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benefits, other than for the distribu-
tion of the employee’s account bal-
ance. In a typical DC plan, the plan 
participant bears most of the risk.

Cash Balance Plans. Cash balance 
plans are similar to DC plans in that 
the benefit is based on an employee’s 
account balance. Under cash balance 
plans, employees contribute a fixed 
percentage of pay and employers also 
provide contributions (referred to as 
“pay credits”). However, unlike DC 
plans, the account is a hypothetical 
“nominal” account that keeps track 
of the benefit accrual, but the related 
contributions and investment earn-
ings are held and invested by the cash 
balance plan. Members typically have 
no say at all in how their nominal ac-
counts are invested.

Interest is credited on an employee’s 
nominal account at a fixed rate (or 
may be based on an index rate or other 
variable rate). For example, a cash 
balance plan could promise to credit 
interest to a member’s account at an 
annual rate of 5 percent, regardless of 
the plan’s actual investment returns. 
Consequently, the interest credited to 
an employee’s cash balance account is 
generally less volatile than the interest 
earned by employees in DC plans.

Cash balance plans are similar to DB 
plans in that the plan sponsor bears 
most of the risk. Also, cash balance 
plans commonly provide retirees with 
the option of converting their account 
balances into lifetime annuities. Unlike 
most DB plans, cash balance plans usu-
ally allow lump-sum distributions. Sim-
ilar to DC plans, cash balance plans do 
not usually provide disability or survi-
vor benefits, other than for the distribu-
tion of the employee’s account balance. 
For this reason, they may be less suitable 
for public safety employees whose jobs 
are more hazardous and, consequently, 
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warrant more substantial disability and 
survivor benefits. However, some pub-
lic-sector cash balance plans have been 
structured to provide disability and sur-
vivor benefits to plan members.

Another way in which cash balance 
plans are similar to DB plans is that 
both require actuarial valuations to 
determine the employer contributions 
needed to fund the promised benefits. 
Like DB plans, cash balance plans are 
subject to a variety of risks, including 
those related to investment returns, 
mortality, and inflation. While cash 
balance plans may help to mitigate 
some of these risks, they cannot elimi-
nate them. The plan sponsor still bears 
the risk that terminations will be less 
than assumed, that salary increases 
will be more than assumed, and that 
investment returns will be less than as-
sumed. If so, additional employer con-
tributions will be required to make up 
the difference. 

Advantages and 
Disadvantages 
In considering the advantages and dis-
advantages of plan designs, the overall 
goals of both employers and employees 

need to be considered. For state and 
local government employers, key goals 
in providing retirement benefits include: 
1) attracting and retaining qualified em-
ployees; and 2) providing sufficient and
sustainable benefits. As discussed below,
these goals are also important for state
and local government employees, since
they relate to the overall sufficiency of
the benefits. The following discussion is
summarized in Exhibit 2.

Attracting and Retaining Qualified 
Employees. Defined benefit plans 
are useful in attracting and retaining 
qualified employees. This is due to the 
rewards they provide for long-term 
service and their provision of guaran-
teed retirement, disability, survivor, 
and in-service death benefits. Howev-
er, DB plans are generally less portable 
than DC plans and may not appeal as 
much to younger and more mobile 
employees. Although DC plans may 
appeal to such employees, they are not 
as effective for retaining them.

Cash balance plans are somewhere in 
the middle. Because the benefits accu-
mulate as an account balance, they are 
more portable and may be appealing to 

Exhibit 1: Comparison of State and Local Retirement Plan Designs

Defined Benefit Plan Defined Contribution 
Plan Cash Balance Plan

Basis of Benefit Formula based on 
years of service, final 
average salary, and 
benefit multiplier

Account balance based 
on employer and 
employee contributions 
plus actual investment 
earnings

Nominal account balance 
based on employee 
contributions and employer 
pay credits plus credited 
interest

Benefit 
Distribution

Lifetime annuity with 
optional forms of 
payment. Some plans 
offer partial lump-sum 
distributions

Lump-sum payment, 
with ability to rollover 
to other qualified 
retirement plans

Lifetime annuity with 
optional forms of payment. 
Most plans also offer lump-
sum distributions

Disability and 
Preretirement 
Death Benefits

Provided based on 
plan formula

Provided as a lump-
sum distribution of the 
individual’s account 
balance

Provided as an annuity or a 
lump-sum distribution based 
on the individual’s account 
balance. In some cases, 
formula benefits provided 
through the existing DB plan

Postemployment 
COLA

Some plans provide a 
COLA

Not offered Some plans provide a COLA 
while others allow employees 
to purchase a COLA with an 
equivalent reduction in the 
annuity benefit


