 
the plan is terminated with insufficient assets.  Employers pay premiums to the PBGC for this 
insurance coverage. 

PBGC premiums include a flat-rate premium and, in the case of an underfunded plan, a 
variable rate premium based on the amount of unfunded vested benefits.336  In determining the 
amount of unfunded vested benefits, the interest rate used is 85 percent of the annual yield on 
30-year Treasury securities for the month preceding the month in which the plan year begins. 

Under the Job Creation and Worker Assistance Act of 2002, for plan years beginning 
after December 31, 2001, and before January 1, 2004, the interest rate used in determining the 
amount of unfunded vested benefits for PBGC variable rate premium purposes is increased to 
100 percent of the annual yield on 30-year Treasury securities for the month preceding the month 
in which the plan year begins. 

Lump-sum distributions 

Accrued benefits under a defined benefit pension plan generally must be paid in the form 
of an annuity for the life of the participant unless the participant consents to a distribution in 
another form.  Defined benefit pension plans generally provide that a participant may choose 
among other forms of benefit offered under the plan, such as a lump-sum distribution.  These 
optional forms of benefit generally must be actuarially equivalent to the life annuity benefit 
payable to the participant. 

A defined benefit pension plan must specify the actuarial assumptions that will be used in 
determining optional forms of benefit under the plan in a manner that precludes employer 
discretion in the assumptions to be used.  For example, a plan may specify that a variable interest 

                                                 
334  Code sec. 404(a)(1). 

335  Sec. 404(a)(1)(D).  In the case of a plan that terminates during the year, the maximum 
deductible amount is generally not less than the amount needed to make the plan assets sufficient 
to fund benefit liabilities as defined for purposes of the PBGC termination insurance program 
(sometimes referred to as “termination liability”). 

336  ERISA sec. 4006. 
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rate will be used in determining actuarial equivalent forms of benefit, but may not give the 
employer discretion to choose the interest rate. 

Statutory assumptions must be used in determining the minimum value of certain 
optional forms of benefit, such as a lump sum.337  That is, the lump sum payable under the plan 
may not be less than the amount of the lump sum that is actuarially equivalent to the life annuity 
payable to the participant, determined using the statutory assumptions.  The statutory 
assumptions consist of an applicable mortality table (as published by the IRS) and an applicable 
interest rate. 

The applicable interest rate is the annual interest rate on 30-year Treasury securities, 
determined as of the time that is permitted under regulations.  The regulations provide various 
options for determining the interest rate to be used under the plan, such as the period for which 
the interest rate will remain constant (“stability period”) and the use of averaging. 

Limits on benefits  

Annual benefits payable under a defined benefit pension plan generally may not exceed 
the lesser of (1) 100 percent of average compensation, or (2) $165,000 (for 2004).338  The dollar 
limit generally applies to a benefit payable in the form of a straight life annuity beginning no 
earlier than age 62.  The limit is reduced if benefits are paid before age 62.  In addition, if the 
benefit is not in the form of a straight life annuity, the benefit generally is adjusted to an 
equivalent straight life annuity.  In making these reductions and adjustments, the interest rate 
used generally must be not less than the greater of: (1) five percent; or (2) the interest rate 
specified in the plan.  However, for purposes of adjusting a benefit in a form that is subject to the 
minimum value rules (including the use of the interest rate on 30-year Treasury securities), such 
as a lump-sum benefit, the interest rate used must be not less than the greater of: (1) the interest 
rate on 30-year Treasury securities; or (2) the interest rate specified in the plan. 

Description of Proposal 

In general 

The proposal replaces the interest rate on 30-year Treasury securities with the rate of 
interest on high-quality corporate bonds for purposes of determining a defined benefit pension 
plan’s current liability for funding purposes339 and determining the value of lump sums payable 

                                                 
337  Code sec. 417(e)(3); ERISA sec. 205(g)(3). 

338  Code sec. 415(b). 

339 The proposal does not provide for a change in the interest rate used to determine 
unfunded vested benefits for purposes of PBGC variable rate premiums. 
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from such a plan.  The proposal also requires the freezing of benefit accruals and the suspension 
of lump-sum distributions in the case of certain underfunded defined benefit pension plans.340 

Interest rates used in determining current liability and lump sums 

For plan years beginning in 2004 and 2005, the interest rate used to determine a plan’s 
current liability must be within a permissible range (from 90 percent to 100 percent) of the 
weighted average of the yields on high-quality long-term corporate bonds.  The average is 
determined for the 48 months ending with the month preceding the first day of the plan year.  

