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more mobile employees. In addition, the 
account balance can be converted to an 
annuity upon retirement and, therefore, 
reward service with a guaranteed lifetime 
benefit. However, in themselves, cash 
balance plans may not provide attractive 
disability or survivor benefits. Also, since 
cash balance plans are more portable, 
they may be less effective than DB plans 
in retaining employees.

Providing Sufficient and Sustain-
able Benefits. Because DB plans pro-
vide benefits based on an employee’s 
service and final average salary, the ac-
cumulated benefit is clear and directly 
related to replacing an employees’ pre-
retirement income. Moreover, because 
the benefit is provided as a guaranteed 
lifetime annuity, retired employees 
can count on the benefit over their 
lifetimes. However, since DB plans 
shift the risks of funding the benefit 
to the employer, the employer’s con-
tributions may be more volatile which 
could jeopardize sustainability. While 
DC plans limit the employer’s contri-
bution volatility by shifting these risks 
to employees, the benefits they provide 
are much less certain and may prove 
insufficient throughout retirement.

Cash balance plans may help mitigate 
the investment risks by managing the 
interest rate credited to the employee’s 
accounts. If the interest is credited to 
employee accounts at a rate that reflects 
the plan’s long-term rate of return, but 
also allows for adverse experience, the 
employer’s contribution rates may be 
somewhat more stable. However, em-
ployers in cash balance plans are still 
subject to investment risks, since the 
interest credits promised to employees 
must be honored, even when the plan 
earns negative investment returns.

Longevity risk is the risk that em-
ployees may outlive their savings. The 
amount of longevity risk borne by the 
employer and employees can vary in a 
cash balance plan depending on how 
much of the benefit is paid as a lump 
sum, how much is annuitized, and 
how much of a subsidy or surcharge is 
applied to annuities.

However, because the benefit provided 
by a cash balance plan is expressed as an 
account balance rather than an annual 
benefit, it may be difficult for employ-
ees to judge whether it will be sufficient 
throughout retirement. In addition, 
the benefits provided by a cash balance 

Exhibit 2: Advantages and Disadvantages of Plan Designs
Defined Benefit Plan Defined Contribution Plan Cash Balance Plan

Attract 
and Retain 
Qualified 
Employees

Advantages •	 Rewards long-term service

•	 Provides death and disabil-
ity benefits

•	 May appeal to younger and 
more mobile employees

•	 May appeal to younger and more
mobile employees

Disadvantages •	 Less portable than defined
contribution benefits

•	 May not appeal to more
mobile employees

•	 May not be effective in re-
taining employees

•	 Death & disability benefits 
only provided as distribution 
of DC account balance

•	 May not provide death and disability 
benefits

Sufficient 
and 
Sustainable 
Benefits

Advantages •	 Provides guaranteed lifetime
benefits

•	 Pools risks related to invest-
ment, longevity and inflation

•	 Gives members control over 
investment selection

•	 Provides guaranteed lifetime benefits

•	 Pools risks related to investment, 
longevity and inflation

Disadvantages •	 Lower benefits to short-term
employees than under a cash 
balance plan

•	 Transfers investment, lon-
gevity and inflation risk to 
employees

•	 Higher fees for investment ad-
ministration and management

•	 Benefit sufficiency difficult to under-
stand

•	 Lower benefits to career employees
than under a defined benefit plan

plan for career employees may be sub-
stantially less than those provided by a 
final average salary DB plan of a similar 
contribution level, all else being equal. 
This is because the benefits provided 
by a cash balance plan are based on the 
employees’ earnings over their full ca-
reers, rather than the earnings near the 
end of their careers. 

Conclusions
The financial downturn and result-
ing economic decline have put many 
governments under fiscal stress. As a 
result, numerous state and local gov-
ernments have recently made signifi-
cant changes to their retirement plans 
in order to manage their costs includ-
ing, in two very recent cases, establish-
ing cash balance plans. However, if 
these new designs are used, care should 
be taken that the implications are fully 
understood and that they are effective 
in attracting and retaining qualified 
employees and providing sufficient 
and sustainable retirement benefits.
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