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1. IRS Issues Final 409A Regulations – Part II 
 
Last week, we looked at what deferred compensation plans are subject to the rules of IRC § 
409A.  Now we turn to what those rules are and the guidance that the IRS has furnished in the 
final regulations released on April 10th and published in the Federal Register on April 17th.  72 
FR 19234 (April 17, 2007).  This article will concentrate on the restrictions on distributions.  
Future installments will deal with remaining issues. 
 
Section 409A imposes four broad conditions on plans that fall within its scope: 
 

 1. Deferral elections by service providers (employees, independent 
 contractors and corporate directors) must be made before the beginning 
 of the year in which the services related to the deferred compensation are 
 performed.  There is an exception for performance-based compensation, 
 where the deadline is six months before the end of the performance 
 period. 

 
 2. The time and manner in which deferred compensation will be distributed 

 must be specified at the time of deferral.  After that, it may be changed 
 only under narrowly defined conditions. 

 
 3. The distribution must begin on a date fixed in advance or be triggered by 

 one of five specified events:  separation from service, death, disability, 
 change in control of the service provider or unforeseeable emergency.   

 
 4. No amount may be set aside in an offshore rabbi trust for the purpose of 

 making distributions.  The IRS discussed this restriction in Notice 2006-
 33.  There is no further guidance in the final regulations. 

 
 What Is a Plan?   
 
The regulations’ definition of “plan” is important because, after a violation of IRC § 409A has 
occurred, penalty taxes are assessed for the individual participant on all deferrals in all 
aggregated plans.  In addition, it is important to focus on which plans and arrangements need 
amendments and need to carefully monitor distributable events.   
 
The identification of a “plan” doesn’t depend on documentation.  Although a written plan is 
required for IRC § 409A compliance, a single 409A “plan” may be embodied in many 
documents, and one document may contain many plans.   
 
The first principle underlying the concept of a “plan” is that every plan has only two parties:  a 
single service provider and single service recipient.  If Corporation X’s SERP covers 20 top 
executives, it is subdivided into 20 plans, one for each participant.  Conversely, if Mr. Y 
participates in his employer’s deferred compensation plan and in a fee deferral plan of an 
unrelated corporation of which he is a director, two plans exist. 
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The second principle is that every plan is assigned to one of nine categories: 
 

• Elective deferrals, 
 

• Account balance plans (defined in the same way as under the IRC § 3121(v)(2) 
regulations and generally corresponding to qualified defined contribution plans) 
without elective deferrals, 

 
• Nonaccount balance plans (also as defined under IRC § 3121(v)(2) and generally 

corresponding to qualified defined benefit plans), 
 

• Separation pay plans under which benefits are payable only upon involuntary 
termination of employment or termination under a window program (these plans 
generally are exempt from IRC § 409A; the purpose of this part of the definition 
is to isolate separation pay plans that are intended to be exempt but fail in 
operation to meet the conditions for exemption), 

 
• Plans that reimburse expenses or provide in-kind benefits, 

 
• Split-dollar life insurance arrangements entered into either before or after the 

issuance of final regulations outlining the tax consequences of these 
arrangements, 

 
• Plans that primarily cover nonresident aliens and satisfy other criteria (a subject 

for a future article), 
 

• Stock rights plans, other than those that are exempt from IRC § 409A, and 
 

• All other plans subject to IRC § 409A. 
 
The third principle is that all plans (that is, arrangements between a single service provider and a 
single service recipient) that fall into the same category are aggregated.  Several different 
arrangements that the parties think of as separate may constitute a single “plan” for IRC § 409A 
purposes.  The major consequence is that a violation by any one of the aggregated plans taints all 
of them.  On the other hand, plans that fall into other categories are unaffected. 
 
Different plans in the same category may have entirely different provisions and may satisfy IRC 
§ 409A in different ways.  There are only a very few instances, such as plan terminations, in 
which they must be treated identically. 
 