Beginning in 2008, a plan’s current liability is determined using a series of interest rates 
drawn from a yield curve of high-quality zero-coupon bonds with various maturities.  The 
maturities used to determine a plan’s current liability are selected to match the amounts and 
timing of benefit payments expected to be made from the plan.  The yield curve is to be issued 
monthly by the Secretary of the Treasury and is to be based on the 90-day average of interest 
rates for high-quality corporate bonds. 

For plan years beginning in 2006 and 2007, a plan’s current liability is determined as the 
weighted average of two values:  (1) the value of the plan’s current liability determined using the 
methodology applicable for plan years beginning in 2004 and 2005 (the “old” methodology); and 
(2) the value of the plan’s current liability determined using the methodology applicable for 2008 
and thereafter (the “new” methodology).  For plan years beginning in 2006, the weighting factor 
is 2/3 for the current liability value determined under the old methodology and 1/3 for the current 
liability value determined under the new methodology.  For plan years beginning in 2007, the 
weighting factors are reversed. 

For plan years beginning in 2004 and 2005, the proposal does not change the law relating 
to the determination of minimum and maximum lump sums from defined benefit pension plans 
(e.g., minimum lump-sum values are determined using the rate of interest on 30-year Treasury 
securities).  Beginning in 2008, the proposal provides that minimum and maximum lump-sum 
values are to be calculated using rates drawn from the zero-coupon corporate bond yield curve.  
Thus, the interest rate that applies depends on how many years in the future a participant’s 
annuity payment will be made.  Typically, a higher interest rate applies for payments made 
further out in the future. 

For distributions in 2006 and 2007, lump-sum values are determined as the weighted 
average of two values:  (1) the value of the lump sum determined using the methodology under 
present law (the “old” methodology); and (2) the value of the lump sum determined using the 
methodology applicable for 2008 and thereafter (the “new” methodology).  For distributions in 

                                                 
340  In addition to these proposals, the President's fiscal year 2005 budget includes a 

proposal to provide better information about the financial status of pension plans to plan 
participants, retirees, and investors.  See, "Safeguarding Workers' Retirement and Health 
Benefits Security," Office of Management and Budget, Budget of the United States Government, 
Fiscal Year 2005 (H. Doc. 108-146, Vol. I), pp. 229-230, and Appendix (H. Doc. 108-146, 
Vol. II), pp. 716-717. 
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2006, the weighting factor is 2/3 for the lump-sum value determined under the old methodology 
and 1/3 for the lump-sum value determined under the new methodology.  For distributions in 
2007, the weighting factors are reversed. 

Limits on benefit accruals and lump-sum distributions under certain plans 

Under the proposal, in the case of a defined benefit pension plan sponsored by an 
employer with a credit rating below investment grade, accrued benefits under the plan are 
required to be frozen if the value of the plan’s assets is less than 50 percent of termination 
liability under the plan.  That is, no additional benefit accruals are permitted in those 
circumstances.341  In addition, the availability of lump-sum distributions under the plan is 
required to be suspended, as well as other forms of accelerated benefit payments, including the 
purchase of annuities. 

Effective date 

The proposal is generally effective for plan years beginning in 2004 and thereafter.  The 
requirement that accrued benefits be frozen and lump-sum distributions suspended in the case of 
certain underfunded plans is effective for plan years beginning in 2005 and thereafter. 

Analysis 

In general 

Almost all changes to pension laws require the balancing of competing policy objectives, 
including concerns regarding retirement income security, simplification, reduction of 
administrative burdens, and fiscal and tax policy.  In some cases, a single policy concern may 
result in competing issues.  For example, concerns regarding retirement income security may 
lead to the enactment of stricter rules; however, if the new rules are too severe, plan sponsors 
may modify plans or reduce benefits, thereby potentially reducing retirement security. 

  The funding rules are a cornerstone of the defined benefit pension plan system and, over 
time, have been a frequent source of discussion and change.  Like many of the qualified 
retirement plan rules, proposals relating to the funding rules involve balancing competing policy 
interests. 

Policy issues relating to the funding and deduction rules for defined benefit pension plans 

As discussed above, present law imposes minimum funding requirements with respect to 
defined benefit pension plans and a limit on the maximum amount of deductible contributions.  
In addition, nondeductible contributions are discouraged through the imposition of an excise tax.  
Contributions in excess of the amount needed to provide plan benefits are also discouraged 
through the restrictions on reversions of plan assets. 

                                                 
341  Service continues to be credited under the plan for purposes of vesting and eligibility 

for benefits. 
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The minimum funding rules are designed to promote benefit security by helping to ensure 
that plan assets will be sufficient to pay promised benefits when due.  The minimum funding 
rules also address moral hazard concerns relating to the PBGC insurance program by preventing 
employers from purposely underfunding plans.  Such underfunding can increase costs to the 
Federal government as well as PBGC premium payors.    

On the other hand, the minimum funding rules recognize that pension benefits are often 
long-term liabilities that can be funded over a period of time.  Some argue that if minimum 
funding requirements are too stringent, funds may be unnecessarily diverted from the employer’s 
other business needs and may cause financial problems for the business, thus jeopardizing the 
future of not just the employees’ retirement benefits, but also their jobs.  This suggestion tends to 
arise during a period of economic downturn, either generally or in a particular industry.  Some 
also argue that overly stringent funding requirements may discourage the establishment or 
continuation of defined benefit pension plans. 

The limits on deductible contributions, the excise tax on nondeductible contributions, and 
the rules relating to reversions of defined benefit pension plan assets have as a major objective 
preventing the use of defined benefit pension plans as a tax-favored funding mechanism for the 
business needs of the employer.  They also serve to limit the tax expenditure associated with 
defined benefit pension plans.  Some argue that if the maximum limits on plan funding are too 
low, then benefit security will be jeopardized.  They argue that employers need flexibility to 
make greater contributions when possible, in order to ensure adequate funding in years in which 
the business may not be as profitable.   In addition, some argue that if restrictions on reversions 
are too strict, employers may be discouraged from making contributions in excess of the required 
minimums. 

The desire to achieve the proper balance between these competing policy objectives has 
resulted in a variety of legislative changes to address the concerns arising at particular times.  For 
example, the Omnibus Budget Reconciliation Act of 1987 made comprehensive changes to the 
minimum funding rules (including enactment of the deficit reduction contribution rules) 
prompted by concerns regarding the solvency of the defined benefit pension plan system.  That 
Act also added the current liability full funding limit.   Legislation enacted in 1990 allowed 
employers access to excess assets in defined benefit pension plans in order to pay retiree health 
liabilities.  The Retirement Protection Act of 1994 again made comprehensive changes to the 
funding rules.  Recent changes to the funding rules have focused on increasing the maximum 
deductible contribution, and on the interest rate that must be used to calculate required 
contributions.  For example, EGTRRA increased the current liability full funding limit and then 
repeals the current liability full funding limit for 2004 and thereafter. 

Background relating to interest rate used to measure pension liabilities 

Recent attention has focused on the issue of the rate of interest used to determine the 
present value of benefits under defined benefit pension plans for purposes of the plan’s current 
liability (and hence the amount of contributions required under the funding rules) and the amount 
of lump-sum benefits under the plan.  The theoretical basis for the interest rate to be used to 
determine the present value of pension plan benefits is an interest rate that would be used in 
setting the price for private annuity contracts that provide similar benefits.  Some studies have 
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shown that it is not practicable to identify such a rate accurately because of variation in the 
manner in which prices of private annuity contracts are determined.  As a result, the interest rate 
used to value pension benefits is intended to approximate the rate used in pricing annuity 
contracts.342  Some have described this standard as a rate comparable to the rate earned on a 
conservatively invested portfolio of assets. 

Under present law, the interest rate used for these purposes is based on the interest rate on 
30-year Treasury obligations.  The interest rate issue has received attention recently in part 
because the Treasury Department stopped issuing 30-year obligations.  As a result, there is no 
longer a 30-year Treasury interest rate, and statutory changes are necessary to reflect this.   In 
addition, as discussed below, concerns have been raised that the 30-year Treasury rate was too 
low compared to annuity purchase rates and therefore caused inappropriate results.   

For plan funding purposes, the use of a lower interest rate in determining current liability 
results in a higher present value of the benefits and larger contributions required to fund those 
benefits.  Alternatively, the use of a higher interest rate results in a lower present value of future 
liabilities and therefore lower required contributions.  Because minimum lump-sum distributions 
are calculated as the present value of future benefits, the interest rate used to calculate this 
present value will affect the value of the lump-sum benefit.   Specifically, the use of a lower 
interest rate results in larger lump-sum benefits; the use of a higher interest rate results in lower 
lump-sum benefits.   