The proposed regulations had only four categories.  The new catalogue will tend to make the 
consequences of violations less far-reaching, though it does not obviate the risk that a minor 
violation can trigger massive tax liabilities for the individual participant. 
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 Distributions – In General 
 
The cornerstone of the distribution rules is the set of events on which distributions may be 
predicated.  The plan must specify what events will trigger distributions, when they will begin 
(by reference to the distribution events) and in what form (lump sum, installments or annuity) 
they will be made.  All of these terms must be in place before the service provider obtains a 
binding right to the deferred compensation, or, in the case of elective deferrals, before the year in 
which the compensation is earned.  Changes can thereafter be made only pursuant to specified 
rules.  Elective postponements (“redeferrals”) are allowed if they are made sufficiently far in 
advance and meet other conditions.  Voluntary accelerations at the behest of a participant are 
proscribed except in specified, limited circumstances including a cash-out of de minimis benefits 
and certain plan termination payments.  The regulations also permit limited accelerations to cope 
with special circumstances, such as the need to comply with conflict of interest laws or pay 
taxes, and offer somewhat greater flexibility to delay scheduled payments for brief periods. 
 
 Distribution Events 
 
There are six triggering events:  
 
1. Date certain.  A plan may provide that distributions will begin on a particular date, which 

may be stated explicitly, e. g., “January 1, 2020,” or implicitly (e.g., “X’s 65th birthday”)  
An event whose date of occurrence is not known at the outset (e.g.,  “when Y 
Corporation makes an initial public offering” or “when Z’s daughter enrolls in college”) 
is not permitted. 

 
2. Separation from service.  Distributions may be triggered by separation from service, with 

the proviso that a “specified employee” must wait at least six months after separation 
before receiving anything.  (The distribution may be made immediately, however, if the 
specified employee dies during the six-month interval.)  The definition of a “specified 
employee” is borrowed largely from the “key employee” definition in IRC § 416(i).  The 
most important differences are, first, only service recipients with publicly traded 
securities are considered to have specified employees; second, the service recipient may 
select the date as of which specified employees are identified and then may wait until as 
late as the first day of the fourth month following to make the identifications effective, 
after which they remain in effect for 12 months; and, third, alternative methods of 
designating specified employees are permitted, so long as they are reasonably certain to 
include everyone who meets the statutory definition.  An alternative method will turn 
more participants into specified employees but may be administratively convenient. 

 
The regulations include rules for distinguishing “real” from nominal separations from 
service.  For an employee, separation is, in concept, termination of employment with the 
service recipient (including all members of its controlled group); for an independent 
contractor, it is the expiration of the contract under which he provided services, with no 
expectation that the contract will be renewed; for a corporate director, it is the expiration 
of his term of office.  The parties’ characterization of a service provider’s status as a 
current or ex-employee is not, however, decisive.  Under the regulations, someone whose 
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services fall to less than 20 percent of the previous level, based on a 36-month moving 
average, has presumptively separated from service.  Contrariwise, someone who is 
working at 50 percent or more of the 36-month average presumptively has not separated.  
Between those extremes, there are no presumptions.  Whether separation has occurred is 
a question of facts and circumstances.  The presumptions, too, are rebuttable and the plan 
can specify its own rules in certain cases.   

 
For these rules, services in all capacities must be aggregated.  If an individual ceases 
common law employment but provides consulting services at more than 20 percent of his 
prior level, he may not have separated from service.  There is an important exception for 
directors, whose service in that capacity doesn’t count toward determining whether they 
have separated from service as employees, and vice versa. 

 
A paid leave is treated as continued service at a level commensurate with the 
compensation paid during that time.  For instance, a sabbatical on half pay would not lead 
to a separation from service.  Unpaid leaves are ignored in the calculation, but an unpaid 
absence of longer than six months is treated as a separation at the beginning of the 
seventh month, unless the employee retains a legal or contractual right to reemployment 
(under USERRA in the case of military leave, for example).  If the leave is on account of 
disability, it may continue for as long as 29 months before a separation is deemed to take 
place. 