Some have argued that the 30-year Treasury rate has been too low compared to annuity 
rates, resulting in inappropriately high levels of minimum funding requirements on employers 
that are not necessary to maintain appropriate retirement income security.   In addition, some 
argue that the 30-year Treasury rate has been so low as to make lump-sum benefits 
disproportionately large in comparison with a life annuity benefit payable under the plan, thus 
providing an incentive for employees to take benefits in a lump sum rather than in the form of a 
life annuity.  Some argue that lump sums should not be favored as a form of benefit, because 
they can cause a cash drain on the plan.  In addition, an annuity assures the individual of an 
income stream during retirement years, which may not be available in the case of a lump-sum 
payment, depending on what use the individual makes of the payment (e.g., whether the 
individual spends the lump sum currently or uses the funds to purchase an annuity). 

Some have pointed out that a variety of policy issues relating to the funding requirements 
may arise in the context of the interest rate discussion, and that some of these issues are better 
resolved through means other than the interest rate.  For example, recent declines in defined 
benefit pension plan assets have adversely affected the funded status of many plans, resulting in 
what some view as unduly burdensome funding requirements on employers.  Some in favor of 
funding relief believe it should be provided through interest rate adjustments.  Others argue that, 
if funding relief is desired, it would be better to prescribe a more theoretically correct interest 

                                                 
342  In practice, the price of an annuity contact encompasses not only an interest rate 

factor but also other factors, such as the costs of servicing the contract and recordkeeping.  Under 
present law, the interest rate used for determining current liability is intended to embody all of 
these factors.  See H.R. Rpt. No. 100-495, at 868 (1987). 
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rate, and make other changes in the minimum funding requirements.  They suggest that this type 
of approach would provide relief to employers without resulting in potentially inappropriate 
results in other cases, e.g., in determining lump-sum benefits.  On the other hand, some argue 
that funding relief is not appropriate at all, and that higher contributions should be required in 
order to increase funding levels, thereby enhancing retirement security and reducing potential 
PBGC liabilities. 

Other issues that may arise in the context of the interest rate discussion include employer 
flexibility in making contributions and the appropriate level of tax benefits for defined benefit 
pension plans.343  For example, a given employer may prefer a lower interest rate that enables the 
employer to make large deductible contributions and thereby maximize the tax benefit from 
maintaining the plan.  Alternatively, another employer may prefer a higher rate that would 
reduce required contributions, thus freeing up funds for other business uses.  Some argue that the 
degree of flexibility in contributions to be provided to employers should be addressed through 
means other than the choice of interest rate. 

Analysis of interest-rate proposal 

Under the proposal, the rate of interest on 30-year Treasury securities is replaced with the 
rate of interest on high-quality corporate bonds for purposes of determining a plan’s current 
liability and determining minimum and maximum lump-sum values.  Initially, the interest rate 
used to determine current liability is based on a weighted average of the yields on high-quality 
long-term corporate bonds.  After a transition period, in determining current liability and lump-
sum values, the proposal provides for the use of a series of interest rates drawn from a yield 
curve of high-quality zero-coupon bonds with various maturities, selected to match the timing of 
benefit payments expected to be made from the plan. 

Some believe that, compared with the rate of interest on 30-year Treasury securities, an 
interest rate based on corporate bonds better approximates the rate that would be used in 
determining the cost of settling pension liabilities, i.e., by purchasing annuity contracts to 
provide the benefits due under the plan.  However, some argue for an interest rate index based on 
Treasury or other Federal agency obligations (with an adjustment as necessary to approximate 
annuity rates) out of concern that a rate based on a privately determined index could be 
improperly manipulated because the elements on which the index is based, such as the bonds on 
which a corporate bond index is based, may not be known (i.e., the rate is not “transparent”) or 
because those elements are subject to change by the organization determining the index.  Some 
who favor the use of an interest rate based on corporate bonds have raised similar transparency 
concerns with respect to the Secretary of the Treasury’s determination of the interest rate 
applicable for pension purposes.  It has been suggested that the Secretary of the Treasury should 
be required to explain the methodology to be used to determine such interest rate and to make 
public the corporate bond indices on which the rate is based. 

                                                 
343  A tax benefit results from the prefunding of the retirement benefit, which produces 

tax-free inside buildup on the earnings from the assets held by the plan. 
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Some have suggested that use of any single interest rate is inappropriate, and rather that 
multiple interest rates should be used to reflect the varying times when benefits become payable 
under a plan, because of, for example, different expected retirement dates of employees.  The 
rationale for this approach is that interest rates differ depending, in part, on the term of an 
obligation.344  A graph of this relationship is known as a “yield curve.”  Because plan liabilities 
may be payable both in the short term and the long term, this approach determines the present 
value of these liabilities with multiple interest rates, chosen to match the times at which the 
benefits are payable under the plan.  The proposal to use a corporate bond yield curve to 
determine the present value of benefits is consistent with these views and is intended to improve 
the accuracy of pension liability measures. 