 
3. Change in control.  A change in control of a corporation (or of a partnership, applying 

analogous rules) may be a distribution event.  It also is one of the events that allows 
discretionary plan termination by a service recipient.  The definition of “change in 
control” is based on a change of ownership, a change of effective control or sale of 
substantial assets, similar to the golden parachute rules.  One must be careful, though, to 
ascertain whether a particular change in control affects a particular service provider.  A 
distribution may be made only if the change involves (i) the entity to which the provider 
directly renders services, (ii) the entity that is responsible for paying his deferred 
compensation (and only if there is a business reason for it, rather than the direct 
employer, to be making the payments) or (iii) the direct employer’s parent (owner of a 
majority interest), or the parent’s parent, or so on up the chain of control. 

 
A plan may define “change in control” more narrowly than the regulations and may 
provide that distributions will be made only if the change meets stated conditions, though 
there will be few circumstances in which this flexibility will be of practical value. 

 
4. Death.  Postponement of payments on account of death, or a change in the form in which 

they will be paid, is easier than for distributions predicated on a date certain, separation 
from service or change in control.   

 
5. Disability.  Disability should be stated as a separate distribution event in the plan (i) if the 

employer’s policy is to retain disabled employees on leave for some period of time, in 
which case it may wish to start making disability distributions before separation from 
service or (ii) to avoid the six-month mandatory delay in the start of separation-from-
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service distributions to specified employees.  It is important in the latter case that the 
determination of disability precede termination of employment, so that there is no doubt 
about the triggering event. 

 
The regulations’ definition of “disability” is consistent with the definition for other tax 
purposes.  The service provider must either be unable to engage in substantial gainful 
employment or have been receiving benefits for at least three months under the service 
recipient’s disability plan, and his inability to work must stem from a “medically 
determinable physical or mental impairment that can be expected to result in death or can 
be expected to last for a continuous period of not less than 12 months”.  A plan may 
contract this definition but not expand it. 

 
6. Unforeseeable emergency.  The definition of “unforeseeable emergency” is consistent 

with that of the regulations under IRC § 457.  It is intended to be narrow and the 
participant must have exhausted all other reasonably available resources. 

 
 Alternative Distribution Events 
 
A plan need not, and rarely would, provide for distributions upon only a single event.  
Distributions may be made on the earliest or latest of several events, in any manner that makes it 
clear when a distribution is due and gives no room for any exercise of discretion by the employer 
or the participant.  Examples are “the earliest of death, disability, unforeseeable emergency or 
separation from service” or “the later of separation from service or age 70, or upon earlier 
death.” 
 
A distribution that has already begun may be accelerated by the intervention of another event.  If 
a participant is receiving an installment distribution, the plan might provide that the undistributed 
balance will be paid to his beneficiary in a lump sum upon his death. 
 
 Time and Form of Distribution 
 
A distribution need not follow instantly upon its triggering event.  In fact, in the case of a 
distribution to a specified employee on account of separation from service, it can’t.  The time 
when payments begin must, however, be determinable by reference to the event (e.g., six months 
after separation from service” or “one year after a change in control”). 
 
Distributions may be made in any manner that leaves no discretion to the parties to decide the 
amount of particular payments.  The basic alternatives are lump sums, installments and annuities.  
(Both of the latter are payable over a period of years.  The difference is that annuities continue 
for one or more lives, while installments have no life contingencies.)   
 
Different triggering events may be associated with different forms of distribution (e.g., a lump 
sum upon death and an annuity upon separation from service), but, as a general rule, no event 
may have alternative forms of distribution.  Thus, a participant may not receive a lump sum if he 
separates from service on an odd-numbered day and installments over ten years otherwise.  It is, 
however, permissible to prescribe different forms of payment if the triggering event occurs 
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before or after a single specified age (e.g., a lump sum before age 55 and an annuity afterward).  
For distributions on account of separation from service, the dividing line may be based on age, 
service or a combination of the two, and there may be yet another form for separations that occur 
within two years after a change in control. 
 
 Acceleration of Distributions 
 
The general rule is that there can be no accelerated distribution.  The time initially selected for 
distributing deferred compensation may be accelerated only in exceptional circumstances, most 
of which involve either the impact of other laws (such as prohibitions against conflicts of 
interest, which may necessitate severing all financial ties with a former employer, or compliance 
with judicial domestic relations orders) or the payment of tax obligations related to the deferred 
compensation itself, such as FICA/HI contributions due upon vesting, income tax due when 
benefits under IRC § 457(f) plans vest or taxes arising from IRC § 409A violations. 
 