Some have raised concerns that a yield-curve approach is more complicated than the use 
of a single rate, particularly for smaller plans and for purposes of determining lump-sum 
distributions.  Some have suggested that this could have the effect of increasing administrative 
costs associated with maintaining a defined benefit pension plan and discourage the continuation 
and establishment of such plans.  Some have also suggested that the use of a yield curve to 
determine minimum and maximum lump-sum distributions may make it more difficult for plan 
participants to understand and evaluate their distribution options under the plan. 

Others have responded to these concerns by suggesting that, although a single interest 
rate is used to determine required contributions under the present-law funding rules, a 
yield-curve approach is commonly used for other purposes, such as corporate finance.  Some 
also note that the determination of current liability and lump-sum values already involve the 
application of complicated actuarial concepts (particularly the determination of current liability) 
and the proposal does not add significant complexity.  They argue moreover that any additional 
complexity is outweighed by the importance of measuring pension liabilities accurately, 
including the timing of benefit payments from the plan.  In addition, it has been suggested that 
simplified methods (such as the use of a single composite rate) can be provided for smaller plans 
and for purposes of determining lump-sum distributions. 

The proposal also eliminates the four-year averaging period used to determine the interest 
rate applicable for purposes of determining current liability under present law.  Some have 
suggested that such an averaging period is necessary to prevent rapid interest rate changes from 
causing corresponding changes in current liability, which in turn may result in volatility in the 
amount of minimum required and maximum deductible contributions.  Others believe that the 
interest rate used to value pension liabilities should be designed to measure those liabilities as 
accurately as possible and that volatility in required contributions and deductible contributions 
should be addressed through modifications to the funding and deduction rules. 

                                                 
344  In general, longer term bonds provide a higher interest rate, and shorter term bonds a 

lower interest rate. 
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Proposal relating to limits on benefit accruals and lump-sum distributions under certain 
underfunded plans 

Under the proposal, additional benefit accruals and lump-sum distributions are precluded 
in the case of a plan sponsored by an employer with a credit rating below investment grade if the 
value of the plan’s assets is less than 50 percent of termination liability under the plan.  Some 
argue that, if an employer has failed to adequately fund the benefits already earned under a plan 
and also presents a measurable risk of going out of business while the plan is underfunded, it is 
inappropriate to allow plan liabilities to increase as a result of additional accruals or for plan 
assets to be depleted by lump-sum distributions.  They argue that such a plan presents an undue 
risk to the PBGC that the plan will terminate and that insufficient assets will be available (from 
the plan or from the employer) to provide benefits due under the plan.  Accordingly, the proposal 
limits the PBGC’s potential liability in such circumstances. 

Others argue that it is not unusual for an employer to experience temporary financial 
problems that do not in fact threaten the long-term viability of the employer’s pension plan.  
They also argue that limiting benefit accruals and distributions from the plan as required under 
the proposal unfairly penalizes plan participants and may cause unnecessary concern about their 
retirement income security.  On the other hand, if the employer’s financial problems are in fact 
temporary and the funded status of the plan improves, benefit accruals and lump-sum 
distributions may resume and plan participants can be made whole. 

Prior Action 

H.R. 3108, the “Pension Funding Equity Act of 2003,” as passed by the House of 
Representatives on October 8, 2003, includes a provision under which, for plan years beginning 
after December 31, 2003, and before January 1, 2006, for purposes of determining current 
liability, the interest rate on 30-year Treasury securities is replaced with the rate of interest on 
amounts conservatively invested in long-term corporate bonds.  On January 28, 2004, the Senate 
passed an amendment to H.R. 3108, the “Pension Stability Act,” which contains a similar 
provision. 

The National Employee Savings and Trust Equity Guarantee Act, as ordered reported by 
the Committee on Finance on September 17, 2003, and (with amendments) on February 2, 2004, 
includes a provision relating to the interest rate used to determine current liability and lump-sum 
distributions.  Under that provision, for plan years beginning after December 31, 2003, and 
before January 1, 2007, for purposes of determining current liability, the interest rate on 30-year 
Treasury securities is replaced with the rate of interest on amounts invested in conservative long-
term corporate bonds.  For plan years beginning after December 31, 2010, for purposes of 
determining current liability and lump-sum distributions, the interest rate on 30-year Treasury 
securities is replaced with a yield curve reflecting interest rates on corporate bonds of durations 
the rate of interest on amounts invested in conservative long-term corporate bonds.  Phase-in 
rules apply for years beginning after December 31, 2006, and before January 1, 2011. 