Accelerated distribution of de minimis benefits is permitted under two independent rules. The 
first allows the service recipient to cash out any benefit with a value no greater than the IRC § 
402(g) limitation on elective deferrals ($15,500 in 2007).  The distribution must be all of the 
service provider’s rights under the plan.  Here the definition of “plan” is significant:  all plans in 
the same category must be considered, while plans in other categories do not need to be.   Plans 
may be freely amended at any time to allow cashouts of this sort, and the distribution may be 
automatic or in the service recipient’s discretion. 
 
The second de minimis rule permits the automatic cashout of all of the remaining installments in 
a series if their value falls below a threshold established by the terms of the plan.  The threshold 
may be any amount.  It can be changed only in accordance with the rules for postponing 
distributions. 
 
Aside from these special cases, the only way to make distributions earlier than originally 
projected is to terminate the plan.  A service recipient may reserve the right of termination but 
may exercise it in only three situations: 
 

1. A plan may be freely terminated and all benefits distributed if the following conditions 
are satisfied: 

 
• All plans that fall within the same category must be terminated with respect to all 

service providers who participate in them.  Termination for a limited group is not 
allowed, though the termination need not extend to all categories of plan. 

 
• Distributions on account of the termination may be made no earlier than 12 

months after all action necessary to make the termination effective has been 
completed.  Distributions that would have been made absent the termination 
continue as usual. 

 
• All distributions must be completed no later than 24 months after the date of 

termination. 
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• The service recipient may not establish any new arrangements of the same type 

for any service provider within three years following the date of termination. 
 

• The termination may not “occur proximate to a downturn in the financial health of 
the service recipient.” 

 
2. A service recipient may terminate a plan (again applying the IRC § 409A definition of 

that term) during the period beginning 30 days before and ending 12 months after a 
change in control.  All service providers affected by the change must be treated similarly, 
and the distributions must be completed within 12 months after the corporate action 
needed to effect the termination is taken. 

 
3. A service recipient that liquidates under IRC § 331 or in bankruptcy may terminate any 

or all of its plans, in the latter case only with the approval of the bankruptcy court.  
Distributions must be made in the calendar year of termination, except that the payment 
of unvested benefits may be postponed until vesting. 

 
Postponement of Distributions 

 
Postponement is easier than acceleration.  There are two broad classes to be considered.  First, 
the regulations contain a number of rules of convenience, under which scheduled payments may 
be delayed briefly or for good economic or administrative reasons.  We will discuss these in a 
future article dealing with plan administration. 
 
Second, the commencement of distributions may be postponed voluntarily, by either the service 
provider or the service recipient (to the extent that the plan allows discretionary postponements) 
if the postponement is for at least five years and does not become effective until at least 12 
months after the election is made.  The five-year rule does not apply to distributions on account 
of death, disability or unforeseeable emergency.  The 12-month delay in effectiveness means 
that, if a distribution event occurs during that period, the postponement is ignored and the 
distribution is made in accordance with the pre-existing plan terms. 
 
The five-year rule is easy to apply to lump sums and annuities.  The distribution or annuity 
starting date is simply pushed back by a minimum of 60 months.  As part of the process, a lump 
sum may be split into installments or converted into an annuity, so long as the starting date is at 
least five years in the future.  Similarly, an annuity may be converted into a lump sum, subject to 
the same delay. 
 
Installment distributions are trickier.  If the plan treats the entire series as a single, spread-out 
distribution (the default unless it elects the alternative), the rule is the same as for annuities:  The 
first installment is postponed, and the rest are delayed correspondingly.  If desired, the series 
may be converted into a lump sum, to be paid five or more years after the first installment would 
otherwise have been made.  On the other hand, if each installment has been designated as a 
separate distribution, each may be individually postponed.  A lump sum cashout isn’t possible 
(unless all installments are postponed to coincide with the last one, and that one is put off for five 
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years), but the postponement need not affect every payment in the series. 
 
 
2. Maryland Will Not Seek Supreme Court Review of Health Benefits “Play or Pay” Law 
 
The state of Maryland will not ask the Supreme Court to review a lower court decision 
invalidating its Fair Share Health Care Fund Act (“Fair Share Act”), one of several health 
benefits “play or pay” laws enacted last year.  The Fourth Circuit Court of Appeals earlier this 
year ruled ERISA preempts the Fair Share Act.  Retail Industry Leaders Association v. Fielder, 
475 F.3d 180 (4th Cir. 2007).  Maryland Attorney General Douglas F. Gansler on April 16, 2007 
announced the state would not appeal to the Supreme Court because “seeking further review 
would not be successful.” 
 

Background 
 
The case at issue was filed by the Retail Industry Leaders Association (RILA) after the Maryland 
legislature on January 12, 2006, enacted, over then-Governor Robert Ehrlich’s veto, the Fair 
Share Act.  In general, the Fair Share Act would require private employers with at least 10,000 
employees (full or part-time) in Maryland to provide a certain level of health benefits to those 
employees or make a contribution to the Maryland Fair Share Health Care Fund (“Fund”).  
Specifically, those employers would have to spend at least eight percent of wages (six percent in 
the case of nonprofit organizations) paid to their Maryland employees on health benefits for such 
employees. 
 
Any private employer with 10,000 or more Maryland employees that does not meet the eight 
percent (or six percent, if applicable) threshold would have to pay the difference to the Fund.  
The Fund would be used to support Maryland’s Medicaid program.  A $250,000 civil penalty 
would be imposed against any employer that failed to make a required payment to the Fund.  The 
Fair Share Act, which would not apply to the federal government or to any state or local 
government employers, was scheduled to become effective on January 1, 2007. 
 
Two other states enacted “play or pay” mandates in 2006.  The Massachusetts Health Care 
Access and Affordability Act requires employers with at least 11 full-time employees to make a 
“Fair Share Contribution” unless they offer health insurance for their employees and make a “fair 
and reasonable premium contribution,” as defined by regulation.  The Fair Share Contribution 
will be based on the state’s cost for “free care” provided to uninsured workers, but will not 
exceed $295 per full time employee per year.  In addition, the Massachusetts Act imposes a Free 
Rider surcharge on employers who do not provide health insurance.  Vermont also has enacted a 
“play or pay” mandate that will apply to employers with more than four employees.   
 
In 2003, then-California Governor Gray Davis signed into law a comprehensive “play or pay” 
mandate that would have applied to employers with 50 or more California-based employees.  
That law was rejected by voter referendum in 2004.   
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 Fourth Circuit Court of Appeals’ Decision 
 
ERISA preempts “any and all State laws insofar as they … relate to any employee benefit plan” 
covered by ERISA.  ERISA § 514(a).  Citing Supreme Court precedent, the Fourth Circuit Court 
of Appeals noted a State law “relates to” an ERISA plan if it has either a “reference to” or 
“connection with” such a plan.  The court of appeals determined the Fair Share Act has a 
“connection with” ERISA plans because it “effectively mandates that employers structure their 
employee healthcare plans to provide a certain level of benefits.”  In response to Maryland’s 
arguments that employers can choose to make a Fair Share Contribution instead of changing 
their ERISA plans, the court of appeals argued no reasonable employer would choose to pay 
money to the state instead of providing benefits to its employees.  Thus, the court of appeals 
ruled ERISA preempts the Fair Share Act. 
 
As of now, the Fourth Circuit Court of Appeals is the highest court to rule on this issue. 
 
 What Happens Next? 
 
Even though Maryland has decided not to pursue this case any further, additional litigation of the 
ERISA preemption issue is possible.  As noted, Massachusetts and Vermont also enacted “play 
or pay” mandates last year, and similar proposals are pending in other states.  Neither 
Massachusetts nor Vermont is within the Fourth Circuit’s jurisdiction. 
 
 
3. Bill to Allow HHS to Negotiate Part D Drug Prices Stalls in the Senate 
 
The debate over whether the Department of Health and Human Services (HHS) should be 
permitted – or required – to negotiate Medicare Part D prescription drug prices with 
pharmaceutical companies continued on both ends of Pennsylvania Avenue last week.  President 
Bush on April 17, 2007 said he would veto a Senate bill (S. 3, the Medicare Fair Prescription 
Drug Price Act of 2007) that would permit HHS to negotiate prescription drug prices for 
Medicare Part D.  But the veto threat must seem a distant hurdle to the bill’s supporters, who on 
April 18 tried and failed to bring the bill up for a final vote in the Senate. 
 

Background 
 
During the first week of the 110th Congress the U.S. House of Representatives passed H.R. 4, the 
Medicare Prescription Drug Price Negotiation Act.  Briefly, H.R. 4 would repeal the current rule 
prohibiting HHS from interfering in drug price negotiations between Part D plan sponsors and 
pharmaceutical companies, and replace it with a rule requiring HHS to negotiate Part D 
prescription drug prices.  The HHS’s mandate would be specifically limited to negotiating the 
prices pharmaceutical companies can charge Part D plans and Medicare Advantage (MA) 
organizations “for covered Part D drugs for Part D eligible individuals who are enrolled under a 
prescription drug plan or under an MA-PD plan.”  Of course, Part D plans and MA-PD plans still 
would be permitted to negotiate even deeper discounts, if possible. 
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The House passed H.R. 4 on a mostly partisan vote.  (No Democrats voted against the bill and 
only 24 Republicans voted for it.)  In order to gain more Republican support – and possibly 
produce a bill the President would sign – Senate Finance Committee Chairman Max Baucus (D-
MT) took a different approach with S. 3.  Specifically, Chairman Baucus’s bill simply would 
repeal the rule prohibiting HHS from interfering in drug price negotiations between Part D plan 
sponsors and pharmaceutical companies.  Unlike H.R. 4, S. 3 would permit HHS to negotiate 
Part D prescription drug prices but it would not require HHS to do so.  
 
In spite of these differences, only two Republicans joined eleven Democrats to report S. 3 from 
the Senate Finance Committee on April 12.  Even more important, Chairman Baucus and other 
Democratic leaders were able to get only 55 of the 60 votes needed to end debate on S. 3 and 
hold an up or down vote on the bill in the Senate. 
 
 What Are the Issues? 
 
Democrats have argued for giving HHS authority to negotiate prescription drug prices for Part D 
beneficiaries since Congress enacted the Medicare Modernization Act in 2003.  In general, their 
position is that the Medicare program should be allowed to use its power as a market participant 
to negotiate cheaper prescription drug prices.  That, in turn, would help keep down the Part D 
program’s costs for beneficiaries and taxpayers. 
 
The Republican counterpoint, in a nutshell, is that this is not just about using market power to get 
a better price on prescription drugs.  Instead, they see government-imposed price controls in the 
future – first on prescription drugs, and eventually on all health care-related goods and services.  
According to Grace-Marie Turner of the Galen Institute, “Price controls inevitably lead to 
scarcity of supply, reductions in quality, dampening of innovation – and usually all of the 
above.” 
 
But ideological considerations aside, there are more immediate questions about whether the HHS 
can do a better job of negotiating prices than Part D and MA-PD plans already are doing.  
Average Medicare Part D monthly premiums are still significantly less than projected, and they 
have been holding steady for the last two years.  Also, Part D accounted for only 0.4 percent of 
U.S. Gross Domestic Product (GDP) in 2006, less than the 0.6 percent that had been estimated.   
 
Democrats claim HHS could do even better, and point to the Department of Veterans Affairs’ 
(VA) health benefits program as an example.  The VA directly negotiates drug prices with 
pharmaceutical companies and, according to a recent report by Families USA, achieves 
substantially lower prices than Part D plans for the 20 drugs most frequently prescribed to 
seniors.  But federal law gives the VA more leverage in those negotiations than H.R. 4 or S.3 
would give to HHS.  Specifically, the law requires pharmaceutical companies that sell to the VA 
to give the agency a discount of approximately 24 percent before negotiations begin.  
Additionally, the VA maintains a national formulary that some medical professionals consider 
very narrow, and thus has the ability to decide which drugs it will and will not cover.  Also, the 
VA supplies most drugs by mail or directly from VA facilities rather than through local 
pharmacies. 
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 Potential Effect on Employers 
 
If HHS could achieve VA-like discounts for Part D beneficiaries, the question becomes whether 
and how that will affect prescription drug prices for everyone else – including employers.  Most 
Americans – 174 million, or almost 60 percent in 2004 – receive health insurance through 
employers, and 98 percent of covered workers in those plans have prescription drug coverage.  If 
pharmaceutical companies end up providing even greater discounts for the approximately 22.5 
million Americans covered by the Part D program, they may try to make up the difference by 
charging higher prices to everyone else. 
 
 Looking Ahead ... 
 
Chairman Baucus and other Senate Democrats will keep trying, but it is not clear if they will be 
able to break the current logjam in the Senate.  Even if they do, the daunting task of reconciling 
S. 3 with H.R. 4 will remain.  The challenge there will be crafting a compromise bill that 
President Bush will sign, or that enough Republicans will support to override a presidential veto.  
At this point, neither scenario seems likely. 
 
 
  
4. EBSA Releases Form 5500 Data for 2004 
 
Total private pension plan assets reached a record $4.7 trillion in 2004, according to Form 5500 
Annual Report data just released by the Department of Labor’s Employee Benefits Security 
Administration (EBSA).  The EBSA’s Private Pension Plan Bulletin and Private Pension Plan 
Bulletin Historical Tables, both dated March 2007, provide valuable information about trends in 
the number and types of employer sponsored retirement plans, aggregate rates of return 
experienced by those plans, and asset allocations.  Both documents are available on the EBSA’s 
Web site, at http://www.dol.gov/ebsa/publications/main.html#section8.  

 
Shift from Defined Benefit to Defined Contribution Plans 

 
The 2004 Form 5500 data tell a familiar tale about the decline of defined benefit plans and the 
concurrent rise of defined contribution plans, especially 401(k) plans.  In 1975 – the year after 
ERISA was enacted – there were 311,094 employer sponsored pension plans, made up of 
103,346 defined benefit plans and 207,748 defined contribution plans.  As the following graph 
illustrates, the number of defined benefit and defined contribution plans increased each year 
thereafter through 1983, when the number of defined benefit plans peaked at 175,143.  But as the 
number of defined contribution plans – bolstered by the emergence of 401(k) plans – continued 
to rise through the ‘80s and ‘90s, the number of defined benefit plans fell precipitously to a low 
of 47,036 in 2003. 
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Number of Defined Benefit, Defined Contribution, and 401(k) Plans, 
1975-2004
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Most of this decline in the number of defined benefit plans is due to the loss of plans with fewer 
than 100 participants.  There were 83,311 such plans in 1975 and 149,600 in 1982, but only 
35,689 remained in 2004.  By comparison, the number of defined benefit plans with 100 or more 
participants has ranged from 20,035 in 1975 to 25,979 in 1983 to 11,815 in 2004.  Thus, defined 
benefit plans with fewer than 100 participants account for 47,622 of the 55,843 total defined 
benefit plans lost since 1975.  That is why, in spite of the dramatic decline in the number of 
defined benefit plans since 1975, the number of active participants in such plans has dropped 
only from 27.2 million to 20.5 million. 
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Of course, the number of active participants in defined contribution plans has more than 
quadrupled since 1975, from 11.2 million to 52.1 million.  The increase in the number of active 
participants in 401(k) plans has been the driving force behind this growth since 1984, when there 
were only 7.5 million active participants in these plans.  In 2004, there were 44.4 million active 
participants in 401(k) plans. 
 
 Effect on Retirement Security 
 
The shift from defined benefit plans to defined contributions plans has prompted many questions 
about the effect on employees’ retirement security.  One way to analyze these questions is to 
compare the rates of return earned by defined benefit plans to 401(k) plans.  Defined benefit 
plans hire professionals to manage their investment portfolios, whereas the responsibility for 
managing 401(k) accounts usually falls on the individual participants.  
 
As the following graph illustrates, defined benefit plans outperformed 401(k) plans in ten of the 
fifteen years during the period from 1990 through 2004. Even more important, the average 
aggregate rates of return during that period were 9.45 percent for defined benefit plans and 8.52 
percent for 401(k) plans.  If that does not seem like a big difference, consider the growth of a 
single $100,000 invested in 1990 at each interest rate.  In 2004 the investment would be worth 
$340,915.52 at 8.52 percent, and $387,468.58 at 9.45 percent. 
 
Of course, the rate of return earned by defined benefits plans is irrelevant to plan participants 
because their benefits are determined by a formula and do not depend on the plan’s investment 
performance.  However, the comparison of rates of return is relevant if the goal is for defined 
contribution plans and defined benefit plans to generate the same retirement income for 
employees.  Clearly, if employees cannot achieve the same investment results as professional 
investment managers – which is, and presumably will continue to be, the case – then more 
money will need to be set aside in defined contribution plans to ensure equivalent outcomes. 
 

Aggregate Rates of Return Earned by Private Pension Plans with 100 or 
More Participants, 1985-2004
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Asset Allocations 
 
Finally, the Form 5500 Annual Report data include information about how employer-sponsored 
retirement plans allocated their assets in 2004.  The asset allocation data for defined benefit and 
defined contribution plans are summarized in the following tables. 
 

Percentage Distribution of Assets in Defined Benefit Plans 
with 100 or More Participants 

by type of asset and size of plan, 2004 
Type of Asset Total $1-0.99M $1.0M-

9.9M 
$10.0M-
249.9M 

$250.0M-
999.9M 

$1.0B or 
More 

TOTAL ASSETS 100% 100% 100% 100% 100% 100% 
 
Cash 2 7 4 3 2 2 
Receivables 3 9 4 4 3 2 
U.S. Government securities 5 3 5 6 6 5 
Corporate debt instruments: Preferred 1 */ 1 1 2 1 
Corporate debt instruments: All other 3 3 3 4 4 3 
Corporate stocks 16 7 14 19 21 14 
Real estate (except employer real 
property) 

*/ */ */ */ */ 1 

Loans */ */ */ */ */ */ 
Assets in common/collective trusts 12 6 8 11 10 13 
Assets in pooled separate accounts 2 9 10 4 1 1 
Assets in master trusts 44 11 15 26 37 50 
Assets in 103-12 investment entities */ */ */ 1 1 */ 
Assets in registered investment 
companies 

6 20 25 18 9 3 

Assets in ins. co. general account 1 7 6 2 1 */ 
Employer securities 1 0 */ */ */ 1 
Other or unspecified investments 4 18 6 2 3 5 
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Percentage Distribution of Assets in Defined Contribution Plans 
with 100 or More Participants 

by type of asset and size of plan, 2004 
Type of Asset Total $1-0.99M $1.0M-

9.9M 
$10.0M-
249.9M 

$250.0M-
999.9M 

$1.0B or 
More 

TOTAL ASSETS 100% 100% 100% 100% 100% 100% 
 
Cash 2 4 3 3 2 1 
Receivables 1 2 1 2 1 1 
U.S. Government securities 1 */ 1 1 1 1 
Corporate debt instruments: Preferred */ */ */ */ */ */ 
Corporate debt instruments: All other */ */ */ */ */ */ 
Corporate stocks 3 1 2 3 3 3 
Real estate (except employer real 
property) 

*/ */ */ */ */ */ 

Loans 2 2 2 2 2 2 
Assets in common/collective trusts 9 3 6 10 10 7 
Assets in pooled separate accounts 4 20 18 6 2 */ 
Assets in master trusts 24 */ 1 7 22 39 
Assets in 103-12 investment entities */ */ */ */ 1 */ 
Assets in registered investment 
companies 

36 36 49 52 40 21 

Assets in ins. co. general account 3 4 5 3 3 2 
Employer securities 13 2 4 8 12 18 
Other or unspecified investments 3 24 8 3 2 4 
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